Economics: Exam Unit
* Important 
**Very important

Unit 1
1. Production Possibilities Curve
· The PPC is a simple economic model that represents production alternatives for an economy
· Based on two assumptions
· The economy can only produce 2 commodities
· All resources are working at their maximum potential
· Any point along the curve represents a production combo of the 2 commodities
· Any time the production combo changes the production of one commodity will increase while the other decreases
· Any point outside the curve is unattainable given current resources
· To make unattainable more attainable need either:
· Increase in resources
· Improvements in technology
· Any point inside the curve is attainable but inefficient

2. Economic Systems 
· Traditional System
· Small economic units
· Everything produced is consumed within the unit
· “villages or tribes”
· Economic questions are based on the needs of those in the unit
· Command System
· One central decision  making authority 
· Decisions are based on the goals of the state
· Consumers have limited economic freedom
· Benefit of a command system is equal distribution of income/wealth
· 
· Market System
· Based on the interaction of buyers and sellers
· What to produce? Based on consumer sovereignty (consumers have the power to dictate how resources are used)
· How to produce? Is based on the sellers’ desire to maximize profits
· Who gets how much? Is based on income/wealth
* Every modern economy has elements of both command & market systems. Canada is a mix market economic system  

3. Canada’s Economic Goals
· Economic Growth (GDP)
· Price Stability (Low inflation)
· Full employment
· Equitable distribution of income
· Viable balance of payments (imports vs. exports)
· Reduced Public Debt (gov’t debt)
· Improved Productivity and Efficiency
· Economic Freedom (consumer sovereignty)
· Environmental Stewardship (balance progress with the impact on the environment)
·  *** consumer sovereignty -> consumers have the power to tell companies how to use resources

4. Political Economies
	Criteria
	Communism
	Socialism
	Capitalism
	Fascism

	Type of Gov’t
	Dictatorship
	Democracy
	Democracy
	Dictatorship

	Acquisition and Retention of power
	Force
	Free election
	Free election
	Force

	Electoral Process
	One party
	Multiple Parties
	Multiple Parties
	One party

	Type of Economy
	Command 
	Command
	Market
	Market

	Gov’t Involvement in the economy
	Full control
	Full to High control
	Little control
	Little control as long as all requirements are met

	Ownership of productive resources 
	Government 
	State (with private ownership allowed)
	Private 
	Private

	
Freedom of enterprise
	
Restricted
	
Restricted (less)
	
Yes, open access
	
Open access as long as the needs of the state are met

	Self-interest 
	Collective needs
	Collective needs
	Profit motive
	Profit motive

	Competition 
	No 
	Discouraged
	Yes 
	Yes

	Production Decisions
	Government 
	Central Authority Influenced 
	Consumers / businesses
	Market forces

	Examples
	Cuba 
	Norway
	United States
	Nazi Germany



Unit 2
5. Demand for consumer goods and services
· What is demand? 
D refers to the total of a commodity wanted by consumers
Quantity demanded is the amount demanded at a specific price 
· Demand schedules – the relationship between prices and quantity purchased at each price
· Demand curve – prices on vertical axis, quantity on horizontal axis
· Usually slopes down and to the right

6. Law of Demand
· As prices increase the Qd of a commodity will decrease and vice versa
· Exceptions are “inelastic commodities” 

7. Shift in Demand vs. Change in Quantity Demanded
· Change in Qd/Qs vs. Change in D/S: 
· a change in Qd or Qs results from a change in price 
· results in a shift along a D or S curve
· Factors that change demand 
· Change in consumer preferences 
· Change in income levels
· Change in price of related commodities (competitors [substitutes], complementary) 

8. Supply of goods and services
· S refers to the total amount of a commodity produced 
· Supply schedules – the relationship between prices and the quantity supplied at each price
· Supply curve – usually slopes up and to the right

9.  Shift in Supply vs. Change in Quantity supplied
· Quantity supplied is the amount supplied at a specific price
· a change in Qs results from a change in price
· Which results in a shift along the S curve
· Factors that change supply
· Change in technology 
· Change in resources
· Change in price of factors of production 

10. Equilibrium of Supply and Demand
· The point at which the supply curve intersects the demand curve
· Also known as the market clearing price and quantity
· Whenever D or S changes a new equilibrium will emerge 
· Surplus: when quantity demanded is lower than quantity supplied 
· Producers will decree prices to reach an equilibrium 
       -      Shortage: quantity supplied is lower than quantity demanded
- Consumers will “bid up” prices until equilibrium is reached 

11. Price Elasticity
· Price elasticity of demand
· measures the responsiveness of Qd to a change in P
· inelastic demand -> a P increase results in a smaller proportional decrease in Qd (steeper)
· elastic demand -> an increase in price results in a greater proportional decrease in Qd (flatter)
· Factors that influence demand elasticity
· luxury vs. Necessities 
· necessities -> inelastic
· luxuries -> elastic
· % of budget 
· Small -> inelastic
· Large -> elastic
· # of substitutes 
· More -> elastic
· Fewer -> inelastic
· Length of time since price change 
· Short time -> inelastic
· Long time -> elastic

12. Elasticity of Supply
 – The relationship between a change in price and the a change in quantity demanded
· Slope of supply curves depend on elasticity of commodities
· Two methods to calculate elasticity:
· If % changes are known – ES = % change in QS / % change in P
· If % changes are unknown – ES = (change in QS/change in P) x  (P1 + P2/Q1 + Q2)
· Factors that influence elasticity:
· Time 
· Quick -> elastic
· Long -> inelastic
· Ease of storage
· Easy -> elastic
· Difficult -> inelastic
· Costs of production
· Cheap -> elastic
· Expensive -> inelastic

13. Elasticity and the Slope of Curves 
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14. Income Elasticity 
· measures the responsiveness of Qd to a change in income (Y)
· What will happen to Qd if Y rises?
· Two methods to calculate
· Ey = %     Q/ %    Y
· Ey = (      Q/     Y) x ( y1 + y2 / q1 + q2)		
· Use both positive and negative values for most commodities the Qd increases as Y increases
· Therefore Ey will be positive
· Normal goods -> commodities with a positive Ey
· Inferior goods -> commodities with a negative Ey 

15. Perfect Competition
· ideal market for consumers 	
· all power is on the demand side of the market
· power = price
· 4 conditions of Perfect Competition
· all sellers have identical products
· many sellers; none with a large market share
· all buyers and sellers have full mkt. Info
· productive resources are mobile
*perfectly competitive markets have very elastic (flat) demand curves 

16.  Imperfect Competition
· Monopoly: one firm producing a  commodity for which there are no substitutes 
· ideal markets for producers since they have full price power
· monopolies can be created by:
· gov’t regulations
· mergers and acquisitions
· costs of entry
· control of the resources
* Monopolistic markets will have very inelastic (steep) demand curves

· Oligopoly : a few dominant companies who control most of the market
· Many smaller firms “fighting for scraps”
· Power is shared between producers and consumers
· The dominant firms must be aware of each other
· Consumers do have the power to choose one of the smaller firms 

17.  Government Intervention in Markets
       1. Price Ceilings
· gov’t sets a maximum price on a commodity 
· causes: shortage
· potential problems: black market activity and reduced product quality 

2. Price Floors 
· gov’t sets a minimum price on a commodity (agriculture) 
· Causes: surplus
· Potential problems: how to dispose of surplus? And higher prices for consumers

3. Subsidies 
· Gov’t grants to help a struggling company or industry 
· Shift to the left in supply curve (prices go down quantity goes up) 
· Lower prices for consumers and a higher revenue for producers
· Potential problems: higher taxes/greater public debt and keeps inefficient companies in business

4. Quotas 
· Gov’t restrictions on the quantities of commodities that can be sold 
· Supply curve shifts to the right then “hits a wall”
· Potential problems: less production and higher prices
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18. Gross Domestic Product 
· Measure of economic output for the entire country (national income)
· Measures actual output of all goods and services
· GDP= C + I + G + (x-m) 
· C- consumption spending by households
· I- business investment (spending)
· G- gov’t spending (exclude all transfer payments)
· X-m – net exports
· The major limitation being that all spending is considered good (doesn’t take into account social impact) 
· GNP: gross national product (used by USA) 
· The difference between GDP and GNP is the following 
· GDP counts foreign- owned businesses that operate domestically but doesn’t count domestic that operate abroad
· GNP work the opposite way
· GDP is usually positive when compared to the previous quarter: Recession occurs when there are 2 or more consecutive quarters in a row

19. Inflation and Price Stability
· Inflation represents a rise in the average price level of goods and services -> deflation occurs when prices are falling
·  Problems with inflation:	
· Purchasing power is reduced especially for those on fixed incomes
· Foreign trade position can be weakened if Canada’s inflation rates are higher than our trading partners
· Inflation hurts either borrowers or lenders of money depending on the relationship between inflation and interest rates
· Causes and Types of Inflation
· Demand -> Pull inflation
· Results from excess demand 
· Consumers pull up prices
· Cost -> Push inflation
· Increases to production costs lead to higher prices
· Can lead to the “ Wage – Price Spiral” 
· Higher wages lead to higher prices which necessitates higher wages

20. Consumer Price Index (CPI) 
· Is the measures of inflation in Canada 
· Measures changes in purchasing power of a typical Canadian Family 
· Sorts goods and services into bundles and weights then to represent an average family
· The magic number for CPI is 100 (base year is 100) 
· The current CPI represents  the % change from the base year

21. Calculating Price Indices 
· Current: measures the value of all production  (price level x output) 
· Real GDP: takes inflation into account using the CPI therefore isolates real increases in production  (Current GDP x 100/ CPI)
·  CPI = {(Current Price – Base year Price / Base year price) x 100} + 100

22. Unemployment Rate 
· Based on a survey of 48 000 households 
· Employed ppl are: 
· Worked for one hour as a paid employee
· Were self employed
· Were temporarily absent from their job 
· Unemployed ppl are: 
· Those who were not employed; and
· Are actively looking for work
· The labour force is the total of the employed and unemployed 
· Unemployment rate= unemployed/ labour force x 100
· Participation rate = labour force / population 
· Problems with unemployment rate; 
· Exclusions:  ppl who are not counted as part of the labour force
· Mismatching: ppl can’t find work for which they are trained, or the vacancies that exist don’t match the ppl that are unemployed (skills) 
· Underemployment: ppl that are working less than they would like 
· Duration: the rate doesn’t take into account the length of time a person has been unemployed 

23. Types of Unemployment
· Inadequate Demand Unemployment 
· Ppl are laid off due to decreases in demand for the g/s they produce
· Often called cyclical unemployment since it mirrors the business cycle
· Structural Unemployment
· Results from a structural change in an industry (technology, mergers) 
· Most serious type
· Longest lasting
· Seasonal Unemployment
· Caused by seasonal fluctuations of some jobs
· Especially prevalent in Canada, due to large weather changes and the prevalence of resources based jobs
· Frictional Unemployment
· Ppl who leave their jobs voluntarily in search of something better
· Tends to be highest in good economic times 






24. Distribution of Income 
· The most common way to assess income distribution is a Lorenz Curve
· Based on splitting Cdn. Households into 5 income groups (quintiles)

[image: http://content.answers.com/main/content/img/oxford/Oxford_Geography/0198606737.lorenz-curve.1.jpg]

25. Propensities to Consume and Save
· Average Propensity to Consume (APC) 
· Ratio of consumption to disposable income APC = C/DI
· Average Propensity to Save (APS) 
· Ratio of saving to disposable income APS = S/DI 
· APC + APS = 1
· Marginal Propensity to Consume (MPC) 
· Proportion of any new disposable income used for spending 
· MPC = change in C/ change in DI 
· Marginal Propensity to Save
· Proportion of any new disposable income used for saving
· MPS= change in S/ change in DI 
· MPC + MPS = 1
· Assumption can be made that MPC will decline and MPS will rise as DI increases



26. Aggregate Demand and Supply
· Demand represents spending by all sectors in the economy 
· C + I + G + (x-m) 
· If spending changes by any of the sectors the AD curve will shift 
· Supply represents  the sum of all individual S curves in the economy 
· The same factors that move an individual S curve will shift as an AS curve
· Price level vs Real GDP 
· Aggregate Supply will reach a max an go straight up 

Price level 						red: aggregate supply/ blue: aggregate demand
	PLe					Fe: full employment point nothing else can be supplied
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27. Equilibrium GDP
· Achieved when AD = AS
· If AD > AS:
· Inventories are sold out 
· More employees hired to produce more
· Therefore income rises and spending rises
· Therefore RGDP increases
· If AS> AD 
· Inventories will accumulate 
· Employees will be laid off 
· Therefore incomes fall and spending decreases
· Therefore RGDP decreases

28. Paradox of Thrift 
· As an economy if ppl attempt to increase their level of saving their ability to save will actually decrease 
· If consumers save more consumption decreases
· Therefore AD will shift left
· Therefore RGDP will fall
· Therefore fewer jobs and lower incomes
· Therefore MPS will decrease and MPC will increase since more money is needed for necessities

29. The Multipliers
· Any change in consumers spending will cause a chain reaction of more spending
· Therefore the effect on a country’s GDP will be larger than the initial change in consumer spending
· Two ways to increase consumer spending: 
· Increases gov’t spending to create jobs 
· Decrease taxes
· The impact on GDP can be determined by looking at : 
· The change in gov’t spending or taxes
· The country’s MPC 
· The expenditures multiplier: 
· Change in GDP = change in G x (1/ 1-MPC) 
· Taxes Multiplier
· Change in GDP = - [ change in T x (MPC/ 1-MPC)] 
· Balanced Budget Multiplier
· This is a special case of the multiplier effect where an equal change in gov’t spending and taxes results in an equal change in GDP 

30. The Underground Economy
· Includes both legal and illegal activities that produce income but is not reported to the tax authorities
· Ex. Drugs, alcohol smuggling, under the table work etc
· Causes: taxation, gov’t regulation, incidence of self-employment, earlier retirement etc
· Size: 12 – 16 % or 160 billion dollars 
· Giles/ Tedds GDP Approach: 
· Used a multiple indicators multiple causes approach which allows them to look at indirect information including variables that influence the underground economy as well as its size. They draw on multiple sources of information which allows them to better assess the increase
· Currency- Ratio Approach: 
· Assumes cash is the sole medium of exchange in the underground economy thereby allowing them to measure changes in the demand for cash to generate estimates of the growth of the hidden activity 



Unit 4 and 5 
31. Levels of Government 
· Federal: 
· Personal and corporate income tax
· Excise and sales taxes (excise -> on a specific product/ sales-> on broad categories of g/s)
· Tariffs and customs duties (taxes levied on imports)
· Provincial: 
· Personal and corporate income tax 
· Excise and sales taxes
· License fees
· Municipal:
· Property

32. Debt vs. Deficit 
· Debt represents the running total of money 
· Deficit (or surplus) represents a 1 year budget 
· For the past 10 years Canada was running surpluses of $10-$13 billion however now we are running a 50B dollar deficit

33. The Public Debt
· Canada’s public debt is approximately $519 billion 
· Consolidated across all levels of government
· Debt peaked in ’98 at $579 B which was approximately $19000 per citizen
· From  ’98 to ’99 debt declined to $462 B
· Massive amounts of gov’t stimulus spending has caused an increase in debt in ’09-‘10
· Forecast is for debt to peak at $542 B in ’12-‘13
· Debt is owed to primarily Canadian citizens 
· When the gov’t needs to raise money it sells bonds
· Only 4% of bonds are foreign-held 

34. Types of Budgets
· Annually Balanced Budget
· Gov`t will balance spending and revenues over the course of a year
· Cyclically balanced budget 
· Budget will be balanced over a number of years (length of business cycle)
· Deficits when the economy is struggling
· Surpluses when the economy is booming
· Functional Finance
· Running a deficit or a surplus each year to deal with major economic problems
· The resulting deficit or surplus is secondary to solving the problems
35. Taxation in Canada
· Direct: levied on an individual or business
· Indirect: levied on goods and service- person paying isn’t identified until purchase
· Revenue: Income taxes- 39.2%		
· Sales taxes- 16.9%
· CPP- 12.4%
· Property tax- 8.7%

36. Taxation Principles
· A series of criteria that a gov’t will examine when changing taxes
· Tax equity: is the tax fair? Fairness can be examined in three ways
· Equal treatment- ppl pay the same tax rate 
· Leads to a proportional (flat tax) system 
· Ability to pay: ppl with greater ability to pay will pay higher rates
· Leads to progressive tax system 
· Benefits Received: those who receive the most gov’t benefits pay the highest rates 
· leads to a regressive tax system 
· Neutrality:  
· Taxes should have a neutral effect of private businesses or industries
· Unless the intent is to impact a specific business or industry 
· Consistency:
· taxes should be consistent with the current economic times 
· Efficiency:
· Relates to the administration of the tax
· Should be easy to calculate
· Should be easy to collect
· Should be easy to enforce

37. Types of Tax systems 
· Progressive: those with higher incomes pay higher tax rates
· Proportional: Everyone regardless of income level pays the same tax rate
· Regressive: those who receive the most government benefits pay the highest rates (works out that everyone pays the same amount of taxes) 

38. Inflation Unemployment Trade-Off 
· When one problem is attacked the other problem worsens
· This trade-off can be shown using a Phillips Curve (scatter point) 
· Stagflation- both inflation and unemployment are high at the same time 

39. Fiscal Policy – government’s spending and taxation programs 
· Automatic Stabilizers: programs already in place that attempt to regulate the economy (ex. Unemployment compensation and Income taxes) 
· Discretionary Stabilizers: on and off programs to change levels of spending and taxes 
· To expand the economy: 
· Increase spending 
· Decrease taxes
· In both cases the fiscal policy will lead to increased demand, increased spending, increased jobs and incomes
· To Contract the economy: 
· Increase taxes
· Decrease spending 
· Fiscal policy is used primarily to combat inflation and unemployment, when inflation is high – contract, when unemployment is high- expand. 

Change in GDP = change in G x (1/ 1-MPC) 
Change in GDP = - [change in taxes (MPC/ 1-MPC) 

40. Limitations of Fiscal Policy
· Time Lags 
· Recognition lag: the time it takes to recognize the problem 
· Decision Lag: the time it takes to decide on a course of action 
· Implementation lag: the time between the action and its effects
· Inflation – Unemployment trade-off
· Debt Increases: corrections to unemployment leads to more public debt
· Regional vs National Effects: what’s good for the country as a whole may be bad for a specific region or vice-versa

41. Supply Side Economics
· Policies that focus on the supply side rather than the demand of fiscal policies
· Combination of 1) Corporate tax cuts and 2) Gov’t Deregulation
Corporate Tax cut + Gov’t Deregulation  Lower costs  Better technology (R&D modernization)  Increased Ability to Produce  More workers and lower prices
· Proponents of supply-side economics believe that the inflation- unemployment trade-off is lessened with this approach
· Downside to Supply-side economics
· No/few restrictions of businesses (power for corporations)
· Potential for income disparity 
· Shift tax burden from businesses to households 
· Service cuts and negative societal impact 
42. Bank of Canada 
· Creation in 1934 as a result of the Great Depression 
· BOC is not a gov’t ministry: intent is to keep it unbiased from politics 
· Governor of the BOC has a 7 year term 
· The federal gov’t has a veto over any BOC decision in reality the BOC and the Ministry of Finance work closely to avoid the veto 
Two Roles of the BOC
· Gov’ts Bank 
· Hold gov’t deposits 
· Provides economic advice
· Issues and redeems gov’t bonds
· Bank’s Bank 
· Chartered bank’s deposits
· Set the Bank Rate (leading interest rate for the chartered banks) 

43. Creation/ Destruction of Money 
· Refers to the money supply
· Theoretically money gets created due to the Multiplier effect
· With the money supply and the banking system the multiplier effect is in the form of loans
· When a bank deposit is made, the bank keeps a small % in their vault (reserves) 
· The remainder is loaned out to other customers (excess reserves) 
· Every loan stars a chain reaction of loans of lesser value  
· Money Multiplier: Excess Reserves from 1st deposit/ Reserve Ratio 
How is money destroyed?
· When a withdrawal is demanded, banks will have to pull from other accounts to make up for the shortfall since money has been loaned out
· Banks will therefore need to reduce loans to make up shortfalls 
· Increasing reserve ratio
· Tightening credit
· Calling in loans
· All will have the effect of reducing the money supply

44. Monetary Policy 
· Money supply is dependent on deposits and loans 
· Basic Monetary Policies 
· Change the bank rate 
· Bank rate is the interest rate the BOC charges to the chartered banks 
· The Prime rate therefore follows the bank rate
· This is the rate consumers pay to the chartered banks
· Easy Money Policy: decrease the bank rate therefore lower interest rates and ppl are more likely to take out loans
· Tight Money Policy: increase to bank rate therefore higher interest rates and less ppl taking out loans
· Open Market Operations	
· Buying and selling bonds
· To expand the economy: the BOC will buy bonds from investors which creates money for investors which leads to deposits and loans
· To contract the economy: The BOC will sell bonds which creates withdrawals to pay for bonds so fewer loans 
· Alternate Approaches: 
· Direct Investment by gov’t/BOC
· Buying an equity stake in struggling companies 
· Trade involving debt for ownership 
· Buying up “toxic assets” on banks’ balance sheets
· Assuming ownership of bad loans 
· Moral Suasion
· Gov’t appeals to the chartered banks to act in the best interest of the country rather than for a profit motive

45. Limitations of Monetary Policy 
· Location of Effects
· The branch banking system and the BOC means all monetary policy is national 
· Can’t be targeted to a specific region 
· Timing of Effects 
· Time lags exist although they are shorter then with fiscal policy
· Asymmetry of Effects
· Contraction can be forced but expansion can only be encouraged
· Loan applications can be denied but you can’t force someone to take out a loan






46. Theoretical Benefits of Free trade Increased consumer satisfaction
Consumers: increased product variety and quality 
Cheaper prices




Freer World Trade 


Peaceful Relations 
Increased Interdependance	


Higher Standard of Living 


Higher Productivity and Efficiency 
Mutual benefit for trading nations 
Economies of scale 
Increased specialization
Companies: increased competition












47. Absolute Advantage 
· Two assumptions 1) two countries are considered 2) two commodities are produced 
· Compares production of goods between 2 countries 
· Determines which country can produce more efficiently 
Labour Units required 					Opportunity Costs 
	
	                Bacon
	Hotwheels             Bacon
	Hotwheels 

	Canada
	4
	3                            4/3 hw
	¾ bacon

	Bangladesh
	8
	4                               2 hw
	½ bacon



· Canada is two times more efficient at producing bacon (8/4) 
· Canada is 4/3 times more efficient at producing hot wheels 
· This gives Canada the absolute advantage over Bangladesh (whichever country can produce a specific good with the fewest labour units has an absolute advantage) 

48. Comparative Advantage 
· Examines the opportunity costs of producing two goods within the same country (determines specialization and trade)
· Opportunity costs are calculated for each country involved and then costs are compared (for every unit of one good produced an amount of another good must be given up)
 
· In the above example it costs Canada 1.25 dollars to produce bacon but in Bangladesh it costs 2 dollars this makes Canada relatively more efficient at producing bacon. 
· It costs Canada .75 cents to produce hotwheels and Bangladesh .5 cents to produce them therefore Bangladesh is relatively more efficient at producing hotwheels.

· Countries will be relatively more efficient at producing goods with lower opportunity costs than other countries
· Countries will specialize and trade in goods in which they have a comparative advantage 
· If OC ratios are equal between countries neither is relatively more efficient and there is no benefit to trade

49. Reasons for Trade Restrictions 
· Political Motives 
· Negative impact on countries considered to be “threats” 
· Protection of Domestic Industries 
· Making imports more expensive should benefit domestic businesses 
· Therefore keeping jobs 
· Increased Gov’t Revenue 
· Way for gov’t to generate revenue without taking its own citizens 
· Retaliation 
· Tariffs are often imposed as revenge on another country who has restricted them 

· Balance of Payments
· Tariffs can be used to reduce the flow of imports if a country is experiencing aa significant trade deficit 

50. Barriers to exports 
· Export duties: taxes levied on exports, often used on resource based commodities to keep them in Canada
· Sanction/Embargo: preventing exports to a certain country for political reasons 

51. Barriers to Imports 
· Tariffs: tax levied on imports 
· Ad valorem tariff: tax as a % of the price of a good 
· Specific tariff: specific amount to be paid on each unit 
· License fee: license is purchased granting permission to import 
· Quotas: limitations on the quantity of a good that may be imported may be by year, month, dollar amount etc. 
Tariff: 						Quota: 
     

52. Balance of International Payments 
· A record of all transactions between residents of Canada and Cdn. Businesses and residents of foreign countries and foreign businesses 
· Mainstreaming a “viable” valance is one of Canada’s stated economics goals 
· Viable means strengthening our economic position y having more inflows (receipts) than outflows( payments) 
· However a large surplus can lead to inflation 
Balance of Payment Accounts 
1) Current Account
· Goods
· Services 
· Investment income (dividend/interest) 
· Transfers 
2) Capital and Financial Account 
· Capital: Canadian/foreign direct investment 
· Financial: Investments made in stocks and bonds 


· Official International Reserves is used to balance the current and capital and financial accounts 
· Inflows > outflows -> increase OIR 
· Inflows < outflows -> decrease OIR 
· Traditionally Canada has run a sizable surplus on the current account and a smaller deficit on the C and F account 
· Overall usually leads to an increase in OIR 

53. Foreign exchange rate 
· International trade law dictates that when goods are sold between countries payment must be made in the currency of the seller 
· Currency markets exist where large volumes of different currencies are bought and sold
· Therefore the “price” of currencies is largely driven by demand for them on the currency markets 
· Demand for Canadian dollar is high when: 
· Demand for Cdn. Exports is high since Cdn. Currency is required to complete the export transactions 
· Demand is high for Canadian investments (stocks, bonds etc) 
· There is a high level of foreign direct investment in Canada 
· Ways to influence exchange rates
· Protectionist policies that reduce direct investment (decrease) 
· Incentives (e.g. Subsidies) to encourage foreign direct investment (increase) 
· Issue bonds at varying rates to either increase or decrease demand for them (increase or decrease) 
· Tariffs or exports duties to impact demand for imports/exports (increase or decrease) 
· BOC can buy and sell large volumes of Cdn. And foreign currencies (increase or decrease) 
· Ex. Gov’t want the demand for Cdn dollars relative to US dollars so sell Cdn to buy American  

54. Fixed vs. Floating exchange rates 
· Floating Exchange rate 
· Currency value fluctuates based on conditions in the currency markets 
· Advantage is that countries are not bound economically to one another 
· Another advantage is that control banks don’t need to keep large reserves of foreign currencies 
· Fixed Exchange rate 
· 2 countries agree on an exchange rate and work to maintain that rate 
· Facilitated by the constant buying and selling of currencies by central banks 
· Last time Canada had a fixed exchange rate was ’62 – ’70 (.925 US) 

55. Hiring Decisions 
 One of firms most important decisions is to find its optimum number of workers. 
 Diminishing returns factors into labour as well
- Companies will look at the marginal product of each worker (MP)
 MP is the amount of output generated by each additional worker 
	# OF WORKERS
	OUTPUT
	MP
	VMP
P = $20
	WAGE RATE
$100/DAY

	0
	-
	-
	-
	$100

	1
	5
	5
	100
	$100

	2
	13
	8
	160
	$100

	3
	22
	9
	180
	$100

	4
	30
	8
	160
	$100

	5
	37
	7
	140
	$100

	6
	43
	6
	120
	$100

	7
	48
	5
	100
	$100

	8
	52
	4
	80
	$100

	9
	54
	2
	40
	$100

	10
	55
	1
	20
	$100



 Actual hiring decisions depends on value of marginal product (VMP) and the wage workers are paid.
 VMP = MP x Selling Price of Output 
* Hiring will occur as long as VMP exceeds wage rate 
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