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Macro chapter 4 - Economic Activity & Performance 

GDP

- final goods count, not intermediate goods 
Produced: something that has to be created 

Shares and bonds do not count in GDP

GDP: in a region (Canada)

GNP:
Gross National Product 
Goods and services produced by region’s citizens over a given time 

Canadian GNP: PASSPORT

GDP: Geography 
GNP: citizenship 

People who do things themselves, this is not good for the economy because nothing is being produced. 

TO CALCULATE GDP (3 WAYS)
EXPENDITURE 
INCOME 
OUTPUT (VALUE ADDED)

1. Expenditure (Spending)

C = individual spends 
I = gross capital investment (goods and services by firms) (individual purchase of housing) (anything more than a car $)
G = government (Canadian) (all level of government)
X = exports
M = imports 

GDP = C + I + G + (X – M)  Net exports = 0 (means imports and exports are the same) 

Net exports in Canada is roughly at 0. It usually stays between 5 and -5

We sell a lot and buy a lot around the world, that is why it stays at 0

Used Goods: Do not count in GDP (nothing was produced, it was just transferred) 

2. Income (How much did you earn)
Wages & Salaries 
Self-Employed is a different category (non incorporated) (non farm)

· Farm Income
· Corporate Profits (Business Income)
· Government (indirect taxes) Sales taxes act as their income 
· Investment income (rent)
· Depreciation (CCA = capital consumption action) (accounting trick assets lose value)

Net Investment = C + I + G + (X - M)
             [________]
         dep’n 

3. Output (Value added  How much did you create)
Difference what you sell a product for and what its value is. 


Macroeconomics studies the national economy as a system. It starts with carefully developed measures of the economy’s total output of goods and services, and expenditures on current output by households, businesses, national governments, and residents of other countries. Expenditures generate incomes for households and businesses and, through taxation, revenues for governments. Money, banking, financial markets, and foreign exchange markets play key roles in financing these expenditure flows. Macroeconomics explains the ways in which different parts of the economy interact to determine outputs, incomes, prices, and employment in the whole economy. 
            
Three main indicators of Macroeconomics activity and performance
- output 
- price
- employment 

Output (production): a measure of the total quantity of goods and services produced in the economy 

Price (or price level): the weighted average of the market prices of all finals goods and services produced

Employment: a measure of the number of jobs involved in the production of goods and services, or, in more refined terms, the number of hours of labor input required to produce the economy’s output

Real gross domestic product (real GDP): measures output and income
· Real GDP is the quantity of final goods and services produced in the economy in a specific time period, say, one year, measured in the market prices of a base year, 2002, for example
· As a result, real GDP is also the real income in the economy and the quantity of goods and services the economy can afford to buy

Economic growth:  an increase in real GDP
Rate of economic growth: the annual percentage change in real GDP

Rate of growth of real GDP in 2011
$1,360 - $1,325
= ____________________________   X 100 = 2.6%
     $1,325

Price Level: the economy is a measure of the weighted average of prices of a wide variety of goods and services 

Price Index: constructed and used to provide a measure of prices in one year compared with prices in a base year. 

Consumer Price Index (CPI): compares the cost of a fixed basket of goods and services bought by the typical household at a specific time with the cost of that same basket of goods and services in the base year. 

Nominal & Real GDP

	
	HOT DOGS
	HAMS

	2011
	10 @ 2$
	20 @ 5$

	2012
	12 @ 1.50$
	15 @ 6$



                                     GDP              NGDP              RGDP
2011                             120$              120$         120$
2012                             108$              108$                99$

Nominal = $
Base year  reference point … always given 

GDP Deflator 
Nominal GDP
--------------- X 100
  Real GDP 

Growth rate for anything = New – old
                                       ------------- X 100
                                            old 
GDP Shrink: Recession 
GDP Growth: Boom/Expansion 

Inflation: defined as a persistent rise in the general price level as indicated by these increases in the change, as a percentage, in the price level

Inflation Rate = CPI 2011- CPI 2012
          -------------------------    X 100 
                 CPI 2010

Inflation means you need to pick a 
STEP 1: Base Year
STEP 2: Basket of goods and services (what the consumer buys… rents, tuition)
STEP 3: What will this basket cost me every year 

Base Year = 2011
Basket      = 20 Hams 10 Hot Dogs
Cost         = $120

Base Year  = 2012
Basket      = 15 Hams 12 Hot Dogs
Cost          = $135

STEP 4: Divide every number by base year 
Then, multiply by 100

$120/$120 X 100 = 100          CONSUMER PRICE INDEX
$135/$120 X 100 = 112.5       

Lenders like deflation 
Borrowers like inflation


Employment: defined as the number of adults (15 years of age and older) employed full-time and part-time and self-employed

Unemployment: those not working but available for and seeking work
· have to be out of work 
· looking for work 
· over the age of 15
· able to work (legally)
· willing to work

Labor Force: those adults who are employed plus those not employment but actively looking for jobs 

Participation Rate: the proportion of the surveyed population that is either working or unemployed. The participation rate changes as people become more optimistic about finding employment or discouraged by periods without employment

Participation Rate = Labor force 
                             --------------       X 100
                          population over 15

Unemployment Rate: the number of unemployed persons as a percentage of the labor force. 
The unemployment will rise if people become more optimistic about job prospects and begin to look for work, increasing the participation rate and the labor force. Unemployment rate will decline if some people become discouraged and give up looking for work, reducing the participation rate and the labor force. 

Unemployment Rate = Labor force – employment 
                                  ----------------------------  X 100
                                     labor force 

4 categories of UNEMPLOYMENT
· Frictional unemployment (unemployed because you’re between jobs)
· Structural unemployment (skills that employer does not want)
· Seasonal unemployment (time of the year ex: contracts)
· Cyclical unemployment (business cycle  not season of the year)

Cyclical unemployment: unemployment that would be eliminated by a higher level of economic activity without putting increased pressure on wage rates and inflation. 

Frictional unemployment: comes from the dynamics of the labor marker as changing labor force participation and employment opportunities means that it takes time to match job openings with job candidates. 

Structural unemployment: caused by changes in economic structure relative to labor characteristic 

Natural unemployment rate: the unemployment rate at a “full employment”
· Frictional people 
· Structural people 

CIRCULAR FLOW DIAGRAM (12)

4 WAYS TO MEASURE ECONOMICS ACTIVITY 
1. The output of goods and services at market prices
2. The total expenditure on goods and services at market prices 
3. The inputs to the production of goods and services costed at market prices
4. The incomes received by households for providing factor inputs to production

Market Value of Output = Total Expenditure = Market Value of factor services = Household income 

Chapter 5 – Output, Business Cycles, Growth & Employment 

3 Things why AD SLOPES DOWN
· Interest rate effect 
· Substitution effect (Net Export effect)
· Wealth effect 

If interest rates go up, consumers spend less money 
Sub effect (Net Export effect)
If prices go up, Canadian dollar goes down 
If it goes up, it will reduce expenditure 
Wealth effect – purchasing power goes down when prices go up you spend less, therefore spending goes down 

Price Level with Shift AD (Aggregate Demand)
Increase job security = AD goes to the right (increase)

INPUTS: 
· Land 
· Labor 
· HUM – CAP
· PHS – CAP
· TECH
· PRODUCTIVITY

Misperception Theory: assume expert is correct

Shift AS
1. Change in input price (left)
2. Change in inputs (right)
Example: if prices or labor change, it will move to the left (decrease)

Spending: Demand (AD)
Production: Supply (AS)

Short-run: assuming a specific set of conditions in the economy:
· There are constant prices for factors of production, especially money wage rates for labor 
· The supply of labor, the stock of capital, and the state of technology are fixed 
· The money supply is also fixed 

Aggregate Demand and Aggregate Supply model is such an analytical framework. It helps us understand the conditions that determine output and prices, and changes in output and prices over time

Aggregate Demand: the relationship between aggregate expenditure on final goods and services and the general price level 

Aggregate Supply: the relationship between the output of goods and services produced by business and the general price level

Aggregate Demand (AD): (C + I + G + X – IM)

Aggregate Supply (AS): the output of final goods and services business produces at different price levels when other conditions are constant

AD and AS together determine EQUILIBRIUM REAL GDP and the general price level 

Equilibrium real GDP:  AD = AS, planned expenditure equals current output and provides business revenues that cover costs including expected profit. 

Natural unemployment rate:  the unemployment rate that corresponds to potential GDP. Today, Canadian potential output means an unemployment rate of about 6 to 7 percent. This is usually called the “natural unemployment rate”. 

Potential Output: the real GDP the economy can produce on a sustained basis with current labor force, capital and technology without generating inflationary pressure on prices. Potential output is real GDP when all markets are in equilibrium. 

Fluctuations in AD and AS cause business cycles in real GDP and employment. Unemployment rises when output growth is less than the growth of real GDP are described as business cycles in economic activity. 

Business Cycles: short-term fluctuations of actual real GDP
Output Gap = Y –Yp

Inflationary gap: a measure of the amount by which actual GDP is greater than potential GDP (High growth rates in the BOOM phase of the cycle create positive output gaps, which are called inflationary gaps because they put pressure on costs and prices. Inflationary gaps reduce standards of living in more subtle ways. They push up the price level, raising the cost of living. But the rise in the cost of living affects different people in different ways. Those on fixed money incomes suffer a reduction in their standards of living. People holding their wealth in fixed price financial assets like bank deposits and bonds suffer a loss in their real wealth. On the other hand, inflation reduces the real value of debt, whether it is mortgage debt used to finance the purchase of a house, or a student loan used to finance education. 

Recessionary gap: a measure of the amount by which actual GDP is less than potential GDP (Low or negative growth rats that result in negative output gaps and rising unemployment rate)

HIGH UNEMPLOYMENT LOWERS WAGE RATES AND COSTS. AS SHIFTS DOWN

LOW UNEMPLOYMENT RAISES WAGE RATES AND COSTS. AS SHIFTS UP

Chapter 6 – Aggregate Expenditure & Aggregate Demand 

Short-run model has a number of crucial properties:
· all prices and wages are fixed at a given level
· all these prices and wages, businesses produce the output that is demanded and labor accepts opportunities to work 
money supply, interest rates and foreign exchange rates are fixed because at this stage we ignore the financial sector

Aggregate expenditure: the sum of planned consumption expenditure by households, investment expenditure by business, and expenditure by residents of other countries on exports of domestic output, minus the imports contained in all these planned expenditures on goods and services

AE = C + I + G + X – M

  Y = GDP by income approach 
  T = Taxes
 Yd= Disposable income 

Y – T = Yd = C + S
T = To + Ty x Y

To = autonomous 

Property taxes have nothing to do with your income (form of autonomous)

Marginal propensity to taxes  (additional)

T = To + Ty x Y   ,   0 < Ty < 1

	          T
	       Y

	         50
	      100

	        70
	      200


Additional 20     Additional 100

   Ty = 0.2         To= 30 (subtract)

C = Co + Cy x Yd

Co = autonomous consumption 

       0 < Cy < 1

S = Co + (1 – Cy) Yd

Marginal propensity to SAVE


	       Yd
	      C
	     S

	     100
	     100
	     0

	     200
	     160
	    40



Cy = 0.6
Subtracting 
Co= 40

                                       Self-check 

I = Io                          Io = autonomous investment 
                                  Io = exogenous (from outside)

G = Go       autonomous 
X = Xo       autonomous exports 


	Yd
	C
	S
	I
	G
	X

	100
	100
	0
	20
	30
	40

	200
	160
	40
	20
	30
	40


Exogenous              
stays the same 

M = Mo + My x Y
Mo = autonomous imports (amount going to input even though there is no      income)
My = marginal propensity to IMPORTS (how much will you spend on imports)

Calculate (M) from the table the same way 

Equation = T = 30 + 0.2y

Cy is constant 

Spending 

            AE       =        Co + Cy x Yd + Io + Go + Xo – Mo – My x Y
GROUP ALL 
                       =        Ao  (autonomous expenditure)
                       =        Ao + Cy (Y – T) – My x Y
                                            (replace Yd)
                       =        Ao + Cy (Y – To – Ty x Y) – My x Y
               Y      =        Ao – To x Cy + [(1 – Ty) x Cy – My] Y


                                      intercept 


AE = Ao – ToCy + [(1-Ty)Cy – My]Y
45 degrees angle

Y = Ao – ToCy + [(1-Ty)Cy – My]Y 

Y =               Ao –ToCy
                   ----------------
                1- (1-Ty)(y + My)





                                      NO TAX

Y =            Ao
           ---------------
         1- (1-Ty)(y+My)


If Ao were to change 

Y1 = Ao + Ao – ToCy                   CHART EXAMPLE
       ---------------------
        1- (1-Ty)(y + My)


    Y                      1
  ------- =  ------------------------
    Ao       1 – (1 – Ty)(Y + My)

    TR         TC         TP
   -------     --------    -------
     Q           Q          L

Additional Autonomous Spending 

              SM                =      Y                        1 
  (spending multiplier)        --------    =   ------------------------      >   1
                                           Ao            1 – (1 – Ty)(y + My)

To make multiplier bigger

Ty Cy          My 
If you have less taxes, you have more money to spend 

As Ty goes down, it has the ability to boost GDP

Cy   If people spend more affects everyone else 
My  More they spend in Canada, better for GDP

   Y = C + I + G + X – M

Y – C – G = I + G + X – M
Y – C - T + T - G = I + X – M


Spvt (private sector = consumer) (saving)

In USA, Americans spent too much money and governments too. Made tax cuts. Net exports is in the negative 


Autonomous expenditure: not related to current income. Households wish to consume Co based on things other than income 

Marginal propensity to consume (MPC):  the slope of the consumption function. The change in consumption expenditure caused by a change in income. 

Saving: income not spent to finance consumption. Households are dissaving, borrowing, or selling their assets

Marginal propensity to save: the change in saving caused by a change in income

The crisis and economic recession of 2008-2009 is explained in part by shifts in households consumption expenditure a caused by changes in confidence and expectations about the future of the economy

Household cut back, reducing autonomous expenditure 

Investment expenditure (I): planned expenditure by business intended to change the fixed capital stock, buildings, machinery, equipment and inventories they use to produce goods and services

Exports X: the goods and services produced at home but sold to residents of other countries. 

Imports IM: the goods and services produced in other countries but bought by domestic residents. 

Foreign exchange rate: the domestic currency price of a unit of foreign currency 

Marginal propensity to imports: the change in imports caused by a change in national income 

Equilibrium output: output is said to be in short-run equilibrium when planned aggregate expenditure (AE) equals the current output of goods and services (Y). 

The Multiplier: Changes in Aggregate Expenditure and Equilibrium Output
When investment rises, firms increase output, increasing their payments for factor inputs to production. Households have higher income and increase their consumption expenditure and imports. Firms increase output again to meet this increased demand, further increasing household incomes. Consumption and imports rise further. 
What brings this process of rising output and income to an end?

Consumption:                 C= 20 + 0.8Y
Investment:                    I= 20
Exports:                         X= 50
Imports:                       IM= 10 + 0.2Y
AE:                              AE= C + I + X – IM
                                    AE= 80 + 0.6Y

then, equilibrium requires output (Y) equal to aggregate expenditure (AE):

Y= 80 + 0.6Y
(1 – 0.6)Y = 80
       80
Y -  ------
      (1 – 0.6) 
Y= 200

Now suppose investment increases by 10 to I = 30 and AE increases to 
                           AE = 90 + 0.6Y

equilibrium still requires output (Y) equal to aggregate expenditure (AE), but now:
                          Y = 90 + 0.6Y
             (1 – 0.6)Y = 90
                                 90
                          Y – ------
                              (1 – 0.6)
                          Y = 225
A rise in autonomous investment expenditure by 10 has increased equilibrium output and income by 25, from 200 to 225
                      
The Multiplier: a concept used to define the change in equilibrium output and income caused by a change in autonomous expenditure. 

The multiplier is a number that tells us how much equilibrium output changes as a result of a change in autonomous expenditure 

The size of the multiplier depends on the sizes of the marginal propensities to consume and imports. 

To find the multiplier, add all the increases in aggregate expenditure and output from each in Table 6.3 (107). 

                            1
Multiplier -   ------------
                    (1 – c + m)


Leakages, Injections & Equilibrium Output 

Y = C + I + X – IM, then 
Y – C + IM = I + X

Savings and imports are leakages from the expenditure stream that do not pass current income on to business through expenditure on current output. On the other hand, autonomous investment and exports are injections into expenditure and a flow of funds to business that is independent of current income. 

Paradox of thrift: whereby an attempt to increase aggregate saving in the economy results in a lower equilibrium GDP but unchanged aggregate saving. 

Equilibrium Output and the AD Curve 
Shifts in AD that cause changed in real output. In the short-run:
· wages, prices, money supply, interest rates and exchange rates are assumed to be constant
· distinction between autonomous and induced expenditures is important
· equilibrium real GDP requires output equal to planned aggregate expenditure 


The Algebra of Income Determination
We have used diagrams and numerical examples to show the
determination of national income in a model of an economy
that does not have a government. Two things determine
equilibrium income: autonomous expenditures and a multiplier.
The following example shows the same thing, but in a general
model.
Consumption: C = C0 + cY
Investment: I = I0
Exports: X = X0
Imports: IM= IM0 + mY
We have used the lower case letters c and m for the
marginal propensities to consume and import. They measure
the changes in consumption and imports that would be caused,
or induced, by a change in national income. The subscript 0
indicates the initial values of autonomous expenditures.
Aggregate expenditure is:
AE = C + I + X ─ IM, which by substitution
is
AE = C0 + cY + I0 + X0 ─ IM0 ─ mY or
AE = C0 + I0 + X0 ─ IM0 +cY ─ mY

Chapter 7 – The Government Sector 

The government sector adds an important new dimension to our model, namely fiscal policy. A government can use its taxing and spending powers to provide public services. But it can also structure and manage its budget to stabilize aggregate demand and reduce business cycle fluctuations in real GDP and employment. 

Governments must manage their budgets in ways that control the size of their debt relative to GDP. Until very recently, Canadian government have been more concerned about government budget surpluses, deficits (shortages), and debt than about demand management when designing fiscal policy. 

	Component Breakdown of Government Outlays in Canada, 2010

	Total Outlay
(Millions $)
	Goods & Services
%
	Transfers to Persons
%
	Transfers to Business 
%
	Transfers to Non-Residents  %
	Interest on Public Debt
%

	579
	59.2
	26.4
	2.6
	0.8
	11.0



Table makes a comparison of the sizes of the government sectors relative to GDP in the G7 group of industrial countries (Canada, the United States, Japan, the United Kingdom, Germany, France, and Italy) in 2007 and 2010. 

Government Expenditures, Taxes, and Equilibrium Real GDP
Assume that taxes are direct taxes

Aggregate expenditure AE is now consumption expenditure C, investment expenditure I, and government expenditure G on goods and services, including the public services provided to households and business at zero price, valued at cost, exports X minus imports IM. Direct taxes and transfer payments do not enter directly into aggregate expenditure. Thus:

                                            AE = C + I + G + X – M

Government expenditure (G): government spending on currently produced goods and services

In short-run, government expenditure G does not vary automatically with output and income. We assume G is fixed, or at least autonomous and independent of income. 
It reflects government policy decisions on how many hospitals to build, how many teachers to hire, and how large the armed forces should be. 

The government charges taxes and pays out transfer payments. The difference between taxes collected and transfers paid is net taxes (NT). 

Net taxes (NT): taxes on incomes minus transfer payments

With no indirect taxes, net taxes (NT) are simply direct taxes Td minus transfer payments Tt. 
                                   NT =tY

for simplicity, we assume that net taxes are proportional to national income. If YD is disposable income, Y national income and output, and NT net taxes, 

                 YD = Y – NT = Y – tY= (1-t)Y

A numerical example:
a) C = 20 + 0.8YD                    b) C = 20 + 0.8YD
NT = 0                                       NT = 0.15Y
YD = Y                                       YD = (1 – 0.15)Y
                                                   C = 20 + 0.8(1 – 0.15)Y
                                                   C = 20 + 0.68Y

a) Y      NT     YD     C1               b) Y      NT    YD   C2
  100     0     100    100                 100   15     85   88
  300     0     300    260                 300   45   255   224
  500     0     500    420                 500   75   425   360

In the absence of taxation, in example (a), national income Y and disposable income YD are the same. The consumption function C1 shows how much households wish to consume at each level of national income, based on the numerical example 

The effects of Net Taxes on Equilibrium GDP
a) Equilibrium with no net taxes (NT = 0)
Y = C + I + X – IM

C = 20 + 0.8Y
I = 20
X = 50
IM= 10 + 0.2Y

Y           C           I           X           IM           AE
100     100        20         50          30           140
150     140        20         50          40           170
200     180        20         50          50           200
250     220        20         50          60           230

b) Equilibrium with net taxes at 12.5% (t = 0.125)
Y = C + I + X – IM

C = 20 + 0.8(1 – 0.125)Y
I = 20
X = 50
IM = 10 + 0.2Y
NT = 0.125Y
Y            NT           YD           C           I           X           IM           AE
120        15          105         104        20         50           34         140
140        17.5       122.5      118        20         50           38         150
160        20          140         132        20         50           42         160
180        22.5       157.5      146        20         50           46         170

raising the net taxes reduces equilibrium output because it reduces consumption expenditure, lowers the slope of the AE function and reduces the size of the multiplier. 

The Multiplier Revisited 
The multiplier relates changes in equilibrium national income to the changes in autonomous expenditures that cause them
                              1
The multiplier = ----------------
                         1 – slope of AE

without government and taxes, disposable income and national income are the same and when the marginal propensity to import is included and the multiplier is:

 Y                   1                       1
-----   -   ------------------  -  -------------
 A          1 – MPC + MPM      1 – c + m

with government and taxes proportional to income, the slope of the AE function is reduced

 AE
-------  - c(1-t) – m    
  Y  

The Government’s Budget and Budget Balance
A budget is the revenue and spending plan of an individual, a company, or a government

Government budget: describes what goods and services the government will buy during the coming year, what transfer payments it will make, and how it will pay for them. 

When revenues and spending are equal, the budget is balanced. When revenues exceed spending are equal, the budget surplus. When revenues fall short of spending, there is a budget deficit, which is finance by borrowing through the sale of government bonds

Government Budget Balance: BB = NT – G
                      BB = tY – G

The government budget balance is the difference between revenues and expenditures

 The budget balance, whether deficit, surplus or zero, is determined by THREE things:

· the net tax rate t set by government 
· the level of expenditure G set by government, and
· the level of output Y determined by AE and AD

The budget function: that gives the budget balance for this fiscal program at different incomes 

Once that fiscal program is set, the budget function is set, but the budget balance is NOT.

Because a budget function describes one fiscal plan, any change in the fiscal plan will change the BB line to show a new budget function. 

Fiscal Policy & Government Budget Balances 

Fiscal policy: the government’s use of its taxes and spending powers to affect aggregate expenditure and equilibrium real GDP
Main objectives of fiscal policy:
to stabilize output by managing aggregate demand, keeping output close to potential output, and reducing the size and duration of business cycle fluctuations. This requires changes in the government’s expenditure plans and tax policy to offset changes in autonomous consumption, investment and exports that would otherwise push the economy away from equilibrium at potential output. 

Fiscal Policy: the use of government spending and taxes to STABILIZE business cycle

BUSINESS CYCLE
· EXPANSION (BOOM)                        This Order
· PEAK 
· CONTRACTION (RECESSION)
· TROUGH

Cannot eliminate business cycle
LINE GRAPH FROM NOTES!!

Contractionary Gap: Recessionary Gap 

increase government spending         expansionary fiscal policy 
decrease taxes 

Expansionary Gap: Y(short-run) > Y(potential)
 
decrease government spending       contractionary fiscal policy 
increase taxes 

Fiscal Policy is almost impossible to get right

3 Lags
· Recognition lag
· Action lag
· Effect lag

Government Budget Balance (BB = T- G)

Appropriate to have a deficit in a contractionary gap

Appropriate to have a surplus in a expansionary gap

When they are equal you should be running a budget balance

Government spending always goes down in Canada

Fiscal policy makes changes in net tax rates and government spending that are intended to change aggregate expenditure and aggregate demand and stabilize equilibrium output at potential output. 

Does the budget balance show whether fiscal policy is expansionary, aiming to raise national income, or contractionary, trying to reduce national income?

In itself, the budget balance may be a poor measure of the government’s fiscal stance, because the budget balance can change for reasons unconnected to fiscal policy.

Structural Budget Balance (SBB): the government budget balance at potential output
                              SBB = tYp – G 
the government is constantly over spending or over taxing 

Automatic and Discretionary Fiscal Policy 
Automatic fiscal policy
The larger multiplier, the larger is the fall in aggregate expenditure, aggregate demand, and equilibrium output. A high net tax rate reduces the multiplier, and dampens the effect of shocks to autonomous expenditure on aggregate demand and output

Automatic stabilizer: tax and transfer programs that reduce the size of the multiplier and the effects of transitory fluctuations in autonomous expenditure on equilibrium GDP. Automatic stabilizers have a great advantage. They are built into the budget program by setting the net tax rate, and work automatically. There is no need to determine if the shift in autonomous expenditure is transitory or persistent. 

Discretionary fiscal policy 
Automatic fiscal stabilizers only reduce the impact of changes in autonomous expenditure. They do not offset them. For that governments can also use discretionary fiscal policies to offset persistent changes in autonomous expenditures. 

Discretionary fiscal policy: changes in net tax rates and government expenditure intended to offset persistent autonomous expenditure shocks and stabilize aggregate expenditure and output.

This is quite easy to present fiscal policy in theory and illustrate it in diagrams but does it work in the real world?
Why, if governments have fiscal tools to stabilize and offset fluctuations in aggregate expenditure and demand do we still experience business cycles, including the recession of 2009 and the prolonged recovery? The answer has several dimensions. These are frequently defined as recognition lags, decision lags, implementation lags and impact lags. They describe the time it takes to recognize a persistent shift in aggregate expenditure and identify its
source, the time it takes to design and implement a policy response and the time that passes before a change policy affects aggregate expenditure, aggregate, output and employment. As a result, economic fluctuations are well underway before discretionary fiscal policies shift to offset them. Discretionary policies may still provide stabilization but they do not completely eliminate business cycle fluctuations.

The Public Debt and the Budget Balance 
Budget balances and outstanding debt are closely related. A student’s debt at the time of graduation is the sum of her budget balances during years of study. In any year in which her income is less than her expenses, she finances the difference by borrowing. In another year, if income is greater than expenses, she can repay some previous borrowing. 

Public debt (PD): at any point in time is simply the sum of past government budget balances. Governments borrow to finance budget deficits by selling government bonds to households and businesses. 

A positive balance, a surplus (BB > 0), reduces the public debt (PD < 0). A negative balance, a deficit (BB < 0), increases the public debt (PD > 0). 

                                     PD = - BB 

Although cumulative deficits can raise the public debt dramatically, it is not the absolute value of the outstanding debt that should be of interest or concern. If, at the same time as the debt is rising, the economy is growing and tax revenues are rising as a result of a growing debt without having to raise taxes. The public debt ratio (PD/Y) is then the appropriate measure of the debt situation. A rise in the outstanding debt is not in itself a source of concern. 

Public debt ratio (PD/Y): the ratio of outstanding government debt to GDP

Aggregate Demand & Equilibrium Output
There are five sources of fluctuation in autonomous expenditures. In addition to the autonomous parts of consumption and imports the model includes autonomous investment, exports and government expenditures. 

Changes in autonomous expenditures are still the sources of business cycles. If business changes planned investment expenditure in response to changed expectations about future markets., or if changes in economic conditions in other countries change exports or imports, the multiplier translates these changes into larger changes or fluctuations in income and employment. 

The multiplier in Canada
The multiplier plays a key role in the AE and AD/AS model of the economy. But what is the size of the multiplier in Canada?
A simple statistical estimate, using Statistics Canada annual data for real GDP and consumption expenditures, gives a Canadian marginal propensity to consume out of national income c(1 ─ t) = 0.54, and marginal propensity to import m = 0.34. Using these estimates, we get a multiplier for Canada:

  Y                  1                         1
------  -   --------------------  -  -----------   - 1.25
  A         (1 – 0.54 + 0.34)       1 – 0.2

If you recall, in Chapter 6 we had an estimate of the Canadian marginal propensity to consume out of disposable income of MPC = 0.88. If there were no taxes or imports, an MPC = 0.88 would mean a multiplier of about 8.33. The difference between the multipliers 1.25 and 8.33 shows clearly
the automatic stabilization coming from the net tax rate and marginal propensity to import.
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Should have a balanced budget.
Lower autonomous taxes, example. 
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Raise government spending or raise taxes 

Spending Multiplier (SM)

1
1 – (1 –ty)Cy + My




Changing Tax

Tax Multiplier (TM)

-cy
1 – (1 – ty)Cy + My




Y* =           Ao – ToCy
             1 – (1 – ty)Cy + My

Equilibrium GDP



Spending multiplier is bigger than tax multiplier 

*First tax change does not affect GDP

Closing GAPS
Expansionary Gap = increase taxes
Contractionary Gap = increase taxes

Because tax multiplier is always smaller, there is a greater increase in taxes
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