Chapter 14
	aggregate-demand curve
	a curve that shows the quantity of goods and services that households, firms, and the government want to buy at each price level p. 330

	aggregate-supply curve
	a curve that shows the quantity of goods and services that firms choose to produce and sell at each price level p. 330

	depression
	a severe recession p. 325

	model of aggregate demand and aggregate supply
	the model that most economists use to explain short-run fluctuations in economic activity around its long-run trend p. 330

	natural rate of output
	the production of goods and services that an economy achieves in the long run when unemployment is at its normal rate p. 329

	recession
	a period of declining real incomes and rising unemployment p. 325

	stagflation
	a period of falling output and rising prices p. 356


-business cycle = fluctuations in the economy
-Most economists believe that classical theory describes the world in the long run, but not in the short run. 

Why does the Aggregate-Demand curve slope downward?

-The wealth effect = A decrease in the price level makes consumers wealthier, which in turn encourages them to spend more. The increase in consumer spending means a larger quantity of goods and services demanded. Conversely, an increase in the price level reduces the real value of money, in turn reducing wealth, consumer spending, and the quantity of goods and services demanded. 

-The Interest rate effect = A lower price level reduces the interest rate, encourages greater spending on investment goods, and thereby increases the quantity of goods and services demanded. Conversely, a higher price level raises the interest rate, discourages investment spending, and decreases the quantity of goods and services demanded. 
-The real exchange-rate effect = A fall in the Canadian price level causes the real exchange rate to depreciate, and this depreciation stimulates Canadian net exports and thereby increases the quantity of goods and services demanded. Conversely, an increase in the Canadian price level causes the real exchange rate to appreciate, and this appreciation reduces Canadian net exports and thereby decreases the quantity of goods and services. 

Why might the Aggregate-Demand curve shift?
-Shifts arising from changes in consumption = An event that makes consumers spend more at a given price level (a tax cut, a stock market boom) shifts the aggregate-demand curve to the right. An event that makes consumers spend less at a given price level (a tax hike, a stock market decline) shifts the aggregate- demand curve to the left.

-Shifts arising from changes in investment = An event that makes firms invest more at a given price level (optimism about future, a fall in interest rates due to an increase in the money supply) shifts the aggregate-demand curve to the right. An even that makes firms invest less at a given price level (pessimism about the future, a rise in interest rates due to a decrease in the money supply) shifts the aggregate-demand curve to the left.

-Shifts arising from changes in government purchases = An increase in government purchases of goods and services (greater spending on defence or highway construction) shifts the aggregate-demand curve to the right. A decrease in government purchases of goods and services (a cutback in defence or highway spending) shifts the aggregate-demand curve to the left. 

-Shifts arising form changes in net exports = An event that raises spending on net exports at a given price level (a boom experienced by a major trading partner, an exchange-rate depreciation) shifts the aggregate-demand curve to the right. An event that reduces spending on net exports at a given price level (a recession experienced by a major trading partner, an exchange-rate appreciation) shifts the aggregate-demand curve to the left.
-In the long run, the aggregate-supply curve is vertical, whereas in the short run, the aggregate-supply curve is upward sloping. 

Why the Aggregate-supply curve is vertical in the long run?

-In the long run, an economy’s production of goods and services (its real GDP) depends on its supplies of labour, capital, and natural resources and on the available technology used to turn these factors of production into goods and services.

Why the long-run aggregate-supply curve might shift?

-Shifts arising from changes in labour = An increase in the quantity of labour available (perhaps due to a fall in the natural rate of unemployment) shifts the aggregate-supply curve to the right. A decrease in the quantity of labour available (perhaps due to a rise in the natural rate of unemployment) shifts the aggregate-supply curve to the left.

-Shifts arising from changes in capital = an increase in physical or human capital shifts the aggregate-supply curve to the right. A decrease in physical or human capital shifts the aggregate-supply curve to the left. 

-Shifts arising from changes in natural resources = An increase in the availability of natural resources shifts the aggregate-supply curve to the right. A decrease in the availability of natural resources shifts the aggregate-supply curve to the left. 

-Shifts in arising from changes in technology = An advance in technological knowledge shifts the aggregate-supply curve to the right. A decrease in the available technology (perhaps due to government regulation) shifts the aggregate-supply to the left.
-Shifts arising from changes in the expected price level = A decrease in the expected price level shifts the short-run aggregate-supply curve to the right. An increase in the expected price level shifts the short-run aggregate-supply curve to the left.

Why does the short-run aggregate-supply curve slope upward?

-The sticky-wage theory = An unexpectedly low price level raises the real wage, which causes firms to hire fewer workers and produce smaller quantity of goods and services.

-The sticky-price theory = An unexpectedly low price level leaves some firms with higher-than-desired prices, which depresses their sales and leads them to cut back production.

-The misperceptions theory = An unexpectedly low price level leads some suppliers to think their relative prices have fallen, which induces a fall in production.
Shifts in aggregate-demand:
1. In the short run, shifts in aggregate demand cause fluctuations in the economy’s output of goods and services.

2. In the long run, shifts in aggregate demand affect the overall price level but do not affect output.

3. Policy makers who influence aggregate demand can potentially mitigate the severity of economic fluctuations. 
Shifts in aggregate-supply:

1. Shifts in aggregate supply can cause stagflation – a combination of recession (falling output) and inflation (rising prices)

2. Policymakers who can influence aggregate demand can potentially mitigate the adverse impact on output, but only at the cost of exacerbating the problem of inflation. 

-e = nominal exchange rate between Canadian dollar and foreign currencies

-P = price index for a Canadian basket of goods and services

-P* = price index for a foreign basket of goods and services

Real exchange rate = (e x P) / P*

Chapter 15

	automatic stabilizers
	changes in fiscal policy that stimulate aggregate demand when the economy goes into a recession, without policymakers having to take any deliberate action p. 395

	crowding-out effect on investment
	the offset in aggregate demand that results when expansionary fiscal policy raises the interest rate and thereby reduces investment spending p. 384

	crowding-out effect on net exports
	the offset in aggregate demand that results when expansionary fiscal policy in a small open economy with a flexible exchange rate raises the real exchange rate and thereby reduces net exports p. 388

	fiscal policy
	the setting of the level of government spending and taxation by government policymakers p. 380

	multiplier effect
	the additional shifts in aggregate demand that result when expansionary fiscal policy increases income and thereby increases consumer spending p. 381

	theory of liquidity preference
	Keynes’s theory that the interest rate adjusts to bring money supply and money demand into balance p. 367


-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-produced goods and services. As a result, Canadian net exports rise. 

How does a monetary injection shift the aggregate-demand curve in a closed economy?

1. An increase in money supply causes the interest rate to fall.

2. The fall in the interest rate stimulates investment and consumption of durable goods. The increase in spending increases the demand for money, causing a partial reversal of the fall n the interest rate. 

3. The increase in spending shifts the aggregate-demand curve to the right. 

How does a monetary injection shift the aggregate-demand curve in an open economy?

1. Due to perfect capital mobility, and ignoring differences in default risk and taxes, Canada’s interest rate must equal the world interest rate. We begin with r = r(w).
2. An increase in the money supply causes Canada’s interest rate to fall below r(w).

3. The fall in the interest rate stimulates investment and consumption of durable goods. The increase in spending increases the demand for money, causing a partial reversal of the fall in the interest rate. Canada’s interest rate remains below r(w).

4. With r < r(w), Canadian assets are sold in favour of buying foreign assets. The switch from Canadian to foreign assets requires that dollars be sold in the market for foreign currency exchange. 

5. The fall in the real exchange rate increases net exports, causing the aggregate0demand curve to shift even farther to the right. 

6. This additional stimulus to spending increases the demand for money until r = r(w). 
7. It makes sense for the Bank of Canada to cause a monetary injection only if it allows the exchange rate to be flexible. 

-The Bank of Canada cannot simultaneously choose the size of the money supply and the value of the Canadian dollar.

-When the Bank of Canada increases the money supply, it lowers the interest rate and increases the quantity of goods and services demanded for any given price level, shifting the aggregate-demand curve to the right. Conversely, when the Bank of Canada contracts the money supply, it raises the interest rate and reduces the quantity of goods and services demanded for any given price level, shifting the aggregate-demand curve to the left.

-In a small open economy, a monetary injection by the Bank of Canada causes the dollar to depreciate in value. Because this depreciation of the dollar causes net exports to rise, there is an additional increase in demand for Canadian-produced goods and services that is not realized in a closed economy. 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. 

-MPC = marginal propensity to consume

-Multiplier = 1 + MPC + MPC^2 + MPC^3+….

       = 1 / (1 – MPC)

-Multiplier = 1 / (1 – MPC + MPI)

-Total change in demand = Multiplier x ∆ govt. expenditure (+$5 billion)
-When the government increases its purchases by $5 billion, the aggregate demand for goods and services could rise by more or less than $5 billion, depending on whether the multiplier effect or the crowding-out effect on investment is larger. The multiplier effect by itself makes the shift in aggregate demand greater than $5 billion. The crowding-out effect pushes the aggregate-demand curve in the opposite direction and, if large enough, could result in an aggregate-demand shift of less than 5$ billion 

How does fiscal policy shift the aggregate-demand curve in a closed economy?
1. An increase in government spending shifts the aggregate-demand curve to the right.

2. Increased spending increases money demand, and this increases the interest rate.

3. The rise in the interest rate crowds out investment and reduces somewhat the size of the shift in the aggregate-demand curve.

How does fiscal policy shift the aggregate-demand curve in an open economy with a flexible exchange rate?

1. Due to perfect capital mobility, and ignoring differences in default risk and taxes, Canada’s interest rate must equal the world interest rate. We being with r = r(w).

2. An increase in government spending shifts the aggregate-demand curve to the right.

3. Increased spending increases money demand, and this increases the interest rate.

4. The rise in the interest rate crowds out investment and reduces somewhat the size of the shift in the aggregate-demand curve. Now r > r(w).

5. Canadian assets now pay a higher interest rate than foreign assets. Increased demand for Canadian assets means an increased demand for dollars in the market for foreign-currency exchange. The dollar appreciates.

6. The fall in net exports means a fall in spending, a fall in money demand, and a fall in interest rates until r = r(w). 

7. The fall in net exports means a fall in spending has no lasting influence on the position of the aggregate-demand curve.

8. The increase in government spending has no lasting influence on the position of the aggregate-demand curve. 

How does fiscal policy shift the aggregate-demand curve in an open economy with a fixed exchange rate?

1. Due to perfect capital mobility, and ignoring differences in default risk and taxes, Canada’s interest rate must equal the world interest rate. We being with r = r(w).

2. An increase in government spending shifts the aggregate demand curve to the right.

3. Increased spending increases money demand, and this increases the interest rate.

4. The rise in the interest rate crowds out investment and reduces somewhat the size of the shift in the aggregate-demand curve. Now r > r(w).

5. Canadian assets now pay a higher interest rate than foreign assets. Increased demand for Canadian assets means in increased demand for dollars in the market for foreign-currency exchange. To fix the exchange rate, the Bank of Canada increases the supply of dollars traded in the market for foreign-currency exchange by purchasing foreign currency. 
6. The purchase of foreign currency by the Bank of Canada causes the money supply to increase, and this causes the interest rate to fall until r = r(w).

7. The increase in the money supply shifts the aggregate-demand curve even farther to the right.
