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Chapter 1 - Ten Principles of Economics

 

· How is a household similar to an economy?
· They both have to make decisions about how to use the different people they have: who will wash the dishes or who will be the CEO?  What does each person get in return?
· How would we define economics?
· Economics is, at the highest level, a study of how society manages its scarce resources
· The only reason we need to be smart about how we manage our resources is BECAUSE they are scarce - if they weren't, then everyone could get whatever they wanted and we'd be all good
· What are the 10 principles of economics?  Discuss each.
· We can divide the principles into major categories:
· How people make decisions
· People face trade-offs
· The basic idea here is that when we choose one thing, we are always giving up an opportunity to choose another thing
· Famous examples:
· Guns vs. butter: this is a country's choice between spending money to produce military resources (represented by guns) and producing domestic consumer goods (represented by butter)
· Efficiency vs. equity: this is a country's choice between designing policies which will maximize the economy's ability to produce G & S and policies which will seek to help the poor and improve equality
· The cost of something is what you give up to get it
· This is saying that we measure the cost of some choice by the value of the things we give up when we make that choice
· Opportunity cost is defined as whatever must be given up to obtain some item
· Rational people think at the margin
· The idea here is that when we are making decisions, they usually involve marginal changes, which are small, incremental changes to a plan of action
· In other words, the choices we face are usually not polar opposites (like elementary school education vs. PhD) but rather ones which involve very small adjustments (like whether to spend the next hour studying or watching TV)
· People respond to incentives
· The idea here is that people's decisions are always affected by what they will get in return - do the marginal benefits (the good stuff I get) outweigh the marginal costs (the good stuff I have to give up)?
· For example, seat belt laws caused more accidents but less deaths per accident…think about why?
· How people interact
· Trade can make everyone better off
· Think about why this is undeniably true - trade allows people to specialize in a certain area and not have to do everything for themselves, because they can get these G & S from other people
· Markets are usually a good way to organize economic activity
· Market economies are those where market interactions between individual households and individuals determine economic activity, as opposed to a communistic economy where the government decides everything
· You would think that individuals making decisions for their own good would result in a chaotic economy, but in fact it seems that overall economic well-being results instead (this phenomenon was called the "invisible hand" by Adam Smith)
· The key to the "invisible hand" is that individuals respond to prices, which in turn are reflections of the value of the good to the whole economy and the cost of making that good - this is why governments who unnaturally affect prices (i.e. with taxes or rent controls) can wreak havoc on an economy
· Governments can sometimes improve market outcomes
· Governments can often help prevent market failure, which happens when the market cannot allocate resources efficiently on its own
· This often happens due to things such as:
· Externalities: these are when the impact of one person's actions negatively affects a bystander, like pollution
· Market power: this is when a single person or a small group is in a position (think monopoly) to screw around with market prices as they please
· There are other ways the market can mess up:
· Equity: left to its own devices, a market will not take special care to help out the poor people
· How the economy as a whole works
· A country's standard of living depends on its ability to produce goods and services
· To reiterate, the idea here is that countries which are very productive are going to have a high standard of living
· Note that "standard of living" refers to only material things
· Note also that productivity is defined as the quantity of goods and services produced from each hour of a worker's time
· We can measure "standard of living" by looking at personal incomes or also the total market value of a nation's production
· Prices rise when the government prints too much money
· This is the phenomenon of inflation, which is when we have an increase in the overall level of prices in the economy
· This is most often caused by a growth in the quantity of money, which decreases the value of each dollar because it is now less rare
· Society faces a short-run tradeoff between inflation and unemployment
· This means that in the short run, every policy decision will push inflation and unemployment in different directions - this relationship is called the Phillips Curve
· Note that it is only a short-run relationship - in the long-run these variables are not so highly correlated
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Chapter 2 - Thinking Like an Economist

 

· What does economics train us to do?
· We learn to think in terms of alternatives
· We evaluate the cost of individual and social choices
· We examine and understand how certain events and issues are related
· Describe how the scientific method is related to economics.
· Just as physics theories start with observations and end with the proposal of a theory to explain the observations, economists make observations about the economy and try to create theories to explain them
· However, this is harder than it is in physics (for example) because economists often cannot perform experiments - they instead need to rely on natural history to test their assumptions
· How do assumptions play into all of this?
· We make assumptions when we are using economic models in order to simplify our thinking and make the principles easier to understand
· For example, if we study international trade we might assume that only one good is produced by each country
· Explain the Circular Flow Diagram (pg. 25).  Firstly, what (simplifying) assumptions have we made?
· All the markets for goods and services have been combined into one entity
· The same has been done for the markets for factors of production
· Only 2 decision-making groups have been included (we exclude the government, international trade, etc.)
· The economy is CLOSED, which means that no importing or exporting goes on
· Walk through the circular flow diagram.  Be sure to talk about the 2 types of "flow".  Also discuss the two markets - what are they and what goes on there?
· Flow
· One flow is for the factors of production: things like labor, land, and capital are provided by households and bought by firms
· The firms then use these factors to produce goods and services which are then sold to the households
· The other flow is the cash flow: the firms use cash to buy the factors of production from the households
· The households then use this money to buy goods and services, so it eventually goes back to the firms
· Markets
· One market is the market for factors of production: here the households sell and the firms buy
· The other market is the market for goods and services: here the firms sell and the households buy
· Now let's discuss the Production Possibilities Frontier (pg. 27).  What assumptions do we make?
· The entire economy is only making two kinds of goods
· The frontier line assumes that we are using all available factors of production and the newest technology available
· Walk through the PPF curve now.  What are some principles of economics we see here?
· Scarcity - we cannot produce outside the PPF!  It is impossible to produce at point D…we don't have the resources to…this is scarcity!
· Efficiency - producing on the PPF is more efficient than producing inside the PPF…we can produce at point B, but if we do so it is NOT efficient because there would be unemployed, wasted resources
· Trade-offs - more of one good can be produced only if some units of another good are given up
· We trade-off between cars and computers in this case…for example look at Point A vs. Point C
· Opportunity cost - increasingly more of one good requires giving up even more of another good
· This is related to trade-offs but not the same thing…
· So the idea is that going from 600 -> 700 cars sacrifices a DIFFERENT NUMBER of computers than going from 100 -> 200 cars
· Economic growth - over time, the PPF can shift outward (usually due to technological advances)
· Note that it can also shift inward, perhaps due to a natural disaster affecting production ability
· Note also that shifts can affect the production of one or both goods
· Compare microeconomics to macroeconomics.  What are the key differences?  How are they related?
· Microeconomics focuses on individual parts of the economy whereas macroeconomics looks at the economy as a whole
· They are related because the dynamics of the economy as a whole are determined by the sum of these individual decisions
· How can the economist be a scientist?  How can they be a policy adviser?
· Economists are scientists when they try to explain the economics they are seeing in the world around them
· Economists are policy advisers when they are trying to do things which can CHANGE the economic landscape of the world around them
· Explain the difference between a positive statement and a normative statement, and relate them to the different roles which economists can have.
· Positive statements are claims which attempt to describe the world as it is.  Economists make these when they are acting as scientists
· Normative statements try to describe what the world SHOULD be like.  Economists make these when they are being policy advisers
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Chapter 5 - Measuring a Nation's Income

 

· Freebie: What is the single best measure of an economy's well-being?
· Gross domestic product: the total income of everyone in the society
· What TWO things does GDP measure?  How can it measure both of these at once?
· GDP measures a) the total income of everyone in the country and b) the total expenditure on the economy's output of goods and services
· They are the SAME number because we make the assumption (remember assumptions from Chapter 2!) that for the economy as a whole, income = expenditure (recall the Circular Flow Diagram)
· Think about this on a microeconomic level: every time we have a transaction, the same amount is spent (expenditure) as is earned (income) - so income and expenditure go hand in hand
· Define GDP precisely, then break down the statement and note the significance of each word.
· Definition: GDP is the market value of all final goods and services produced within a country in a given period of time.
· Breakdown:
· "GDP is the market value…": the significance of this is that we are just finding a way to measure the value of wildly different goods using a common factor - money (or more specifically, how much people are willing to pay for the G/S)
· "…of all…": the point here is that GDP includes ALL the Goods and Services involved in transactions in the economy, with a few important notes:
· Doing work (like gardening or housekeeping) for yourself or your family doesn't count because that service never enters the "marketplace", but it does if you do it for someone else who then pays you
· If you own the place you live in, the GDP assumes that you pay rent to yourself and calculates that value into the GDP
· Illegally produced or sold items are not included
· "…final…": another crucial exception is that we don't include the income/expenditure from the sale of "intermediate" goods, which are those that are bought by a firm and put into a final product
· i.e. Think about a tire manufacturer who sells tires to a car company who then includes them on the car they build - since the price of the tires is included in the final price for the entire car, we don't count that first sale
· "…goods and services": Duh.  We include both the material goods and the immaterial services
· "…produced…": note that we only consider PRODUCED goods, not already-existent goods which are being re-sold (i.e. think about used cars)
· "…within a country…": DOMESTIC product means anything that is produced here, even if it was not produced by a Canadian citizen
· Another economic indicator, the GNP (gross national product) measures everything produced/purchased by Canadians regardless of where they are in the world
· "…in a given period of time…": it is important to note that although changes in GDP can be measured over a year or a quarter (3 months), figures are always reported in yearly terms - this means that the quarterly change would be multiplied by 4
· Also, note that the figure reported is seasonally adjusted, meaning that we adjust the GDP so that the influences of heavy economic seasons (think Christmas!) do not artificially inflate the GDP figure
· What is the formula for GDP?  Discuss each component.
· Formula: GDP = C + I + G + NX
· Discussion:
· The idea here is that we're going to take GDP from the "spending" point of view, and divide it based on the different parties who can spend:
· "C" for consumption is all the money which HOUSEHOLDS spend on goods and services
· Note that spending on housing is NOT included in this category
· "I" for investment is the money spent on goods which will be used in the future to produce more goods and services
· Note that this is different from the earlier-discussed "intermediate goods", which are goods INCLUDED in later-produced final goods
· Houses are considered to be part of this category
· "G" for government is for spending on goods and services by local, provincial, and federal government
· Note that payments like pension plan payments are not included here - they are part of a category called "transfer payments" which describes payments made when nothing is received in return
· "NX" for net exports is the exports (goods we make that other countries buy) minus imports (goods we buy from other countries)
· Think about why this works and doesn't violate the definition: when we buy something foreign, the money doesn't go back into the economy so it does not contribute to GDP, however it is STILL COUNTED under the "consumption" category.  We correct for this by subtracting the same amount from the "NX" value
· If we looked at the breakdown for a sample country, what trends might we notice?
· Consumption is VERY HIGH, in this case almost 60%!
· Net exports can be a negative number - this occurs when we buy more stuff from overseas than we sell to overseas
· If the GDP rises from one year to the next, what may we conclude?  Why is this a problem?  How can we fix it?
· If it rises, we can conclude one of TWO things:
· The economy is producing MORE goods and services (awesome!)
· The goods and services are just being sold at higher prices (not so awesome)
· So this is a problem because we don't know which one to conclude!  We fix the problem by calculating two things called real GDP and nominal GDP
· Define real GDP, nominal GDP, and the GDP deflator.
· Nominal GDP: this is the most basic one - we count up all the goods which were bought and we use their prices from THAT YEAR to find the total sum of money spent or made on these purchases
· Real GDP: this is the adjusted one - we count up all the goods which were bought but we use the prices from some other BASE year to calculate the GDP as if no inflation occurred - this allows us to compare multiple years' worth of GDP without bias
· GDP deflator: this is (nominal GDP / real GDP) * 100, which basically measures the difference for A SINGLE YEAR between GDP calculated with current prices and GDP calculated with the "base" prices - this allows us to find what the effect of inflation was for that year
· We can use the GDP deflator to convert between real and nominal GDP for any given year
· The GDP deflator is also known as a "price index"
· What do you find from comparing real GDP's from different years?
· This tells us how the quantities of items sold have changed!
· What do you find from comparing GDP deflators from different years?  (Understand why)
· This tells us how the prices of goods and services have changed!  (Understand why)
· Think about the graph of real GDP in Canada over the past 30 years.  What do we notice?
· Firstly we see that GDP is overall growing!  (Remember what GDP is defined as then think about why this might be - perhaps technological advances which increase the number of products which can be purchased?)
· Secondly note that the growth is NOT steady - there are times when GDP decreases - these are called recessions and they usually bring higher unemployment, falling prices, etc.
· How is GDP a good measure of the well-being of a society?
· It is a good measure of only the economic or material well-being of a society because it can tell us the income and expenditure of the average person in the economy, and it is safe to say that "materially" speaking, we are better-off when those values are HIGH
· Thus we say that it is a great indicator of the MATERIAL standard of living
· How is GDP a bad measure of the well-being of a society?
· It is a bad measure because there are aspects of "quality of life" which are not financial/material and thus cannot be measured in such a manner
· For example:
· Happiness and good health is not covered by the GDP
· Leisure time is not covered (like if we never took weekends off and always worked, GDP would increase but would we be happier?  Maybe not…)
· Same deal with pollution (if the government allowed it then companies would spend less on cleanliness and GDP could increase, but would we all be happier?  Probably not)
· HOWEVER…some of these immeasurables are CORRELATED with GDP - for example, a higher national GDP will allow us to have a better health care system and increase the chance that we are healthy
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Chapter 6 - Measuring the Cost of Living

 

· OK just in general: what is inflation?
· Inflation is when the OVERALL price level of an economy is on the rise - i.e. we are not concerned about the prices of individual products, but rather the economy as a whole
· More specifically, it is the percentage change in price level from the previous period
· What IS the Consumer Price Index (make sure to expound)?  What is its JOB?
· The CPI is a measure of the overall cost of the goods and services bought by a typical consumer
· So we are making ASSUMPTIONS about the goods which consumers buy
· It's JOB is to allow us to turn dollar figures into meaningful measures of purchasing power
· When the CPI rises, what does that mean?
· It means that a family (or a person!) will have to spend MORE money than they did previously to do the same things and get the same goods and services
· Describe how the CPI is calculated.  Expound each step!  Where applicable, contrast the process with real/nominal GDP
· Determine the basket
· We survey Canadians to see not only WHAT they buy, but HOW MUCH (because if we buy MORE of something, it should affect the CPI more)
· Notice that the basket is NOT changed regularly (think about why this is necessary but at the same time a WEAKNESS of the CPI method)
· Find the prices
· So we find the prices (usually for MORE THAN one year) and we DON'T CHANGE the basket
· So the basket is staying constant but the prices are changing - this is the OPPOSITE of real GDP calculation
· Compute the basket's cost
· Multiply goods by price, just like with real/nominal GDP!
· Choose a base year and compute the index
· Choose one year as a base year, which means that we will be comparing all other years against it
· The CPI in Year A (where Year B is the base year) is calculated as (price of basket in Year A) / (price of basket in Year B)
· Compute the inflation rate
· And then the inflation rate is calculated as the % change from one year's CPI to the next: inflation rate = (CPI in year 2) / (CPI in year 1)
· What variations on CPI exist?
· Sometimes CPI is done for individual provinces and cities because the baskets can change due to environmental/social reasons
· CPI is also done for sub-categories of products, such as food, shelter, etc.
· Also sometimes we do CPI while leaving out the products whose price is the MOST volatile because it allows us to get at the UNDERLYING trend of changes in the CPI a little better
· What are the 3 problems in measuring the cost of living this way?  Discuss each.
· Substitution bias: when prices change from year to year, consumers will respond by switching their purchase patterns - so the basket is no longer a good model!  Furthermore if they switch such that they are paying LESS but having the SAME quality of life, then the CPI now is OVERSTATING the cost of living (of course the vice versa is also true)
· Introduction of new goods: what happens if a new good gets introduced?  What if it greatly improves quality of life and in particular allows the SAME amount of money to purchase a "better life"?  In other words when new technologies come out and more options are available, the purchasing power of a dollar INCREASES but again we do not allow for this with the CPI since the basket is constant
· Unmeasured quality change: again we must here think about how the VALUE or PURCHASING POWER of a dollar changes.  This time it is NOT due to the introduction of new goods but rather to the change in quality (either UP or DOWN) of EXISTING goods - if I previously needed to use $10 each year to buy erasers, but now the erasers are BETTER QUALITY and I need to buy less, then my cost of living decreases!  But again the CPI can't handle this because it assumes constant products and constant quality of products
· What are the possible consequences of such shortcomings?
· Some studies suggest that it can screw up the CPI by 0.5% each year!
· This is a big deal because governments make fiscal policy decisions (including Pension Plan payments) based on the CPI in part!
· Now contrast the CPI to the GDP deflator as indicators of inflation.  What are 2 important differences?
· Firstly GDP only counts goods which are PRODUCED DOMESTICALLY whereas the CPI as a basket of goods needed for "living" can include IMPORTED GOODS!
· Secondly, since the GDP deflator is based on real vs. nominal GDP for a SINGLE YEAR, it uses the most current "basket" available (not to mention one with MORE goods than the merely representative basket used to calculate CPI) as opposed to the CPI which compares the prices over MULTIPLE years of a STATIC basket of goods
· So how can we use the CPI to compare prices of goods from different times?
· Just figure out what the difference in CPI is between the times and then multiply the original price of the good by that factor and see what you get!
· What does it mean to be "indexed" for inflation?
· That means that some dollar figure (perhaps a salary or a pension payment) is AUTOMATICALLY adjusted to allow for inflation
· Fisher equation: explain.
· Fisher equation is: real interest rate = nominal interest rate - inflation
· OK this is all about indexation, just like we were discussing previously.  When I loan someone $1000 dollars to be paid back within a year, I'm going to ask for MORE than $1000 back because we're assuming that some degree of inflation will occur.  I want to at LEAST have the same amount of purchasing power as I did before…so maybe I'll add 5% onto that $1000
· At the same time I want to be compensated for the loss of opportunity to use that money for the next year, so I might add 3% more on top of that for a total of 8%
· The REAL interest rate is the money I'm getting in exchange for not being able to use that money for a year
· The NOMINAL interest rate is the REAL interest rate PLUS some amount more of money to make up for the fact that inflation will occur and I need to maintain the same amount of purchasing power as I had before
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Chapter 7 - Production and Growth

 

· Remind me, what determines a country's standard of living?  And what kind of changes/trends do we see with this?
· Their PRODUCTIVITY, or ability to PRODUCE goods and services, determines their standard of living
· And over time within a country we see CHANGES in the standard of living - for example, real GDP per person (a good measure of this) has risen by 2% each YEAR in Canada, which is pretty sick when you aggregate that over a century or so
· Define productivity and explain how it relates to standard of living.
· Productivity is the amounts of goods and services that a worker can produce from each hour of work
· And since productivity determines standard of living, we're going to have to figure out how to make EACH WORKER more productive if we want to increase our standard of living!
· What are factors of production?
· Factors of production are the inputs used to produce goods and services
· They DIRECTLY determine productivity - the better your factors of production, the better your productivity
· List the factors of production and discuss each.
· Physical capital
· Alright this is just like the equipment and structures which are used to produce goods and services (for example, a carpenter's hammer)
· Importantly, it is a PRODUCED factor of production because all physical capital was once itself PRODUCED as a good (note that this moniker does not apply to all the factors of production we will discuss)
· Human capital
· Human capital is all about the KNOWLEDGE and SKILLS that workers acquire through education, training, and experience
· This is ALSO a PRODUCED factor of production because at some point, goods and/or services were used to educate these humans to be able to do what they could do
· Natural resources
· Natural resources are inputs into production which are provided by NATURE, such as oil, trees, etc.
· Note that while natural resources can boost an economy GREATLY (think about why; think about Saudi Arabia for example), you don't NEED it to do well (look at Japan for example)
· There are TWO kinds of natural resources:
· RENEWABLE resources are those which can be replaced after they are used up (like re-planting a tree for example)
· NON-RENEWABLE resources are those which CANNOT be replaced (think oil)
· Technological knowledge
· This determinant is all about society's understanding of the best ways to produce goods and services - the more efficiently we know how to do something, the more productive we will be
· There are TWO kinds of technological knowledge:
· COMMON knowledge is when EVERYONE is aware of the way to do something after one person does it
· PROPRIETARY knowledge is when you're ALLOWED to keep a secret the way to do something (i.e. Coca-Cola and how they make their drinks)
· Explain CLEARLY the difference between human capital and technological advances.
· Human capital is the energy expended acquiring knowledge - so if we have a LOT of human capital, it means that a lot of people in our society have spent time learning and so they are SMART
· Technological knowledge is WHAT they are studying - do we even have a lot of knowledge for these people to acquire as they study?
· Explain everything discussed so far with Robinson Crusoe.  Be sure to think about VARYING levels of quality for the different factors of production and how that might affect things
· What is the production function?  How might a curve for it look like?
· We just need a SIMPLE PRODUCTION FUNCTION:
· Y = F (K, L)
· Y is an output
· F is our inputs, more specifically labor (L) and capital (K)
· And we assume that some given level of technology exists
· The simple production function has the shape of a curve that rises rapidly then the slope tapers off and it flattens out
· On the x-axis is the input (either capital holding labor constant or the other way around)
· As we increase the number of units of input, we get different amounts of output
· So why does it have this shape?  We will find out later…
· What public policy-related things affect productivity and as a result living standards?  Discuss each.
· Saving and investment
· There is a simple causal chain for increasing G/S output - the more capital we have (whether human or physical), the more we will output!
· However, there is a TRADE-OFF here because investing money in creating more capital NOW reduces the ability to produce goods and services NOW…but the trade-off is worth it!
· Duly note that there is a POSITIVE CORRELATION between investment in capital and growth rate for an economy (although we cannot argue causality at this point)
· Note that the Law of Diminishing Returns and the Catch-up Effect are applicable here:
· The idea is that we will not expect infinite growth in GDP if we continue simply pumping money into capital - as our GDP gets larger, the SAME amount of money will result in LESS GDP growth
· The catch-up effect is related because it's all about how the POOR countries seem to rocket upwards in GDP when they invest even a little in capital - but that's all about this law at work again!
· Investment from abroad
· So the idea here is that if we can convince FOREIGNERS to invest in our country, it helps our GDP to grow as well!
· Investment from abroad can occur in two ways:
· Foreign direct investment: this is a capital investment which is owned and operated by a foreign entity
· OK let's think about this.  Capital investment - so probably a factory (physical capital) of some kind.  Some rich guys from Japan come to Canada and pay for a factory to be built.  Because of the definition of GDP, the goods produced from that factory are part of the GDP
· Foreign portfolio investment: this is an investment financed with foreign money but operated by domestic residents
· So the idea here is that instead of people from Japan actually COMING IN and building a factory, they just invest money in some Canadian company which allows them to build a new factory (again here we are ADDING CAPITAL) and they get some of the profits since they own a stake in the company
· Again what do we have, though?  The G/S from the new factory ADD to GDP!
· Note that the effect of foreign investment on GNP is different than on GDP - because GNP is all about how much money the RESIDENTS of the country make -- and in the case of investment, the money goes to FOREIGNERS (not residents) who were doing the investing
· Education
· This is like a sub-category of saving and investment because here we are investing in PEOPLE by educating them…and when they have more knowledge they can contribute more to the economy and thus GDP goes UP
· Note that there is an opportunity cost here because time spent getting educated means time NOT spent in the workforce contributing to GDP!  (But this is a short-term pain and long-term gain thing)
· Also note that an externality here (the effect of a person's actions on a bystander) is that this education can often produce TECHNOLOGICAL ADVANCES because the educated people can think of more efficient ways to do things
· The brain drain is related to this - it is when people who have been "invested in" a lot and represent a LOT of human capital leave the country for whatever reason (frequently due to WAGES)
· In particular, it is seen that the education of WOMEN is highly beneficial to economic growth
· Property rights and political stability
· The idea here is that economies just won't function properly if property rights aren't being respected!  (and often this can be a result of political instability)
· If property rights aren't respected, then firms will be unlikely to contribute to the economy because they know they won't get a fair deal out of it
· For example, why would an iron ore company mine the ore if they know that it'll just be stolen and they won't be able to make a profit out of it?
· Free trade
· OK so there are inward and outward trade policies:
· The inward policy is when trade is only allowed WITHIN a country (we can enforce this with tariffs and so on) because the idea is that the domestic firms need protection from foreign competition in order to succeed
· The outward policy is when we WELCOME trade with foreigners
· Most economists today think that this is BETTER because it allows the economy to be more versatile - trade is almost like a technology you see - if we trade with a foreigner who will give us wheat in exchange for eggs, it is as if we have invented a machine that will convert wheat into eggs!
· Research and development
· Needless to say, technological advances provide a GREAT opportunity for the advancement of an economy but the problem is that it's expensive!
· The other dynamic is that it's usually firms and individual inventors that are responsible for the most advancement, but the knowledge they provide ends up being a PUBLIC GOOD
· A lot of times we try to ease this tension by providing extra incentive for the private people to do R & D: we give them grants, loans, PATENTS, etc.
· Population growth
· There are 3 immediately apparent effects which population growth would have on a country/economy:
· Stretch natural resources: the more people there are, the less natural resources there are to go around - one guy (Malthus) said that soon enough the world would be so big that we could not handle it
· Dilute the capital stock: think about how capital would be affected.  The more people there are the more workers, which means less capital for each person to work with, which means each person is less productive and on the WHOLE, the GDP per person is LESS
· Like…more labor WILL bring more GDP, but not enough of an increase that the GDP per person (and the standard of living) will have a net increase
· Promote technological progress: the more people there are, the more brains there are to come up with technology which will benefit society!  So there definitely is some good points to it…
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Chapter 8 - Saving, Investment, and the Financial System

 

· What is the "financial system"?  What does it do?
· The financial system consists of those institutions (think BANKS) in the economy that help to match one person's saving with another person's investment
· Think of examples…
· In other words, if you think about the economy's RESOURCES (financial) on an overall scale, what we are doing is moving them from SAVERS to BORROWERS
· What are the two kinds of financial institutions?  Briefly discuss each.
· Financial MARKETS and financial INTERMEDIARIES
· Financial markets provide a venue for people who want to SAVE to DIRECTLY supply funds to people who want to BORROW
· Financial intermediaries is where this exchange happens INDIRECTLY - the institution acts as an INTERMEDIARY between the saver and the borrower
· Talk more about the 2 types of financial markets.
· Bond market
· OK this is where bonds are sold - bonds are things that companies put up when they want money where the purchaser of the bond will give them money and the company promises to pay them back at some time in the future with interest
· The TERM of the bond is the length of time until maturity, which is when the bond will be paid back
· It is RISKIER if this is a long-term thing because who knows if the buyer will need his money back before maturity!  So to make up for this risk, usually long-term bonds have HIGHER interest rates than short-term bonds
· CREDIT RISK is also a concern: is it likely that the seller of the bond is going to go bankrupt and therefore be unable to pay back the bond (this is called a default)?  If so, we compensate by again making the interest rates HIGHER
· The sale of bonds by a company in order to raise capital is called DEBT FINANCE
· Stock market
· The idea here is that you can OWN a part of the company by buying stocks in it - here you are risking more than with bonds (if the company goes down, you don't get any money back unless you sell your shares in time) but you can potentially gain more (if the company does well, there is no limit to the price your shares can rise to)
· Also, the idea is that when the company makes a profit, YOU get part of it because YOU own part of the company!
· The sale of stocks by a company in order to raise capital is called EQUITY FINANCE
· Talk about the 2 types of financial intermediaries.
· Banks
· They perform an INTERMEDIATION function, which is to turn a liability into an asset.  How so?
· When we deposit money in the bank, they now OWE US that amount of money PLUS whatever interest has accrued on it.  Therefore it is a liability for them.
· But what they do is LEND that money OUT to people who want to BORROW it, and so now the people owe THEM the money plus interest, and it has become an asset!
· The additional TRICK is that when they lend the money out, they charge a HIGHER interest than the rate which they will give YOU for depositing YOUR money in the bank - this difference is called the INTEREST RATE SPREAD.
· INTEREST RATE SPREAD: borrowing rate (loan rate) - lending rate (deposit rate)
· Banks also provide a MEDIUM OF EXCHANGE, which is a thing where they allow people to write cheques against their deposits, which means that I can pay for something with a cheque (a written order) and then the seller of whatever I bought can take that cheque to the bank and the bank will give them money from that which I have deposited
· This is important because it makes the purchase of goods and services CONVENIENT
· Mutual funds
· This is when someone else goes out and invests in stocks and bonds for you, and all you have to do is give them X sum of money
· This way you can invest in a whole bunch of different areas without really having to do any work
· Give me some identities.
· Y = C + I + G + NX: this is the GDP, which is the total of the expenditures by different parties in the economy: consumption, investment, government, net exports
· We call this the "National Accounting Identity"
· Y = C + I + G: this is the GDP in a CLOSED ECONOMY, where international trade does NOT happen and thus NX is irrelevant
· Y - C - G = I or S = I (where S = saving, or Y - C - G): OK the idea here is that GDP (Y) is the total income of everyone…and once we SUBTRACT from that the expenditures made in the form of consumption and government purchases, we have our SAVINGS, or "S"
· This leaves us with S = I, or savings = investment.
· S = Y - C - G or S = (Y - T - C) + (T - G): we let T = the amount which the gov't collects in taxes MINUS the amount it gives BACK to households as transfer payments and so on…or in other words, T is the NET amount of money which the gov't is MAKING
· Thus we have divided this up into PRIVATE SAVING and PUBLIC SAVING
· Private saving is ALL the households' income together (Y), minus the net amount they are giving to the government (T), minus the amount of goods which they consume (C) 
· Public saving is the amount of net money the government makes (T) minus the money they spend for their own stuff (paying public servants, etc.) thus (G)
· Note that when G exceeds T, it is called "public dis-saving" and the government is running a BUDGET DEFICIT
· So once again explain S = I.  And what allows this to happen?
· OK it means saving = investment, which means that on the WHOLE, all the savings of an economy are equal to all the investment of an economy
· This is facilitated through financial institutions such as banks, because consider:
· If I put some money in the bank it is SAVING…but the bank is going to turn around and lend that money out to someone else who is INVESTING (perhaps needs the money to invest in a HOUSE)
· Explain what the market of loanable funds is.  What assumptions do we make here?
· The market of loanable funds is the market where those who want to SAVE money supply funds and those who want to BORROW money demand those funds
· Assumptions:
· There is only ONE of these such markets
· All investing is financed by borrowing new money from this market
· All the savings we have go into this market (i.e. it's not like we are keeping our excess at home under the bed where it cannot be borrowed by someone else…)
· Where does the supply and demand come from in this market?
· Supply: this is all the income which people have chosen to save and lend out rather than use for their own consumption (we call this LOANABLE FUNDS)
· Demand: this comes from people and firms who want to borrow money to make investments
· Explain the role of the interest rate in this dynamic.
· Essentially the interest rate is going to be our PRICE for a loan, since it is what the LENDERS will receive in exchange for lending their money and it is what the BORROWERS will have to pay in exchange for borrowing the money
· And just like with supply and demand curves from ECON 101, the interaction between the supply and demand for LOANABLE FUNDS will determine what the interest rate on loans is
· Note that here we are talking about the REAL interest rate, because that is what the borrower truly pays and what the lender truly receives
· State 3 types of policies and the effect they would have on this supply-demand equilibrium for loanable funds.
· Saving incentives
· OK this is all about taxes - it is possible to TAX the earnings/interest that people make on savings!  And let's think about it - if taxes on savings are HIGH, then less people will want to save and so the supply of loanable funds will decrease (i.e. curve will shift left)…
· But if the taxes are LOW, then saving is an ATTRACTIVE option and more people will save which will push the curve right
· Any curve shifting will of course change the equilibrium between supply and demand
· If the curve shifts right, then MORE people will borrow funds and the interest rate on these funds will DECREASE
· And vice versa if the curve goes left…
· Just for fun, think about what kind of taxes would push the curve either way:
· High sales tax would discourage CURRENT spending and (by elimination) encourage saving
· High taxes on things like RRSP's would discourage SAVING
· Investment incentives
· Now think about how taxes can affect the DEMAND curve
· If the government were to provide a TAX BREAK to firms who borrowed sums of money, then the desire of firms to borrow money would INCREASE and this would push the demand curve to the right, which would change the equilibrium such that more people are willing to supply loanable funds and also the interest rate would be higher!
· Government budget deficits and surpluses
· OK this is all about how the government can affect the amount of funds available for borrowing
· If the government is running a DEFICIT (i.e. the money they pay out is greater than the net money they make from taxes [after you take away transfer payments]) then they are going to BORROW more money, which leaves LESS MONEY for private citizens/firms to have!  So the curve shifts left…
· But if the government is running a surplus (i.e. SAVING more than it is SPENDING) then there is of course now MORE FUNDS AVAILABLE
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Chapter 10 - Unemployment and its Natural Rate

 

Identifying Unemployment

· Why do we care about unemployment when we talk about the standard of living in a country?
· Because when people want to work but cannot find jobs, they are NOT contributing to the economy's production of goods and services!
· Thus the lower we can keep the unemployment rate, the more people that are working and thus the higher the GDP
· What are the 2 major types of unemployment?
· Long-run and short-run unemployment
· When we say that January's unemployment rate was 6%, this is in reference to the SHORT-RUN unemployment rate
· And now what about natural rate of unemployment vs. cyclical unemployment?
· Natural rate of unemployment is the amount of unemployment the economy NORMALLY experiences
· "Natural" does not mean desirable or unchangeable - it just means that it won't go away on its own unless we do something to change it
· Cyclical unemployment is year-to-year fluctuations in unemployment around its natural rate
· It is associated with short-term ups and downs in the business cycle
· Talk about how Statistics Canada measures unemployment.
· It does the Labor Force Survey on 50,000 randomly selected households each month
· It puts all ADULTS into 3 categories:
· Employed: if the person spent some of the previous week working at a paid job
· Unemployed: if the person is on temporary layoff or is looking for a job
· Not in the labor force: people NOT in the first two categories, i.e. full-time student, retiree, etc.
· Also (from lecture): persons residing in the Yukon, NWT, Native reserves (including Nunavut); full-time members of the armed forces; inmates in institutions
· So let's crunch some numbers then.  How do we calculate a) labor force, b) unemployment rate, and c) labor-force participation rate?
· Labor force = # of employed people + # of unemployed people
· Unemployment rate = (# of unemployed people / labor force) * 100
· Note that sometimes we calculate this number for sub-demographics of the population
· Labor-force participation rate = (labor force/adult population) * 100
· When we look at unemployment rate and labor-force participation rate, what trends do we see?
· Women have lower rates of labor-force participation than men
· Men and women have similar rates of unemployment
· People aged 15 to 24 have higher rates of unemployment than older people
· Also think about the graph (Figure 10.2, pg. 201) showing employment rates over time for groups of provinces.  What do we see?
· Atlantic Canada is consistently having the most unemployment, and the gap has widened recently
· Western Canada used to have WAY lower unemployment than the rest of Canada, but then oil/gas prices fell which hurt them
· Also Figure 10.3, pg. 202.  What trends of significance do we see here?  Explain them.
· We see here that female participation in the labor force is rising dramatically over time, and male participation has even fallen just a bit
· Why?  Well…
· Technology has made a lot of the formerly female-dominated household chores unnecessary
· Birth rates have gone down meaning that the mother doesn't need to stay at home to watch the kids anymore
· Males are staying in school longer
· Men are living longer and retiring earlier
· What factors make it difficult to be accurate with the way we are currently measuring unemployment?
· Firstly, because it is VERY common to have people moving in and out of the labor force!
· More than 1/3 of the unemployed people are those who have just left school and are looking for a job
· Or consider older people "unretiring" and seeking work again
· Think about people who say they are unemployed because they want the benefits, but in reality are either retired or working and being paid "under the table"
· Also a lot of times unemployment ends not because the job seeker finds a job, but because they just give up and remove themselves from the labor force - these are called DISCOURAGED SEARCHERS
· How long are most people unemployed for?  Why do we have to be careful when we think about this issue?
· The average in Canada is 16.2 weeks, but it varies widely by province (a low of 9.9 in Alberta, high of 20.2 in Newfoundland)
· Overall though, most people who are unemployed find jobs in the next few months
· We have to be careful because we are just calculating this using simple averages!  Thus if 1 person is chronically unemployed (say for one year) and 4 other people are unemployed but only 1 week each, the average will look OK but then we don't find out about the chronic guy's situation!
· So when we make policies based on these numbers we have to be careful of that - when we try to fix unemployment, are we helping those who truly need help or those who will get a new job on their own anyway?
· Let's re-define natural rate of unemployment.  Why can this figure never be found empirically?  How do we try to otherwise find it?
· It is what economists judge to be the rate of unemployment that the economy tends to return to in the long run
· It can never be found empirically because this is a THEORETICAL figure, silly!
· Economists estimate this figure by looking at the variables they believe affect the natural rate of unemployment (will discuss this more later)
· Now re-introduce cyclic unemployment into the discussion.  How does it apply here?
· See Figure 10.4, pg. 205.
· We have the natural unemployment rate and then the observed unemployment rate.  The 2 curves are never exactly the same because the observed unemployment rate always fluctuates around the much more steady NATURAL unemployment rate
· These fluctuations happen cyclically and are thus called cyclical unemployment
· OK so a quick overview.  What are the top 4 ways to explain unemployment in the long run?
· Frictional unemployment: it takes time to match workers with the jobs that are best suited for them!
· This is responsible for relatively short spells of unemployment
· Structural unemployment: this is a pure supply and demand issue - there are just not enough jobs to go around…and the reason for this is that wages are set TOO HIGH.  So we want to look at reasons why it is too high:
· Minimum-wage laws
· Unions
· Efficiency wages
· Note that structural unemployment is much longer than frictional unemployment
 

Job Search

· OK a quickie: how do we define job search?
· It is the process of matching workers with appropriate jobs
· This is not an easy, automatic process because not everyone has the same skill set and interests, not every job has the same description, and just plain old communication - it takes time for news of open positions to spread
· OK what's a big reason for frictional unemployment?
· Simply put, it's because we get changes in demand for labor amongst different firms - if Dell somehow suddenly becomes more popular than Compaq, then Dell will be hiring more workers and Compaq will be laying some off!  And these changes in demand happen all the time so periods of employment instability are inevitable
· Also consider SECTORAL SHIFTS: this is when entire industries go one way or another based on a common factor - i.e. the price of oil decreasing…the oil industry will suffer but the auto industry will increase!
· What overall trend do we see though…and is it good or bad?
· OK the overall pattern is that Canadian companies which are EXPANDING increase employment by about 10% each year, while companies that are contracting DECREASE employment by a SMALLER amount
· Implication?  That there is a very large transition of workers from contracting firms to expanding firms
· This is GOOD and it is a property of a healthy economy, just that there will be difficult matching jobs immediately with workers, that's all
· OK now we know what's up.  But can we do anything about this at all?
· Yes we can!  The government can do things to reduce the time it takes to find new jobs - i.e. the Internet is a great facilitator of job searching.  What else can we do?
· Government-run employment agencies
· Public training programs to give people more employable skills (especially if they are only experienced in an area that is on the decline or if they are PO')
· Sometimes there is the feeling that government intervention is NECESSARY because the private sector cannot fix things on their own - for example think about natural disasters and how they can adversely affect economies!
· OK but what criticisms do we get here as well?
· Some people think that it's better to let the private market match workers and jobs - after all, most job matching happens through private channels anyways
· Same deal with worker education - most of it happens in school or in the job, both of which are PRIVATE
· Talk about employment insurance.  What is it; what are the issues?
· OK so the Employment Insurance (EI) program provides people who are unemployed with TEMPORARY income
· It is controversial because it is EXPENSIVE and believed to cause the rate of unemployment to be higher than usual
· It does the program work in terms of who is eligible?
· It has to do with a) how many hours worked in the past year (i.e. how involved was the job that you were fired from) and b) what is the unemployment rate in the area of residence?
· The idea is that more hours of work allows you to collect benefits for a longer period of time
· Also, if the unemployment rate is higher in your area then you can collect for a longer period of time (presumably since the high rate shows that you have it hard in your area)
· Relate this to the 10 Principles of Economics and explain why people think that EI causes higher rates of unemployment.
· Because people respond to incentives!  And if the EI benefits stop (which they do) when the worker finds a new job, then the unemployed will probably devote less effort to searching for a job!
· What trends do we see when we look at how EI affects unemployment?
· Job duration: people quit their jobs sooner than they would if they were not eligible for EI
· Also, employers keep their workers employed long enough for them to qualify, and then they lay them off (in return the worker agrees to lower wages)
· Likelihood of finding new employment: people somehow seem to become better at finding new jobs as the time gets closer to the end of their EI benefits
 

Minimum-Wage Laws

· Explain Figure 10.5, pg. 212.  What cause-and-effect phenomenon do we see going on here?
· Why shouldn't we go TOO ballistic about the effect that minimum wage has on unemployment?
· Because most people make OVER the minimum wage!
· However the fact of the matter is that amongst the demographic earning AT the minimum wage, it DOES cause unemployment
· OK, well whatever.  What is the GENERAL PRINCIPLE we can gather from the minimum wage graph?
· If the wage is kept above the equilibrium level for any reason, the result is unemployment.
· OK one last thing.  Think about structural unemployment AS OCCASIONED BY minimum wage levels, then think about frictional unemployment.  What is perhaps the underlying, baseline difference?
· It is that when job search is the issue, workers are SEARCHING for the jobs that fit them
· But when it's a wage issue, workers are WAITING for jobs to open up
 

Unions and Collective Bargaining

· OK quick and dirty.  What is a union?  Are they becoming more or less popular?
· A union is a worker association that bargains with employers over wages and working conditions
· In Canada, union participation has risen steadily
· In the US, the peak was in the 1950's but has fallen ever since
· What other trends do we see with unions?
· It is highest in Quebec and lowest in Alberta
· It is very high in the public sector (~70%) and much lower in the private sector (~20%)
· Explain why a union is like a cartel.
· Well a union is just a group of sellers acting together in the hope of exerting their joint market power!
· They do something called COLLECTIVE BARGAINING, which is when workers in a union bargain AS A GROUP with their employers over wages, benefits, etc.
· And then if the firms are being difficult, the union can go on STRIKE which is an ENORMOUSLY POWERFUL thing because it means that ALL workers will not work - and that can cripple firms considerably!
· So what's the effect?
· The effect is that we observe workers in unions earning 10 to 20 more percent than people who are doing similar jobs but are not in unions!
· Well alright get to the point - how could this cause problems possibly?
· It's because of the fact that unions are able to negotiate the wages higher!  This means that the wage is greater than the equilibrium point, meaning that there will be an EXCESS of labor and not enough jobs available!
· This creates the insiders vs. outsiders conflict - insiders are the people who keep their jobs and benefit from the higher wages, but outsiders are the ones who get burned and lose their jobs
· When people argue that unions are bad for the economy as a whole, what are their points?
· They say that bad stuff happens when the wages are raised above the level that would prevail in competitive markets:
· Reduce quantity of labor demanded (causing workers to be unemployed)
· Reduce wages in the rest of the economy
· Resulting in an allocation of labor which is INEFFICIENT and INEQUITABLE
· Inefficient because high union wages reduce employment in unionzed firms below the efficient, competitive level
· Inequitable because some workers benefit at the expense of others
· And then how about the people who are FOR unions?  What do they say?
· They say that unions are a necessary antidote to the market power of the firms that hire workers
· For example think about a "market town" when one big company does most of the hiring in town.  If there was no union, the firm could get away with murder (you know what I mean)
· Unions also make things more efficient because there set parameters on things like salary, vacation time, sick leave, health benefits, etc…the firm doesn't have to argue this with each person individually
 

 

 

The Theory of Efficiency Wages

· OK what are efficiency wages and how are they different from minimum-wage laws and unions?
· OK efficiency wages are ABOVE EQUILIBRIUM WAGES paid by firms in order to increase worker productivity
· It is different from the first two because the assumption is with the first two that firms WANT to reduce wages to the lowest possible and so we must prevent them from doing so
· But now we argue that firms WANT TO make the wages a little higher than equilibrium because it will provide incentive for workers to be more efficient
· What are the 4 types of efficiency-wage theories?  Discuss each.
· Worker health
· Here we say that better-paid workers will eat better and thus be more healthy and more productive
· Note that this is NOT RELEVANT in "rich" countries like Canada, but VERY RELEVANT in poorer countries such as Africa
· Worker turnover
· If the firm pays more money, the workers will be less inclined to leave
· It is good for the firms if there is a LOW turnover rate because it means they will not have to spend money training new workers
· Worker effort
· Higher wages will give workers more of an incentive to keep their jobs…and in order to keep their jobs they have to work hard!
· This is similar to Marx's idea of the "reserve army of the unemployed", where the threat of unemployment helped to discipline workers who had jobs
· Worker quality
· By paying a high wage, the firm will attract a better pool of workers to apply for its jobs as opposed to if the wage was lower
· This is all about RESERVATION WAGE - the lowest wage that someone is willing to work for
· If the firm raises the salary for the job, then more highly skilled (higher reservation wage) people would apply and they have a better chance of hiring a good one
· However if they keep the salary low, then the skilled people won't apply and they'll be left with dufuses
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Chapter 11 - The Monetary System

 

The Meaning of Money

· What is the "double coincidence of wants"?
· It is what would need to exist in order for an economy to survive without money because then all they would be able to do is BARTER…i.e. hope that you have something someone else wants who also has something YOU want
· First let's define money.  What is it?
· It is the set of assets in the economy that people regularly use to buy goods and services from other people
· Note that this means stock in MS is NOT money
· What are the 3 functions of money in the economy?  Talk about them.
· Medium of exchange
· OK this is what buyers give to sellers when they purchase goods and services
· Unit of account
· This is saying that we can use money to assign values to different goods and services that everyone will be able to identify with
· Store of value
· This is saying that people can use money to transfer purchasing power from the present to the future
· For example, I can give you a good now for money, but not use the money until later.  This LASTING NATURE of money is a valuable feature!
· OK, more on store of value.  What about assets other than money?
· Yup, you can use other assets and hold them and use them to get what you want at a later date
· We use the term WEALTH to describe the total of all stores of value (both monetary and non)
· Also we need to realize that LIQUIDITY is an issue here - this is the ease with which an asset can be converted into the economy's medium of exchange
· Obviously money itself is maximally liquid
· But what about something like a house?  Not so much…!
· But then liquidity isn't the only issue right…also think about how useful the asset as a store of value.
· i.e. Sure it's liquid, but will it lose value over time?  Or gain value?  So it's not a simple decision.
· Talk about 2 different kinds of money.  Explain each.
· Commodity money
· OK the idea here is that even if we were not to use the commodity as an exchange for some other good stuff, it would STILL BE USEFUL
· i.e. Gold - even if we're not trading it for some good or service, we can still use it to make jewelry and stuff
· We even have the phrase GOLD STANDARD for economies which operate using gold as money…or at least paper money that can be converted into gold
· i.e. On the other hand consider paper money - unless people are accepting it as an exchange thingy, can we really use it to any good?  NO!
· Fiat money
· Alright this is just the opposite - fiat money is money without intrinsic value
· A "fiat" is just an order or decree, and thus fiat money is just something that by government decree has been considered as money
· Note that society plays into this as well!  Because if the society for some reason decides that it would rather trade in cigarettes (for example) than the paper money, the gov't can't do anything about it!
· What is money stock?  How would we calculate it?
· Money stock is the quantity of money circulating in the economy
· So if we want to count up money we might think about stuff like…
· Currency - the material paper bills and coins in the hands of the public
· But also stuff like demand deposits - balances in bank accounts that depositors can access on demand by writing a cheque or using a debit card, because this stuff can be used to buy goods as well!
· What are 2 measures of the money stock in the Canadian economy?
· First: we consider demand deposits (defined above) + currency
· Second: we consider everything in the first + savings deposits + term deposits
· The idea here is that it is possibly to come to different conclusions on how much money is floating around depending on how you define MONEY…like…savings deposits aren't the easiest thing to use to buy goods and services, but what if we transfer them to chequing accounts?  Then does that help?
 

The Bank of Canada

· Alrighty then!  Comments on the Bank of Canada?
· It is a CENTRAL BANK: responsible for controlling the stock of money in Canada
· OK give me some boring historical stuff on the Bank of Canada.
· Before the Great Depression in the 1930's, there was no central bank - the Dept. of Finance would work with the big banks and issue bank notes, there was a gold standard in place, etc.
· But there was no CENTRAL CONTROL - and this was what was needed when the Great Depression hit because they didn't want inflation to go crazy
· Therefore in 1938 the Bank of Canada got started
· The bank is in control of the government but the terms of the governor and those who sit on the board are long enough that they don't really have to worry about politicking
· While commercial banks worry about maximizing profit, the Bank of Canada doesn't care about this and just tries to do what is best for the country
· What are the 4 jobs of the Bank of Canada?
· Issue currency
· Be the banker for the commercial banks -- this allows the commercial banks to make demand deposits with the Bank of Canada, pay each other for stuff, etc.
· And the B of C lends money to them, etc.
· Be the banker for the Canadian government (just like how private citizens have the TD Bank as their banker)
· MOST IMPORTANTLY: control the quantity of money that is made available to the economy…this is called the MONEY SUPPLY
· When we make decisions in this area, we are dealing with MONETARY POLICY
· Quick and dirty before we explore it more later: what effect can the Bank of Canada exert through its policy decisions?  Talk about short and long run.
· Short run: the economy's employment and production
· Long run: rate of inflation
 

Commercial Banks and the Money Supply

· OK we just talked about the central Bank of Canada.  Why are we now talking about (comparatively) small-fry commercial banks?  How is this relevant?
· OK it's because yes, the central bank alone controls monetary policy BUT it can ONLY do this through the influence it exerts on the entire banking system
· What do commercial banks include anyway?
· Credit unions, caisses populaires, trust companies, ACTUAL BANKS…
· Explain the concept of 100% reserve banking.
· Well the idea here is that when banks receive deposits, it can either loan that money out to other people or it can NOT DO ANYTHING and just keep it as a demand deposit, so that the depositor can demand to take it out and use it at any time
· If the bank chooses to NOT DO ANYTHING, that amount money is called a RESERVE
· Thus if there is only one bank in the world and they DO NOT deal with loans -- they only take people's money and keep it for them -- then they have NO CONTROL over the amount of currency in the economy because it will ALWAYS STAY THE SAME
· Either currency will be cash in people's hands…
· Or it will be in the form of demand deposits in the bank!
· So the T-account for the bank would look like this:
 

 

 

 

 

· Explain the concept of fractional-reserve banking.
· OK this is when the bank decides to NOT keep 100% of the money it has received on RESERVE…it is not going to lend it out
· Of course it can't lend ALL of it out, because what if people decide to quickly make a DEMAND WITHDRAWAL?  It has to have SOME cash on hand to be able to give out.
· We use the term RESERVE RATIO to denote the fraction of deposits that banks hold as reserves
· Usually there is a RESERVE REQUIREMENT imposed by central banks which is a minimum amount of real cash that the banks must have on hand
· Also there are EXCESS RESERVES which is when the bank keeps more than this amount of hand, just in case…
· Now look at the T-account:
 

 

 

 

 

 

· Of course the assets and liabilities still add up, but what has changed is the amount of CURRENCY in the economy.  We still have $100 from the demand deposits, but ALSO $90 has been LOANED OUT and is cash in the hands of citizens!
· So what the bank has done is CREATE MONEY by lending it out
· What's the catch?
· The catch is that there is more MONEY but not more WEALTH, because in taking out the loans from the bank, people have incurred DEBTS
· It's just that the economy is more liquid now because there is more of the medium of exchange
· Explain the concept of the MONEY MULTIPLIER.
· Alright think think think.  Let's say that from that first bank which is going to loan out $90, I take all of that $90.  Then I deposit it into another bank.  So now that bank has $90…how much is it going to lend out from that amount?
· Well remember the reserve ratio - we're going with a 10% reserve ratio so it will lend out $81.
· What if I take out all that $81 and put it into another bank, BLAH BLAH BLAH
· By the time I can't go any further, how much "new" money has been created?  $1000
· How do I know this?  Because…
· Just think about the banking system AS A WHOLE.  If we started with $100, and put that on reserve, then how much can we have as deposits if we use our ratio?  $1000.  And that's our answer.  (More on pg. 237…)
· So define the money multiplier…
· The money multiplier is the amount of money the banking system generates with each dollar of reserves
· So what effect does the reserve ratio have on the economy then?
· Well it's easy - since the money multiplier is the RECIPROCAL of the reserve ratio, we will CREATE MORE MONEY if the reserve ratio is smaller (i.e. if banks are allowed to loan out a larger percentage of what they have)
· What are the Bank of Canada's tools of monetary control?  
· Open-market operations, changing reserve requirements, and changing the overnight rate.
· Discuss Open-Market Operations/Foreign Exchange Market Operations.
· OK the general idea here is that the central bank can increase the amount of money in circulation by BUYING SOMETHING.  Why?  Because any money that is NOT in the central bank's possession is considered to be in circulation, and is therefore considered to be part of CURRENCY
· So the two major things the Bank of Canada can do:
· OPEN-MARKET OPERATIONS: buy AND sell Canadian government bonds (also TREASURY BILLS) to the public
· When they buy bonds from the public, the public is getting money from the bank and so the amount of money in circulation is INCREASING
· Whether the money is used as currency (cold hard cash) or deposited in some bank (will allow the fractional reserve system to kick in), the money supply increases
· When they sell bonds to the public, the public's money is going to the bank and so the amount of money in circulation DECREASES
· And think - the money people are spending either comes from cold hard cash (a direct decrease of currency)
· OR…people take out deposits from banks…which means that banks have a smaller quantity of reserves and thus can do less lending which decreases the money creation process!!  So everything reverses itself
· FOREIGN EXCHANGE MARKET OPERATIONS: instead of buying/selling government bonds, we are buying currency from other countries
· It's the same principle…if we spend $150 million Canadian for $100 million US, that $150 million is going INTO CIRCULATION
· If we sell $100 million US and receive $150 million CDN back…then we're taking that money OUT of circulation
· Sometimes the Bank of Canada SELLS foreign money for Canadian money because this will improve the exchange rate for the Canadian dollar…but then how do they avoid taking all that money out of circulation?
· Well it just PUTS IT BACK IN by using that money to buy government bonds - this process is called STERILIZATION
· Explain how the helicopter-vacuum metaphor works.
· OK it's just saying that by manipulation of different things, the government/Bank of Canada can give money to the public (drop it out of a helicopter) or take it away (vacuum it out of our wallets)
· GIVING MONEY:
· Gov't sells a bond and uses the money for transfer payments
· So now the public has a bond
· The public ALSO has transfer payments (i.e. currency increased)
· Then the Bank of Canada buys the bond back
· So now the public does NOT have a bond (back to initial state)
· The public has EVEN MORE money (because the bank had to pay them for the bond)
· TAKING MONEY:
· Gov't raises taxes and uses them to buy back a bond from the public
· Now public is minus one bond
· Public have NOT gained money though because they money they made from selling the bond is offset by increased taxation
· Then the Bank of Canada sells that bond back to the public
· So now the public is NET ZERO bonds (same as initial)
· And the Bank of Canada has their money - more importantly money has been REMOVED from the public
· Discuss changing Reserve Requirements
· As we were discussing before, we can control the creation of money, money multipliers, etc. if we control the reserve ratio that banks use
· However the Bank of Canada usually doesn't change this around because it would get crazy and confusing for the banks
· Meaning that there is NO minimum…however if the banks DO run out and have to borrow from the gov't, they have to pay a FEE for doing so
· Discuss changing the Overnight Rate
· Recall from earlier that the Bank of Canada is the banker for the commercial banks, meaning that if those banks want to borrow money, they borrow from the Bank of Canada
· IMPORTANT TO KNOW is that the interest rate charged by the Bank of Canada on those loans is known as the BANK RATE
· Also when the commercial banks make DEPOSITS…the Bank of Canada gives them a rate of interest that is usually BANK RATE minus 0.5 percent
· Then we have something called the OPERATING BAND, which is that range from (let's say) 4.5 to 5 percent
· This is important to us because it will SET THE PATTERN for ALL short-term interest rates in Canada.  Let's think about why.
· When you lend money to the bank (i.e. the bank is borrowing from you), the bank will REFUSE to pay you MORE interest than they would pay if they borrowed from the Bank of Canada instead.  Why would they?  They can just go to the Bank of Canada instead if they want to
· When the bank lends money to you, they will NEVER do so at a rate UNDER the operating band, because why would they?  If you're being too cheap then they can just lend to the Bank of Canada instead and earn MORE interest
· Thus the Bank of Canada can control the OVERNIGHT RATE, which is the interest rate on very short-term loans between commercial banks
· WHY DO WE CARE!?!??
· Because think about it.  If the Bank of Canada jacks up the bank rate and subsequently the overnight rate, then the commercial banks will NOT want to borrow from the Bank of Canada.  That means MORE money stays in the Bank of Canada and is NOT AVAILABLE for circulation
· Conversely if the B of C REDUCES the bank rate…yeah yeah you get it
· Now let's talk strategy.  Short run vs. long run.
· Firstly the B of C DOES NOT change reserve requirements.
· Short run: change the overnight rate as desired
· Long run: open-market operations
· Why is the Bank of Canada's control over our money supply not precise?  Talk about the FIRST PROBLEM.
· Firstly we CAN'T CONTROL the amount of money that households choose to hold as deposits in banks!
· And if we're not getting deposits, the bank can't lend out money and create more
· Now the SECOND PROBLEM.
· Secondly, the Bank of Canada CANNOT CONTROL how much money the commercial banks choose to lend.
· If the banks decided to keep more money in reserve and NOT lend it out, less money would be created, thus money supply falls!
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Chapter 12 - Money Growth and Inflation

 

Introduction

· Let's recall, what is inflation?  And how do we measure it?
· It is the increase in the overall level of prices.
· We measure it (remember?) by either:
· % change in Consumer Price Index (the basket thingy)
· % change of GDP deflator
· Talk about the different degrees (including MINUS!) of inflation.
· Inflation is … yes we know …
· Also HYPERINFLATION: a HUGE increase in the overall level of prices (think Germany)
· Deflation: a DECREASE in the overall level of prices
 

The Classical Theory of Inflation

· The Level of Prices and the Value of Money
· Value of money or value of goods?  What is the implication of our answer to this question?
· OK what this is saying is that when we see the price of something rise, it is probably more due to a change in the value of the money we are trying to purchase it with than a change in the ACTUAL VALUE of the good
· OK the implication idea is that when we see that prices have risen, FORGET ABOUT analyzing individual differences in prices and thinking about individual goods!  Focus more on the fact that OVERALL the value of money has changed!
· Talk about the 2 ways in which we can think about the economy's overall price level.
· First: think about it as the price of a basket of goods and services.  When the level rises, we will be paying MORE for the G & S that we want
· Second: think of it as a measure of the value of money.  When the price level rises, the VALUE of the money we have DECREASES
· Think about P vs. 1/P: 1/P is the value of money and P is the price level.  When P increases, what happens to 1/P?
· Money Supply, Money Demand, and Monetary Equilibrium
· Explain how we can explain inflation based on S/D curves.
· Well SUPPLY we have discussed: the Bank of Canada decides this by (at a SIMPLISTIC level) the amount of bonds they buy or sell!
· DEMAND: just talking FUNDAMENTALLY, this is the amount of wealth people want to hold in LIQUID form
· OK fine…so what determines the amount of wealth people want to hold in liquid form?
· INTEREST RATE: if I can earn a lot of interest by leaving my money in the bank rather than having it in my wallet, then I will want to hold LESS money
· AVERAGE LEVEL OF PRICES IN THE ECONOMY: if stuff costs more, I'm going to need to be holding more money just so I can afford the things I want!
· Alright now equilibrium.  How do we arrive at one?
· SHORT TERM ANSWER: some crap about interest rates
· LONG ANSWER: it's very simple!  The overall level of prices adjusts to the level at which the demand for money equals the supply
· The Effects of a Monetary Injection
· Talk about Figure 12.1, pg. 251 in this light.  Also Figure 12.2, pg. 252
· Don't forget Commentary on pg. 250.  Think CAREFULLY…do you understand the interactions?
· (Should be part of commentary…) so when we shift the vertical supply curve to the right, why do we automatically get a change in the "preferred spot" of the demand curve?
· It's because moving supply to the right makes MORE MONEY which makes each dollar we have worth less, so price levels must RISE
· Explain the quantity theory of money.  How does it relate here?
· This is a theory asserting that the quantity of money available determines the price level and that the growth rate in the quantity of money available determines the inflation rate.
· A Brief Look at the Adjustment Process
· OK in more details now.  What EXACTLY happens after the supply curve is shifted such that we arrive at our new equilibrium?
· It's all back to SUPPLY AND DEMAND!  Think about what people might want to do with the new money they have
· Recall that this "new" money would come in the form of people keeping the new money on hand in their wallets, or depositing it in banks and allowing the money multiplier process to keep going
· Usually they want to BUY BUY BUY more goods and services.  HOWEVER, has the economy's ability to PROVIDE these goods and services changed?  No!  Therefore, the price will go up!
· And now that the prices are up, people DEMAND more money so that they can keep up with these prices!  And therefore we have our shift along the demand curve.  When the amount they demand equals the quantity of money supplied, we're DONE.
· The Classical Dichotomy and Monetary Neutrality
· Explain what the classical dichotomy is.  Why did Hume think that this was a good idea?
· It's the idea that there are TWO MAIN KINDS of economic variables: real and nominal
· Nominal variables are measured in MONETARY UNITS (i.e. what is my income?)
· Real variables are measured in PHYSICAL UNITS (i.e. how much corn did we produce?)
· Be careful!  Some of the stuff can be tricky.  For example:
· An absolute price is a nominal variable
· But a relative price is a real variable (i.e. corn 2 times as expensive as wheat)
· Or how about real wages?  (the dollar wage adjusted for inflation)
· This is a REAL VARIABLE because it is the rate at which the economy exchanges goods and services for each unit of labor
· REAL INTEREST RATE…same idea!
· Hume thought that this was a good idea because different forces affect each kind of variable.  For example, changing the economy's monetary system will change NOMINAL VARIABLES, but not really REAL VARIABLES.
· Hume's idea is that changing the supply of money affect nominal variables but not real variables
· What is monetary neutrality?  How does short run/long run affect this?
· It is saying that monetary changes (i.e. double the amount of money available) makes NO DIFFERENCE on real variables such as how much do we produce?  What is the unemployment rate?  What are real wages and real interest rates?
· It's just like if we made 1 m = 50 cm instead of 100 cm.  Then things would be 2x m instead of x m, but IN REALITY have they gotten longer?  Of course not.  And it's the same with money -- as we defined in a previous chapter, it's just a UNIT OF ACCOUNT.
· HOWEVER…in the short run, people don't realize this!  So real variables CAN be affected in the short run by changing monetary stuff such as how much is available
· Velocity and the Quantity Equation
· What is the VELOCITY of MONEY?
· OK this is the rate at which money changes hands -- i.e. how many times per year is the typical dollar bill used to pay for a newly produced good or service?
· How do we calculate it?  Why does this make sense?
· Velocity = (price deflator * real GDP) / (quantity of money)
· OK so we're just trying to figure out how much money was spent in the economy OVERALL (let's say $1000 worth of G/S) and how much ACTUAL MONEY there is in the economy (let's say $50)
· In that case, each dollar had to change hands 20 times per year!
· Now re-write that.  What does this tell us?
· M * V = P * Y
· This means that if we increase the quantity of money in an economy, either the price level or quantity of output must rise, OR the velocity of money must fall!
· NOTE THAT…velocity usually doesn't change!  If anything it's quantity of money and NOMINAL GDP that goes up…
· OK now use this equation to justify our reasoning about how money quantity affects price level.
· OK remember M * V = P * Y
· And we change M
· As we already said, V is not going to change
· And Y is not going to change because it is the economy's output of goods and services (which we measure using REAL GDP) -- stuff like labor, physical capital, human capital, and natural resources…and this won't change because of money quantity, especially in the short run because it can't (why would it anyway?  Remember that this is a REAL VARIABLE)
· THEREFORE…the adjustment we see must be in the P variable
· The Inflation Tax
· OK explain what the inflation tax.  Make sure to include its premise/reason/thingy
· OK it's all about…when the government needs to pay for stuff to happen (i.e. fix roads, pay teachers, etc.) sometimes its lazy and funds these expenses by just PRINTING MONEY
· But think about what this does!  It increases the total amount of money available and thus EACH DOLLAR that people already have becomes less valuable!
· So it is like a subtle tax on people who have money
· The tax is in fact defined as THE REVENUE THE GOVERNMENT RAISES BY CREATING MONEY
· How does this relate to hyperinflation?
· It's because a lot of times when the government has high spending, inadequate tax revenue, and limited ability to borrow…this is the only way left to stay afloat!
· SO all this money gets printed off, but this causes inflation rates to SKYROCKET
· The Fisher Effect
· OK now what is this all about?
· It's about interest rates!  How does a change in the rate of money growth affect interest rates?
· Recall that real interest rate = nominal interest rate - inflation rate
· This means nominal interest rate = real interest rate + inflation rate
· Now think about that!  Real interest rate is the percentage you're getting for letting someone else temporarily use your money…
· Whereas inflation rate is a nominal variable b/c it has to do with the amount of money available
· SOOOOO…what is the Fisher effect then?
· It is the one-for-one adjustment of the nominal interest rate to the inflation rate
· Why?  Because when the Bank of Canada causes the inflation rate to rise, that interest equation will be affected but the REAL INTEREST RATE will not be b/c it is a REAL VARIABLE…thus the nominal interest rate must absorb all the change!  So there is a 1:1 ratio
· But wait…what are the short run/long run stuff to keep in mind here?
· It's just saying that in the short run, we may incorrectly anticipate what the interest rate is going to be when we set the nominal rate for a loan…therefore the 1:1 correlation will not exactly exist
· However in the LONG RUN there IS a match so we're all good
 

The Costs of Inflation

· A Fall in Purchasing Power?  The Inflation Fallacy
· OK what is this all about?  How does this relate to the principle of money neutrality?
· It's about how people think that when inflation occurs, prices go up and so the money they have now buys LESS goods and services
· HOWEVER…what they fail to realize is that the goods and services which THEY THEMSELVES supply also rise in price, and so their INCOME is going up!
· This is related to the principle of money neutrality because when real incomes increase, it is because of REAL variables -- unaffected by the quantity of money available or anything like that…
· And regardless of what the interest rate is, the REAL amount they increase by stays the same
· Alright so what the deal then?  If reduced purchasing power isn't a problem, then is inflation a problem at all?  List the problems.
· Shoeleather Costs
· Menu Costs
· Relative-Price Variability and the Misallocation of Resources
· Inflation-induced Tax Distortions
· Confusion and Inconvenience
· A Special Cost of Unexpected Inflation: Arbitrary Redistributions of Wealth
· Shoeleather Costs
· Discuss.
· OK this is talking about how people DON'T WANT to be holding actual money when the inflation rate is high, because when it's liquid in their hand, the inflation rate can harm it.
· Therefore they keep as much money as possible in the BANK or something like BLACK MARKET assets, where inflation will not be a factor (or at least less of one)
· So the COST here is the amount of energy we must expend keeping our liquid assets low and running back and forth doing things to manage our wealth in the bank that we WOULDN'T HAVE TO DO if we could feel more comfortable taking more money out of the bank!
· If we were going back and forth on foot we would be wearing out our shoes…hence the name "shoeleather"
· Menu Costs
· Discuss.
· OK this is just saying that when inflation is so great that we have to be changing prices all the time, that can be a bother!
· Time has to be spent deciding on the new prices, in some cases lots of catalogues/price lists need to be fixed, etc.
· So firms prefer to not always be adjusting their prices…but this isn't practical when the inflation rate is huge!
· So we call this a "menu cost" because in the case of the restaurant, the cost for them will be in printing new menus all the time
· Relative-Price Variability and the Misallocation of Resources
· Discuss.
· OK think about if a restaurant decides to print one menu with constant prices and have it last all year.
· As the inflation rate increases throughout the year, those prices RELATIVELY SPEAKING will become cheaper and cheaper -- in other words, there will be VARIABILITY in the relative price
· And since consumers decide how to allocate their resources based on the prices of the G & S around them, having messed up relative prices will lead to the misallocation of resources!
· Inflation-induced Tax Distortions
· Discuss.
· OK there are a few issues here…
· Capital gains
· OK the idea here is that capital gains are money you earn when you sell an asset for X dollars more than you purchased it
· This is considered income and so it is taxed
· HOWEVER…when we calculate the profit you made and thus how much you must pay the gov't in tax, we just look at the price you sold it for and the price you bought it for…IGNORING the fact that when we bought it, the value of a dollar was worth MORE and so profit really isn't all that great!
· Summary: inflation exaggerates the size of capital gains and inadvertently increases the tax burden on this type of income
· Interest income
· The government also taxes the income you make from INTEREST when you deposit some money in the bank
· But you have to realize that some of the interest you make is just to compensate for INFLATION!  The gov't does not recognize that and so when you think about the REAL interest rate and then the percentage that the government takes, sometimes there is not much left over
· What is the overall problem created?
· OK the overall problem here is that when people see that they're getting robbed like this, they lose interest in saving!
· And as we discussed before, less saving now means less long-run growth! Not a good thing!
· Solutions?
· So we're thinking about INDEXING tax laws to adjust for inflation rates (good idea genius!)
· Confusion and Inconvenience
· Discuss.
· Well remember how money is a unit of account?  We use it to determine different things for us, including (for example) how much a firm is making!
· Well…if we're always changing the value of money then it's hard to get a good handle on something like that!  So stuff becomes CONFUSING.
· A Special Cost of Unexpected Inflation: Arbitrary Redistributions of Wealth
· Discuss.
· OK the point here is that as you recall, the nominal interest rate for a loan is decided on based on a PREDICTION of what the inflation rate will be like for the duration of that loan
· HOWEVER…if the interest rate is UNEXPECTED and UNSTABLE…it could go either way during the loan and this would benefit either the debtor or the creditor!
· And it is arbitrary, right!?  So it could be the rich getting richer (not cool) or whatever…there is no critical thinking behind the decision is what it boils down to
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Chapter 15 - Aggregate Demand and Aggregate Supply

 

Introduction

· OK so what's the deal in this chapter?
· The deal is that we'll be talking about SHORT-RUN stuff…i.e. we know that GDP generally rises and unemployment generally stays the same, but in these (and other variables) there is short-run fluctuation.  Why?  This is what we will try to figure out…
 

Three Key Facts about Economic Fluctuations

· Introduction
· What are the 3 key facts?
· Economic fluctuations are irregular and unpredictable
· Most macroeconomic quantities fluctuate together
· As output falls, unemployment rises
· Fact 1: Economic fluctuations are irregular and unpredictable
· What do we often call these economic fluctuations?  Why so?
· We call them the "business cycle"
· This is because economic fluctuations correspond to changes in business conditions - for example, when GDP rises, business is good (sales are up, profits are up, etc.)
· Why is this misleading?
· It is misleading to call it a "cycle" and imply that the fluctuations follow a regular, predictable pattern - because they DON'T
· Fact 2: Most macroeconomic quantities fluctuate together
· How do we normally monitor short-term changes in the economy?  As in, what variable do we use?
· We use real GDP because it is the most comprehensive measure - it tells us the value of all final goods and services produced within a given period of time, and it also measures the total income of everyone in the economy
· But why does that not really matter?
· Because, as the fact states, values fluctuate together - when GDP goes down, so does corporate profits, personal income, consumer spending, etc.
· HOWEVER…it is important to note that the macroeconomic variables fluctuate by DIFFERENT AMOUNTS
· For example, if real GDP goes down, a LOT of that is investment spending and not as much of that is stuff like grocery expenditures (think about why this makes sense)
· Fact 3: As output falls, unemployment rises
· What's the basic principle here?
· It's that changes in the economy's output of goods and services are strongly correlated with changes in the economy's utilization of its labor force.  This makes sense because if we want to produce less goods and services, we don't need to employ as many people!  (And of course the reverse is true)
 

Explaining Short-Run Economic Fluctuations

· How the short run differs from the long run
· Talk about how the classical dichotomy and monetary neutrality are related to short run vs. long run economic analysis.
· Well firstly, recall that classical dichotomy is about how there are 2 major classes of variables: real variables (measure quantities or relative prices) and nominal variables (measured in terms of money)
· And also, monetary neutrality is saying that a change in the supply of money will affect nominal variables but NOT real variables
· Now, the thing is…the biggest difference between short and long run is that monetary neutrality DOES NOT APPLY in the short run!  That is, changes in the monetary supply CAN AFFECT real variables such as unemployment, real GDP, etc.
· The basic model of economic fluctuations
· Explain Figure 15.2, pg. 339.
· OK, this is our AGGREGATE DEMAND/AGGREGATE SUPPLY curve.  The axises are price level vs. quantity of output, and just as you may expect: the more price level, the more output but less demand (and vice versa)
· It is called AGGREGATE supply/demand because we take ALL the different goods and services and put them together and we talk about how much of them are demanded as a WHOLE, and how much of them are supplied AS A WHOLE
· Why is Figure 15.2 different from our normal supply/demand curve?
· OK this is different because as mentioned in the previous point, the aggregate model talks about demand and supply across the market AS A WHOLE
· On the other hand, normal D/S curves are a microeconomic thing where it's talking about ONE good or service.  And it's easy to explain the reasons for the shapes/interactions of the curves there: it's because if the price of ice cream (for example) is too high, people will buy a substitute product and so demand for ice cream decreases
· But we can't exactly apply that explanation to AGGREGATE demand/supply…
 

The Aggregate-Demand Curve

· Why the aggregate-demand curve slopes downward
· First of all, what does sloping downward mean?
· It means that as the price level in the economy decreases, the overall demand for goods and services INCREASES
· Now explain WHY it slopes downward.
· OK first we need to remember the equation Y = C + I + G + NX.  This breaks down aggregate demand (i.e. the things that money is spend on) into consumption, investment, government expenditures, and net exports
· We assume that G is fixed by policy, and then we can get to analyzing why C, I, and NX are affected by price level:
· CONSUMPTION: OK the deal here is that if price levels go down, the VALUE of the money we hold goes UP.  Now that we have more buying power, of course we want to use it!  Thus our demand for G/S goes up.
· INVESTMENT: OK flip what we just said.  Some households are not so greedy and what they will do with the extra buying power they have is NOT use it, but rather SAVE it.  So they might buy interest-bearing bonds, or put it in interest-bearing savings accounts, etc.  When so many people do this, the banks will feel able to decrease interest rates.  Low interest rates will in turn encourage BORROWING by firms who want to INVEST by buying equipment, buildings, etc. or by households who want to INVEST by purchasing housing.  Thus the overall effect of a LOWERED price level on investment is that because of the lowering of interest rates, it INCREASES IT.
· NET EXPORTS: OK if the price level goes down, then the REAL EXCHANGE RATE (i.e. the rate at which Canadian G/S can be traded for foreign G/S) goes down, meaning that Canadian goods are cheaper, which means that foreigners can get MORE of them for a given quantity of foreign good.  Why is this good?  Because it means that both Canadians AND foreigners will start purchasing Canadian G/S more, and NET EXPORTS will go up!
· What is CRUCIAL to remember when we're thinking about changes in the curve?
· We have to remember that we assume that the QUANTITY OF MONEY is CONSTANT.  We are talking about different PRICE LEVELS, but not different quantities of money!
· Why the aggregate-demand curve might shift
· What are the four categories of variables that might cause the aggregate demand curve to shift?  (i.e. at a CONSTANT price, demand changes)
· Shifts arising from CONSUMPTION
· Shifts arising from INVESTMENT
· Shifts arising from GOVERNMENT PURCHASES
· Shifts arising from NET EXPORTS
· Talk about each.
· CONSUMPTION: There are several different things that would cause people to want to spend LESS in general:
· Stock prices: if the stock market is doing well, then people don't worry about saving for retirement so they will spend more (and vice versa)
· Taxation: if GST/PST is lower, then people will want to spend more (and v.v.)
· INVESTMENT: Again there are a multitude of factors:
· Expectations for future business conditions: if firms think that business is good, maybe they will invest in that new line of computers or that new factory
· Tax policy: investment tax credits are rebates provided by the gov't to companies who make investment purchases (so if we have these, of course investment will go up)
· Money supply: if money supply goes UP, interest rate goes DOWN.  This encourages investment!
· GOVERNMENT PURCHASES: OK the main deal here is that GOVERNMENT DON'T CARE how much something costs.  If they want to buy something, THEY WILL BUY IT.  Result?  The amount of G/S demanded is increased at ALL PRICE LEVELS.  Thus the curve shifts right.
· NET EXPORTS: OK this is all about other countries.  If Japan experiences a recession, its purchases of Canadian goods (i.e. Canadian net exports) will go down REGARDLESS of what the price levels of Canadian goods are (and vice versa)
· Another reason why net exports could change is the exchange rate.  If the Canadian dollar becomes more valuable, then Canadian goods will be MORE EXPENSIVE for foreigners, and so they will WANT LESS, so NET EXPORTS will go down
 

The Aggregate-Supply Curve

· Introduction
· What is a big difference between the aggregate-demand and aggregate-supply curve?
· It's that the TIME HORIZON makes a BIG difference on what the slope of the curve is!
· In the short-run it is UPWARD SLOPING
· In the long-run it is VERTICAL
· Why the aggregate-supply curve is vertical in the long run
· Well, why is it?
· We answered this question in earlier chapters: aggregate supply is essentially the G/S that an economy produces.  And it was ESTABLISHED that this depends on its supplies of labor, capital, natural resources, and technology…and NONE of these is related to price level (think classical dichotomy again here)
· Note that this is consistent with the classical dichotomy and monetary neutrality principles: labor, capital, natural resources, and technology are REAL VARIABLES so NOMINAL VARIABLES like price level will NOT affect them
· Again, explain why the long-run aggregate supply curve is NOT the same as the classic microeconomic supply curve.
· Well the difference is that the microeconomic one is sloped, meaning that we can increase production of G/S at will if the prices go up…but THE KEY IS THAT we do this by re-allocating resources previously engaged in producing other G/S
· When we're talking AGGREGATE SUPPLY, we can't do that because we are talking about ALL THE G/S put together!
· Why the long-run aggregate-supply curve might shift
· What is "natural rate of output" and why is it relevant here?
· Natural rate of output is what the economy produces when unemployment is at its natural, or normal rate
· It is relevant because the natural rate of output is just another way of saying WHERE along the x-axis (rmb: quantity of output) the vertical long-run supply curve will lie
· What categories are there for factors that could affect the supply curve?
· OK you should know this - it's just labor, capital, natural resources, and technological knowledge
· Talk about each.
· LABOR: It's easy - the more labor we have, the more to the right.  The less labor we have, the more to the left.  Hence:
· IMMIGRATION: this increases the workforce, so right
· UNEMPLOYMENT: this decreases the number of working people, so left
· i.e. If the gov't were to raise the minimum wage
· CAPITAL: It's easy - if we get more capital, we are more productive and hence more G/S are produced.
· Note that this applies both to human capital (how many PhD engineers do we have?) and physical capital (how many machines do we have?)
· NATURAL RESOURCES: BLAH…the more we have, the more to the right…i.e. if we discover new natural resources, if the weather is crappy/good, etc.
· TECHNOLOGICAL KNOWLEDGE: increasing technology obviously leads to a shift right but it's interesting to note what this may entail:
· Maybe it's discovering a new production process
· BUT IT CAN ALSO BE stuff like opening up international trade, because the effect of having access to all those additional goods may well be similar to the effects of inventing new production processes
· OK, let's do integration now.  How does all this relate to stuff we learned in previous chapters?
· It basically comes down to how we talked before about these processes affecting real GDP
· Because real GDP is essentially what we output, anything that affects real GDP will affect the long-run aggregate-supply curve
· A new way to depict long-run growth and inflation
· Figure 15.5, pg. 347.  Explain.
· OK the deal here is that we're looking at how aggregate supply and demand change over the long run: BOTH CURVES SHIFT RIGHT
· Demand goes right because of MONETARY POLICY: the Bank of Canada increases the money supply over time and so demand goes right (umm…why?)
· Supply goes right because of TECHNOLOGICAL ADVANCES
· Again: why are we looking at this long-run stuff?
· It's because it gives us a framework for looking at short-run trends
· In fact, short-run fluctuations in output and the price level should be viewed as deviations from the continuing long-run trends
· Why the aggregate-supply curve slopes upward in the short run
· What are the 3 theories for Why the aggregate-supply curve slopes upward in the short run?  What do they all have in common?
· Three theories:
· The sticky-wage theory
· The sticky-price theory
· The misperceptions theory
· They all share a common THEME: the quantity of output supplied deviates from its long-run, or "natural", level when the price level deviates from the price level that people expected to prevail
· Talk about the sticky-wage theory.
· OK the deal here is that the NOMINAL WAGES that firms pay to their workers are SLOW TO ADJUST in the short run, i.e. if price levels change (let's say they go down, so money is more valuable), the nominal wages do NOT change in an effort to keep the REAL wage constant
· This is because of things such as multi-year contracts, etc.
· So what?  Well…if price levels go down, the REAL WAGE that firms are paying to workers INCREASES.  This leaves LESS money for the firm to use on hiring labor and other capital, meaning that their production will GO DOWN.
· This is why when price levels are low, supply is LOW.
· …and of course the vice versa applies
· Talk about the sticky-price theory.
· OK now we are talking about how sometimes PRICES are SLOW TO CHANGE.  This may be due to things like MENU COSTS, which were discussed in a previous chapter
· Why is this a problem?  WELL…if the overall price level for an economy GOES DOWN, but some firm decides to keep its prices the SAME…now it is more expensive than everyone else and so its sales will also GO DOWN…meaning that it will have to CUT BACK production
· …all of this resulting in decrease in price level = decrease in production
· Talk about the misperceptions theory.
· OK the idea here is that INDIVIDUAL MARKETS may see an overall decrease in price level but MISINTERPRET it as a relative decrease.  i.e. There is an overall price decrease and so a farmer sees the price of wheat going down.  He MISTAKENLY thinks that ONLY wheat is becoming cheaper and concludes that he should produce LESS of his product because now people don't want it as much anyway.
· If ALL of the markets do that…then overall production will go down!
· OK so how can we put all this stuff into an equation?
· Quantity of output supplied = natural rate of output + a (actual price level - expected price level)
· "a" is a constant that determines how much output responds to unexpected changes in the price level
· So the idea here is that all 3 theories boil down to people expecting a certain price level but actually seeing another one, and reacting badly to it
· i.e. Sticky wages - the firm didn't anticipate the price level changing and thus the real wages being too high
· Etc…
· Note also however that in the long run, as people adjust their expectations to match the ACTUAL price level, this equation reduces to Quantity of output supplied = natural rate of output, which totally makes sense!
· Why the short-run aggregate-supply curve might shift
· OK so what are the reasons?
· Same as long-run: labor, capital, natural resources, technology
· A NEW ADDITION: price levels (explained previously as well)
 

Two Causes of Economic Fluctuations

· Introduction
· What does long-run equilibrium look like?
· See Figure 15.7, pg. 353
· It's when long-run aggregate supply, short-run aggregate supply, and aggregate demand ALL INTERSECT in the same place
· Of course aggregate demand and long-run aggregate supply will intersect somewhere…and this determines equilibrium output and price level…but the fact that the short-run aggregate supply goes through here as well means that wages, prices, and perceptions have adjusted!
· The effects of a shift in aggregate demand
· Just understand Figure 15.8, pg. 354
· How do we deal when the AD curve shifts to the left?  First of all, what happens?
· What happens: prices and output falls -- we can see this just by looking at the change in where the AD and short run AS curve intersect
· What can we do?
· Either force AD back "up": we discussed earlier what causes a shift in AD curves:
· Increase money supply
· Increase government spending
· Etc…
· Or do nothing…which will cause the AS curve to shift RIGHT because…
· The price level falls and this alters wages, prices, and perceptions which causes the short run AS curve to go RIGHT so that their new intersection point also intersects the LRAS curve
· What are the 2 important lessons here?
· In the short run, shifts in aggregate demand cause fluctuations in the economy's output of goods and services
· In the long run, shifts in aggregate demand affect the overall price level but do not affect output
· The effects of a shift in aggregate supply
· [Probably some stuff not covered…but…]
· How do we deal when the AS curve shifts left?  First of all, what happens?
· What happens: the curve shifts left so prices go up while quantity goes down
· What can we do?
· We could do nothing: this would mean a period of recession where we have low output and high unemployment…but then as wages, prices, and perceptions adjust to the higher production costs, the curve would shift back to the right and PRICES AND OUTPUT WILL BE UNCHANGED FROM BEFORE
· Or we could shift the aggregated demand curve to the RIGHT…this would bring us back to long run equilibrium in terms of output, but the prices would be higher
· This is called ACCOMMODATING the shift in aggregate supply because the increase in costs PERMANENTLY affects the level of prices
· What are the 2 important lessons here?
· Shifts in aggregate supply can cause stagflation - a combination of recession (falling output) and inflation (rising prices)
· Policymakers who can influence aggregate demand cannot offset both of these adverse effects simultaneously
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Chapter 16 - The Influence of Monetary and Fiscal Policy on Aggregate Demand

 

How Monetary Policy Influences Aggregate Demand

· Introduction
· OK let's review: why does the aggregate-demand curve slope downward?
· The wealth effect: a lower price level raises the real value of households' money holdings, and higher real wealth stimulates consumer spending
· The interest-rate effect: a lower price level lowers the interest rate as people try to lend out their excess money holdings, and the lower interest rate stimulates investment spending
· The real exchange-rate effect: a lower price level reduces the real exchange rate.  This depreciation makes Canadian-produced goods and services cheaper relative to foreign ones…and so net exports rise
· How do they compare in terms of magnitude of effect?
· The wealth effect is THE SMALLEST - because percentage-wise, household holdings are not as big as other stuff like the money they invest in a HOUSE
· The real exchange-rate is NON-EXISTENT if we are assuming CLOSED ECONOMY, which we will for now…
· Even in an open economy, exports/imports are not the BIGGEST factor
· MOSTLY then…it is INTEREST RATE effect that is the biggest player here
· What is the theory of liquidity preference?
· It is the theory that the interest rate adjusts to balance the supply and demand for money
· The Theory of Liquidity Preference
· What's the deal with nominal vs. real interest rate?
· We'll hold them to move together for now since we assume that inflation is steady
· What changes the money supply in Canada?  What doesn't?  How is the curve affected as a result?
· What does:
· As we discussed earlier, the Bank of Canada controls the money supply through OPEN-MARKET OPERATIONS and BANK RATE changes
· What doesn't:
· The INTEREST RATE, therefore, doesn't
· Therefore, the money supply curve on a graph of interest rate vs. quantity of money is VERTICAL - meaning that the interest rate does not affect the supply of money at all
· How does the interest rate affect the quantity of money demanded?
· It's because the interest rate is the OPPORTUNITY COST of holding money!
· Thus when we increase the interest rate, we are increasing the cost of holding money, and thus LESS MONEY will be demanded
· What else affects the quantity of money demanded?
· The PRICE OF GOODS AND SERVICES, of course!
· If G & S are more expensive, then we will need MORE money so that we can keep on buying at our normal level
· So then what is the equilibrium interest rate?
· It is the rate at which the quantity of money demanded exactly balances the quantity of money supplied
· If it was anything else, then people would try to adjust their portfolios of assets and thus drive the interest rate towards the equilibrium
· Understand Figure 16.4, pg. 374 - why do we move back to the equilibrium when the interest rate is either above or below the equilibrium?
· (Commentary on pg. 372)
· The Downward Slope of the Aggregate-Demand Curve
· Reproduce and understand Figure 16.5, pg. 375
· OK, trace what happens to the interest rate and quantity of G & S demanded if the price level were to increase.
· OK first of all, money demand curve will go RIGHT, because now everyone wants more money to pay for these G & S (we talked about this before…)
· However this means that the equilibrium between the supply and demand curve will CHANGE…and in order to meet this new level, the interest rate will RISE
· And this has ramifications too!  Because now people will not want to INVEST as much since the interest rate is so high…so the quantity of G/S demanded will decrease
· What is the TAKE AWAY POINT from all of this?  How does this influence the shape of the aggregate-demand curve?
· Well…if we trace through the reasoning, we see that there is a NEGATIVE RELATIONSHIP between the price level and the quantity of G/S demanded, and so we see a downward-sloping curve
· And what kind of effect does the real exchange-rate exert here?
· Well…let's say there is an increase in price level…this will make Canadian goods MORE expensive, so BOTH Canadians AND foreigners will substitute AWAY from them…leaving us with less G/S demanded
· The BOTTOM LINE is that via the real exchange rate AS WELL AS the interest rate, we see a negative relationship between price level and quantity of GS demanded…hence the slope of the aggregate-demand curve
· Changes in the Money Supply
· OK walk through it with me.  How does a change in the money supply affect interest rate and G/S demanded?
· Reproduce Figure 16.6, pg. 377
· OK let's think.  If we increase the money supply, what's the first thing that happens?  It is that people have more money IN THEIR HANDS.
· Then what happens?  The interest rate WILL BE LOWERED so that people will increase their saving with all increased money they have
· But then what?  A lowered interest rate will make it easier to BUY and INVEST…so the demand for G/S will go UP!
· However OOPS!  An increased G/S demand causes a SLIGHT increase of the interest rate (so this is the REVERSE of what just happened)
· Ahhhh…well just, what's the sum-up?
· When the B of C increases the money supply, it lowers the interest rate and increases the quantity of GS demanded for any given price level, shifting the aggregate-demand curve to the right
· Conversely, when the B of C contracts the money supply, it raises the interest rate and reduces the quantity of GS demanded for any given price level, shifting the aggregate-demand curve to the left
· Open-Economy Considerations
· Alright what the deal?  What are the relevant differences here?
· OK the deal is that all we were doing earlier was for a CLOSED ECONOMY…that is, when a change in the money supply causes the interest rate to end up LOWER than it was previously, that's no biggie
· But when we consider OPEN ECONOMIES, it IS a biggie!  And this is because we can't end up with Canada's interest rate DIFFERENT than the rest of the world's…so what happens?
· Well…what does happen?
· The story is that now if Canada's interest rate is below the world interest rate, people who SAVE MONEY (both in Canada and in foreign countries) are now getting LESS INTEREST for their Canadian holdings
· So they were going to SELL THEM, making an increase in the money supply of Canada…this causes the dollar to depreciate in value and the real exchange rate to fall
· Now Canadian GS are CHEAPER than foreign GS and so net exports INCREASE
· This pushes GS demanded even FURTHER to the right
· Which makes the money demanded increase even MORE…which causes the interest rate (remember, the equilibrium b/t the demand and the supply) to go back to where it used to be
· What's the sum-up?
· In a small open economy, a monetary injection by the Bank of Canada causes the dollar to depreciate in value
· This causes net exports to rise (think about why) and so there is ANOTHER increase in demand for GS that we don't see when the economy is closed
· In the end, a monetary injection in an open economy shifts the aggregate-demand curve farther to the right than it does in a closed economy
· HOLD UP, young stud!  What important assumption do we have to make when considering this mechanism?
· We have to assume that the Bank of Canada ALLOWS the exchange rate to be flexible
· It has control over this!  If the money supply is going up but they DON'T WANT the exchange rate to fall, they can go into the foreign exchange market to sell foreign currency and BUY BACK Canadian currency so that the amount of money available is decreased and the exchange rate stays the same
· BUT THINK ABOUT WHAT THAT MEANS…that means that it is contracting the money supply…but wasn't the whole point originally to INCREASE the money supply?
· The overall lesson here is that the Bank of Canada cannot simultaneously choose the size of the money supply and the value of the Canadian dollar
 

How Fiscal Policy Influences Aggregate Demand

· Introduction
· What is fiscal policy anyway?
· It refers to the government's choices regarding the overall level of government purchases or taxes
· Essentially what we are looking at here is, besides changing the supply of money available, how else can the gov't influence aggregate demand?
· Changes in Government Purchases
· How do government purchases affect the aggregate-demand curve?
· Well…it's pretty obvious!  If the gov't demands more GS (let's say if they spent $5 billion on a job-creation program), then the curve will shift right!
· What can affect the distance which this curve shifts left or right?
· The multiplier effect can make it go left
· The crowding-out effect can make it go left
· The Multiplier Effect
· Explain what the multiplier effect is.  How is the investment accelerator related?
· It is the additional shifts in aggregate demand that result when expansionary fiscal policy increases income and thereby increases consumer spending
· In other words, when the gov't creates all those jobs, people have more money and so now they go spend it and in so doing increase the demand for GS
· The investment accelerator is a type of multiplication where it's not people going out and CONSUMING more b/c they now have a higher income (or an income at all)…it's the COMPARIES responding to the increased demand by INVESTING in more stuff so they can keep up
· A Formula for the Spending Multiplier
· Explain how we derive this bad boy.
· OK first we have to set a value for the MARGINAL PROPENSITY TO CONSUME (MPC), which is just … like … for every $1 a household gets as a result of the gov't deciding to spend $5 billion more … how much of it will they spend?
· Let's say 75%...so now 75% of that is spent, and some other set of companies have $5 billion x 75% more income…and so they spend 75% of THAT…and so on…
· We end up with an infinite geometric series: multiplier = 1 / (1 - MPC)
· How does exporting/importing affect this?
· It's b/c we have to think about basically…how much of the money we receive will NOT be put back into the economy
· We already talked about money that will be SAVED and not spent (i.e. further multiplication not possible)…so this is the MPC
· There is also the MPI…marginal propensity to import…this is about how sometimes we will use the extra money to buy stuff from ABROAD…which also means that no more multiplication will happen!
· Other Applications of the Multiplier Effect
· OK how else can we apply this?
· We can go BACKWARDS: let's say if net exports go down by $10 billion…this essentially means that demand for Canada's GS decreases by $10 billion…and so people's incomes get cut and they in turn spend less…
· So what's the final toll?  Well, again, just use the multiplier!  If it's 2…then the total loss of money to the economy will be $20 billion
· OTHER SOURCES: it doesn't have to be the government whose spending incites this multiplier effect!  It could be a stock market boom…
· The Crowding-Out Effect on Investment
· What is the crowding-out effect on investment?
· OK it's just that…when the demand for GS increases, SO DOES THE INTEREST RATE (think about that ag demand/ag supply curve, and where the equilibrium interest rate is)
· And a higher interest rate chokes off aggregate demand!
· Give a "mechanism"…how does this work?
· See Figure 16.9, pg. 388
· Well let's remember…when people get more money, they SPEND IT MORE…so the demand for money curve shifts RIGHT…
· And so interest has to increase to maintain equilibrium (you should know WHY from earlier)
· And then now that interest is higher, it's harder to get GS…in particular INVESTMENT gets hit b/c interest rate is a big deal there
· What's the sum up?
· When the gov't increases its purchases by $5 billion, the aggregate demand for G and S could rise by more or less than $5 billion, depending on whether the multiplier effect or the crowding-out effect on investment is larger
· RANDOM THOUGHT: Always think about the interaction b/t the IR vs. Quantity of Money graph and the Price Level vs. Quantity of Output graph!
· Open-Economy Considerations
· OK what's the issue here?
· The issue is that (remember) when we do job creation programs and raise incomes, the demand for GS curve shifts right, bringing the demand for money with it
· Thus the equilibrium interest MUST CHANGE - it goes up
· But then we see the crowding-out effect on the demand of GS…since the IR is higher, the curve moves back left a little
· Alright fine…so that is all the same as before…but what happens?  What other big assumptions govern the outcome?
· We have to consider whether the exchange rate is FLEXIBLE or if it is FIXED
· Flexible exchange rate:
· OK this is crazy…
· Think about what happens to net exports when the Canadian interest rate is HIGHER than the world interest rate
· Now Canadian ASSETS will be more valuable and so everyone will want to buy them -- and this foreign interest will of course raise the real exchange rate
· As a result, the dollar will APPRECIATE in value!  But then now their goods are EXPENSIVE!  So people will STOP BUYING THEM
· This is called the CROWDING-OUT EFFECT ON NET EXPORTS
· And then the decrease in GS demand means a decrease in demand for money, which will lower the interest rate back to the world level
· SUM UP: In a small open economy, an expansionary fiscal policy causes the dollar to appreciate.  Because this appreciation of the dollar causes net exports to fall, there is an additional crowding-out effect that reduces the demand for Canadian-produced goods and services.  In the end, fiscal policy has no lasting effect on aggregate demand
· Fixed exchange rate:
· First of all, how again do we CONTROL the real exchange rate (i.e. make it fixed)?
· It's all in FOREIGN MARKET OPERATIONS: the bank can maintain the exchange rate by increasing the demand for Canadian dollars on the foreign market
· One way to do this is by selling foreign currency and purchasing Canadian dollars
· But then what effect do these actions have?
· Well it's b/c when the B of C does foreign exchange operations to maintain exchange rate, it is either putting MORE CDN money into circulation, or LESS
· Thus the money supply curve is going to move to be BIGGER
· And this has consequences:
· It lowers the CDN interest rate back to the world level
· This makes the dollar cheaper and so more people demand GS again (this REVERSES the crowding out effect)
· Sum up?
· If the B of C chooses to prevent any change in the exchange rate, expansionary fiscal policy will have no crowding-out effect san will therefore cause a very large increase in the demand for G and S
· What is the implication of this on the coordination of monetary and fiscal policy?
· It is that FOR FISCAL POLICY TO HAVE A LASTING EFFECT ON THE POSITION OF THE AGGREGATE-DEMAND CURVE, THE BANK OF CANADA MUST CHOOSE THE APPROPRIATE EXCHANGE RATE POLICY
· And the catch 22 is that fiscal policy decisions are made by the Parliament/provincial legislators, while monetary policy is the Bank of Canada
· Changes in taxes
· What are the instruments of fiscal policy which the gov't uses?
· Government purchases (this is what we have been discussing)
· Taxes
· OK so how are taxes a factor here?
· Well it's very similar to the gov't purchases
· Increasing taxes gives ppl more income, which is the same as those $5 billion job creation programs…it is affected by multiplier, crowding out effect, etc.
· Same thing with increasing taxes and decreasing income…
· Deficit reduction
· How do these theories apply to deficit reduction?
· Well think about it - the gov't tries to reduce deficits by increasing taxes and/or cutting expenditures
· And we would normally think that this cuases aggregate demand to fall, which kills our economy
· But NO -- according to our theories, as long as we allow a flexible exchange rate, aggregate demand won't change at all!
 

Using Policy to Stabilize the Economy

· The Case for Active Stabilization Policy
· The case for it is that unexpected expansions and contractions in the economy (caused by stock market fluctuations, Middle East issues, etc.) impose costs on people and firms in the form of unemployment, inflation, and uncertainty
· So if we use monetary and fiscal policy to stabilize the economy and the exchange rate and the ag. Demand and everything…because that influences GDP!
· The Case against Active Stabilization Policy
· The argument here is that it is IMPRACTICAL to have active stabilization policy because:
· Monetary policy (money supply, etc.) works by changing interest rates…but firms' REACTIONS to these interest rates are SLOW because they make investment plans FAR IN ADVANCE
· Fiscal policy (taxes, gov expenditures, etc.) has a lag as well due to POLITICAL ISSUES
· Automatic Stabilizers
· What is the reasoning behind automatic stabilizers?
· It is that EVERYONE sees the lag time for policy as a huge disadvantage…but if we could instead have "automatic" stabilizers that occur without policymakers having to take DELIBERATE action, it would be much better!
· Talk about some examples of automatic stabilizers.
· Tax system
· Well because it is based on PERCENTAGES of incomes…when people's incomes go down b/c of a depression, so do taxes!  Thus aggregate demand is boosted
· Government spending
· Think about it..when the economy goes into a recession and workers are laid off, more people apply for employment insurance benefits and other income support that COME FROM THE GOV'T
· The increased income that this represents stimulates growth in AD
· How does a balanced budget policy affect this?
· Well…when we do a balanced budget (i.e. don't change spending to adjust to deficits…then these automatic stabilizers are GONE…look out!)
· Flexible Exchange Rate as an automatic stabilizer
· Give an example of how a flexible exchange rate could be an automatic stabilizer
· OK…let's say that US goes into a recession and they buy less CDN goods
· Now the AD curve for Canada is LESS…meaning that LESS money is demanded…meaning that the interest rate FALLS…
· Now since we are in an open economy, when the einterst rate falls, people don't want to invest in CDN assets anymore…so there will be more Canadian dollars "out there" b/c people are selling off their Canadian assests
· More money menans that the price of stuff is lower - i.e. the exchange rate is lower…so now Canadia's net exports will icnrease and Canada's AD curve shfits back right…right back to where it used to be! :)
· What is the disadvantage of this though?
· It's that our exchange rate is totally NOT under our control…meaning that firms which are thinking of producing products may not want to b/c they have NO IDEA how much they will be able to get for them on the foreign market
 

A Quick Summary

· What important assumption did we make in this chapter?
· We assumed that the PRICE LEVEL is sticky - i.e. unrespsonvie to changing economic conditions
· This is OK b/c it is REALISTIC based on the SHORT RUN…which is what we have beent alking about
· Understand Figure 16.12…and commentary on pages surrounding it!!!
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Mega Summary Sheet (Chapters 15 and 16)

 

OK, so the idea here is to summarize all the different CURVES I should be aware of, so that I can get a bird's eye view of how things are looking…

 

Chapter 15: It's all about Aggregate Demand vs. Aggregate Supply

· General information:
· "Aggregate" just means all demand and all supply put together, unlike normal D/S curves where we only consider a single product
· Therefore, the axises are Price LEVEL (not just "Price") vs. Quantity
· Curve characteristics:
· Demand:
· AD curve slopes downward because of the effects that a change in price level have on the determinants of that curve: C, I, and NX
· AD curve could SHIFT for reasons related to the same factors (C, I, G, NX) but for different reasons (i.e. they cannot be related to the price level because that would just make us shift ALONG the curve since price level is one of the axises)
· Supply:
· This is interesting because the shape of the curve differs based on whether we are considering long-term or short-term
· Long-term:
· The curve is vertical because the only thing that can cause the AGGREGATE supply to change are changes in factors of production - and neither of the axises (price level or quantity) relate to this
· However of course, the long-tern aggregate supply curve could SHIFT due to changes in the factors of production: labor, capital, natural resources, technological knowledge
· Short-term:
· The curve slopes upward and again this is due to the dynamics of the relationship between price level and quantity: sticky-wage theory, sticky-price theory, and misperceptions theory
· And how about the shifts of the curves?
· Long-term:
· As we discussed earlier, this will shift if the factors of production change
· Short-term:
· This is a little more interesting…as with the long-term AS curve, of course factors of production will shift this curve
· But MORE IMPORTANTLY, we have to think about how the people's EXPECTATION of the price level can cause this curve to shift:
· This is intimately related to the sticky-wage theory, sticky-price theory, and misperceptions theory because it's all about what people think the price level is
· When everyone thinks that the price level is LOW, then they will be cool with lower wages (for example), and thus the total amount of goods a company is able to produce will increase and the curve shifts right
· Curve movements:
· All we want to do here is consider what happens when the AD curves shift left or right
· We have to remember that there are THREE curves to pay attention to here: AD curve, short-run AS curve, and long-run AS curve
· The effects of a shift in aggregate demand
· See Figure 15.8, pg. 354
· How do we deal when the AD curve shifts to the left?  First of all, what happens?
· What happens: prices and output falls -- we can see this just by looking at the change in where the AD and short run AS curve intersect
· What can we do?
· Either force AD back "up": we discussed earlier what causes a shift in AD curves:
· Increase money supply
· Increase government spending
· Etc…
· Or do nothing…which will cause the AS curve to shift RIGHT because…
· The price level falls and this alters wages, prices, and perceptions which causes the short run AS curve to go RIGHT so that their new intersection point also intersects the LRAS curve
· What are the 2 important lessons here?
· In the short run, shifts in aggregate demand cause fluctuations in the economy's output of goods and services
· In the long run, shifts in aggregate demand affect the overall price level but do not affect output
· The effects of a shift in aggregate supply
· See Figure 15.10, pg. 358
· How do we deal when the AS curve shifts left?  First of all, what happens?
· What happens: the curve shifts left so prices go up while quantity goes down
· What can we do?
· We could do nothing: this would mean a period of recession where we have low output and high unemployment…but then as wages, prices, and perceptions adjust to the higher production costs, the curve would shift back to the right and PRICES AND OUTPUT WILL BE UNCHANGED FROM BEFORE
· Or we could shift the aggregated demand curve to the RIGHT…this would bring us back to long run equilibrium in terms of output, but the prices would be higher
· This is called ACCOMMODATING the shift in aggregate supply because the increase in costs PERMANENTLY affects the level of prices
· What are the 2 important lessons here?
· Shifts in aggregate supply can cause stagflation - a combination of recession (falling output) and inflation (rising prices)
· Policymakers who can influence aggregate demand cannot offset both of these adverse effects simultaneously
 

Chapter 16: It's all about going into more detail on how to affect Aggregate Demand

· General information:
· The basic idea in this chapter is that we are comparing TWO DIFFERENT METHODS of influencing aggregate demand: through monetary policy (changing the amount of money in circulation) and fiscal policy (government purchases and tax levels)
· Needless to say, the different methods will have different effects on the curves
· Another thing we must consider here is whether we are in an "open economy" or a "closed economy", because that will make a difference when we get into dicking around with the interest rate
· Everything we study in this chapter will be related to an interaction between TWO SEPARATE graphs: firstly, Money Supply vs. Money Demanded (axises are interest rate and quantity of money); and secondly,  Aggregate Demand (axises are price level vs. quantity of output)
· Curve characteristics:
· [Nothing for now…]
· Curve movements:
· Monetary policy:
· Changing the money supply in a closed economy (let's say increase):
· An increase in money supply causes the interest rate to fall
· The decreased interest rate shifts the aggregate demand curve to the right
· But this also causes the demand for money to increase, so we shift the money demand curve to the right, which partially brings the interest rate back up from where it fell to
· Changing the money supply in an open economy with a fixed exchange rate (let's say increase):
· Everything happens the SAME as the closed economy, except that the end result is not sustainable since Canada's interest rate being different than the world's will cause stuff to happen
· The world will want to SELL its Canadian assets now since they are not getting a very good interest return on them, but this results in a bunch of Canadian dollars getting dumped into the open market…which means that the Canadian dollar is now LOWER in value, and the real exchange rate changes
· If the Bank of Canada wants to MAINTAIN the same real exchange rate, it can enter the market and buy back these Canadian dollars, which will make them more scarce, drive the nominal interest rate up, and then by extension increase the real exchange rate also
· BUT…this is stupid and pointless because it means that the Bank of Canada is contracting the money supply, which is the opposite to what it was trying to originally do (expand it)
· Changing the money supply in an open economy with a flexible exchange rate (let's say increase):
· Like the last two scenarios, everything happens the same, up to the point where Canada's interest rate is lower than the world's
· Again this is not sustainable because the world will sell of their Canadian assets and this causes the real exchange rate to become lower…but this time the Bank of Canada will not do anything about it, so let's see what happens
· Think about net exports: when the real exchange rate is lower, other countries can get Canadian stuff for even cheaper, so aggregate demand will shift to the right AGAIN (recall that it already shifted once)
· And just like before, this will cause the demand for money to ALSO shift to the right
· And we actually see that this will continue to occur until the money demand curve gets to the point where the equilibrium interest rate is where it was before
· Fiscal policy:
· Changing government spending in a closed economy (let's say increase):
· OK the first thing that happens is that the government increases spending -- this causes the aggregate demand curve to shift RIGHT
· At this point, something called the multiplier effect (you should know what this is, and what the formula for it is) may cause the AD curve to shift even MORE to the right
· As always, an increase in aggregate demand is linked to an increase in the demand for money, so money demand curve also shifts right and causes the interest rate to rise in the process
· Note that this is different than the closed economy scenario with monetary policy, because the interest rate rises (doesn't go down)
· Now we also have an extra twist to consider: since interest rate has risen, investment decreases and we see the aggregate demand curve shifting BACK left (it is unknown how far back left it will go)
· Changing government spending in an open economy with a fixed exchange rate (let's say increase):
· Alright same old deal: all the same stuff happens until we end up with a (non-sustainable) situation in which our interest rate is higher than the rest of the world
· And so the dollar appreciates because everyone wants to buy Canadian assets since they are making so much money off interest
· But the Bank of Canada at this point INTERVENES because they want the real exchange rate to stay the same…and so they start buying foreign monies (i.e. putting Canadian dollars out there) so that there is more CDN money available and the dollar does not appreciate - in effect they increase the money supply until the interest rate equals the world's
· Of course the decrease in the interest rate causes the AD curve to shift even more to the right
· Changing government spending in an open economy with a flexible exchange rate (let's say increase):
· As with monetary policy, everything happens identically up to the point where we are left with an interest rate which is higher than the rest of the world
· This means that Canadian assets are making a lot of interest, and so more people want to buy them, which means a removal of Canadian dollars from the market (i.e. the dollar appreciates)
· However, this raises the real exchange rate and so buying Canadian goods and services becomes expensive: the result being that the aggregate demand shifts BACK left
· This occurs to the point where the interest rate goes BACK to where it started, where it is equal with the world's
· The net result is that nothing happens…the increase in government spending has no lasting influence on the position of the aggregate-demand curve
