Chapter 1:
Opportunity cost: the next best alternative given up in order to obtain a certain good or service.
Decision criteria:
· Efficiency: get the most out of societies scarce resources
· Equity: distributing resources fairly among members of society
· These two goals usually conflict with one another 
· Redistributing wealth from the rich to the poor may give less incentive to work to their full potential; underutilized HR, inefficient use of resources.
Exogeneous variable = independent variable (autonomous)
Endogenous variable = dependent variable (induced)
Causation:  the relationship between cause and effect
Correlation: a mutual relationship or connection between two or more things
Law of demand: P↑ -> Qd ↓
· The demand for a good by a person can be respresented but a demand schedule
· Demand schedule: is a table that shows the relationship between price and Qd of a good by a person
Demand curve: explains the relationship between P and Qd
∆Qd: price is the only thing that can change the quantity demanded, it is represented by a movement along the same demand curve
∆D: anything except for price will cause it to shift
· Taste preference
· Income
· Normal good (↑ income, ↑ demand)
· Inferior good (↑ income, ↓ demand)
· Prices of related goods
· Substitutes (blue vs. black pen)
· Compliments (hot dog and hot dog bun)
· Population 
· (↑ population, ↑ demand)
· Consumer expectations
Law of supply:  P↑, Qs↑
∆Qs can only be affected by price, all other factors will cause a ∆S
∆S:
· Input prices (↑ production costs, ↓ supply)
· Production technology (↓production costs, ↑ supply)
· Taxes
· Related goods
· Number of suppliers

Chapter 20:
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Aggregate: combining everything together (goods + services)
Y = value of all products in the basket
P= general price for a basket of goods
Measured by national income/ national product
Y usually represents national income
Different forms of AS-AD model:
· Short run: AS curve is horizontal due to sticky prices (prices charged for certain goods are reluctant to change despite changes in input cost or demand patterns)
· Intermediate run: AS curve is upward sloping
· Long-run: AS curve is vertical due to full employment 
National Income Accounting:
· A measurement system to measure an economy’s aggregate performance
· A basic measurement of national income is GDP
· Methods of calculating GDP:
· Income
· Measure GDP by adding all components of income
· Expenditure
· Measure GDP by adding up the dollar value of all market goods and services
· Important in calculating GDP is to avoid double counting (do not count intermediate goods) which means count the good or service that is consumed
· Excluded items from GDP
· Securities
· Private government transfers
· Transfer of secondary goods
· Household production
· All kinds of other legal and illegal transactions
Expenditure approach:
GDP = C + I + G + NX
· C = consumption
· All goods and services purchased by consumers
· I = investments
· Inventory investments
· Business fixed investments
· New residential structure
· G = government
· Goods and services purchased by gov’t
· Includes salaries but not employment insurance
· NX = net exports
· Total exports – total imports
· Net foreign expenditure
Nominal GDP: values of GDP in current dollars
Real GDP: values of GDP after adjusting for inflation (affects real purchasing power)
CPI (consumer price index):
· A measure of overall cost of goods and services purchased by an average consumer
· Steps to calculate CPI:
· Fix the basket
· Find prices for all items for each time period
· Calculate cost of the basket
· Calculate CPI by comparing costs of both baskets over time
· [(Price of basket in current year/ price of basket in base year) – 1] x 100
· Problems with CPI
· Substitution bias
· Introduction of new goods
· Quality changes in goods and services
GDP Deflator: 
∏GDP = [(nominal GDP/ real GDP) – 1] X 100
Real GDP = prices of the base year x quantity in current year
Nominal GDP = prices of current year x quantity of current year
Differences between CPI & GDP deflator:
· CPI uses fixed baskets, GDP deflator uses different baskets every year according to what is being produced
· CPI is based on consumption, GDP deflator is based on what is being produced
GDP and welfare:
· How good is GDP as a measure of a nations economic well being?
· What should be added to the GDP calculation
· Unrecorded transactions that did not go through the market
· Peace
· Preservation of natural resources
· Sustainable agriculture
· Quality of life / leisure time
· What should be removed:
· Environmental damage 
· Poverty / unequal distribution of income
· Killing
· Human damage caused by war

Chapter 21-22:
(desired) aggregate expenditure (AE) function
· AE = C + I + G + NX
The actual GDP function (implies actual output)
· GDP = C + I + G + NX  actual values
At equilibrium point, actual GPD = desired AE
· Y = AE
Aggregate expenditure:
· Autonomous expenditure
· Expenditure that does not vary with national income (Y)
· Induced expenditure 
· Expenditure that varies with national income (Y)
2 main uses for disposable income (income after taxes)
· Consumption (C) 
· Savings (S) 
· Yd = disposable income
· Yd = C+S
Focusing on short-run consumption function
· Keynesian consumption function (C) 
· Autonomous consumption expenditure when Yd = 0
· Induced consumption expenditure when ↑ with Yd
· C = autonomous consumption + induced consumtion
· Where 0 < b < 1
Average propensity to consume (APC)
· APC = C / Yd
· Fraction of total disposable income that is used for consumption purposes
Marginal propensity to consume (MPC)
· MPC = ∆C / ∆Yd  change in consumption / change in disposable income
· Fraction of changes in disposable income that is used for consumption purposes
· Slope = MPC
MPC vs. APC 
· MPC number is constant for every level
· APC number at a specific income level
Average propensity to save (APS)
· APS = S / Yd 
· Fraction of Yd used for saving
· APC + APS = 1
· As people earn more money, we expect the savings rate ↑ (APS)
Marginal propensity to save (MPS)
· MPS = ∆S / ∆Yd
· MPC + MPS = 1
Investment Expenditure (I)
3 type of investments considered in GDP calculation
· Fixed business investment
· PPE
· Inventory investment
· New residential construction
· Factors affecting I
· real interest rate (R) 
· the cost of money borrowed to finance the investment
· r ↑  amount of investment ↓
· change in sales condition
· sales ↑
· investment on fixed business investment and inventory investment also ↑
· general business conditions
· when firms are optimistic about future economic conditions ( I ↑)
· there are only autonomous investment expenditure
· I is assumed to be a fixed value
· Adding I to a consumption function creates a parallel shift upwards
Government expenditure (G)
· Autonomous government expenditure
· Constant number that creates a upward parallel shift
· Government expenditure is financed through taxes (income taxes)
Net exports (NX)
· NX = X – IM 
· Exports s the expenditure of foreigners on domestic goods
· Depends on income earned out of Canada
· Not relate to Canadian national income (Y)
· Part of autonomous expenditures 
· Imports depend on domestic income
· Domestic economy will spend a % of its income on imports
Marginal propensity to spend (Z)
· AE = a + ZY
· Every time Y↑ by 1$, the economy will spend x dollars on all domestic goods and services
Equilibrium
At eqm, Y= AE
AE = a + ZY
Y = a + ZY
Y – ZY = A
What if’s
· If Y1 < Y* than Y1 < AE
· Actual income / output < desired AE by the economy
· Firms have produced less than what people in the economy want to buy
· Unexpected ↓ in inventories (unplanned)
· If Y2 > Y*
· Unplanned ↑ in inventories because firms have produced more than what the economy desires to spend
· ↓ production until Y = Y*
· Income will reach Y* eventually
Factors affecting AE
· ↑ in autonomous I, or autonomous C, or autonomous G
· ↑ in income of foreigners 
· Export increase
· ↑AE
· ↑ income tax rate
· Consumers can only spend fewer dollars on every additional dollar earned
· AE rotates down
· ↑in price of Canadian goods and services
· Imports ↑ (foreign goods are cheaper)
· Slope of AE flattens due to increase in imports
· AE shifts down due to fall in exports
Chapter 23:
aggregate demand – aggregate supply model (AD-AS) model
· AE model aka Keynesian cross model, similar to keynesian consumption funation
· AE = short-term model
· Long run = AD-AS model
· AE when domestic prices ↑
· Real purchasing power of domestic consumers ↓
· ↓ in autonomous consumption
· Autonomous expenditures ↓
· ↓ exports
· When price level changes AE curve will shift
· AD curve shows the relationship between domestic price levels (P) and national income (Y)
· Downward slopping 
· AD curve shows all combinations of Y and AE that satisfy eq condition; Y = AE
· Summary:
· when domestic price levels change
· causes AE curve shift
· cause a movement along same AD curve
· ↓ in autonomous expenditure
· AE curve shifts downwards
· AD curve shifts left
· Multiplier (k) = ∆Y / ∆A
· Simple multiplier effect can be measured by the horizontal disatance between 2 AD curves when price level is fixed
· Aggregate supply (AS)
· LRAS
· The output in the economy has reached the full employment level
· All available resources are fully utilized
· SRAS
· All factor prices and technology are held fixed
· As firms ↑output unit cost of production ↑
· Because firms will have to use less efficient inputs as firms ↑ outputs
· When output is low
· Only small ↑ in price will be good enough incentive for firms to ↑ output because firms are likely to have excess capacity at lower output levels 
· When output continues to ↑ at a high level 
· Unit costs of production ↑ rapidly due to overtime rate
· Solution: invest in new projects
· 2 main factors that can cause ↑ SRAS (right)
· ↓ in cost factors of production
· ↑ in productivity of factors of production
· VSRAS
· All factor prices, output prices, and technology are held constant 
· Multiplier effect ↓ when AS is upward sloping
· AS shifts left leading to higher prices which than shifts AE down to a new eq if there is an increase in production costs
Chapter 24:
· Potential output = y*
· Full employment produced when all resources are fully satisfied (natural rate)
· To examine short-run fluctuations we look at booms and slumps
· Output gap:
· Difference between y* and actual output produced y
· Recessionary gap: Y<y*
· AD-AS graph intersection to left of LRAS
· Inflationary gap y > y*
· As-AS graph intersection to right of LRAS
· Boom inflationary output gap
· Higher profits
· Demand for labour ↑
· Wages and production cost ↑
· Slumps  recessionary output gap
· Lower profits
· Demand for labour ↓
· Wages and production ↓
· To close output gap there are two approaches:
· Classical
· No government intervention (laissez-faire)
· Wages ↓
· ↓ production costs
· AS will than shift right
· Advantages: 
· No debt
· No inflation issues
· Disadvantages:
· slow process because wages are sticky downwards
· Fiscal 
· Increase government spending
· Decrease income tax
· Advantages:
· Quicker
· Disadvantages:
· Increases government debt
Chapter 27:
· Functions of money
· Medium of exchange
· More convenient transactions of goods and services
· Transaction costs reduced
· Unit of account
· Store of value
· Allows people to transfer purchasing power from the present to the future
· Liquidity
· Money is the most liquid form of assets
· Kinds of money
· Commodity money
· Money in the form of a commodity that has intrinsic value (gold)
· Fiat money
· Money that does not have intrinsic value and only used as money by law (cash)
· Money in the Canadian economy 
· Currency
· Demand deposits
· Balances in bank accounts that depositors can access on demand by writing a cheque or using a debit card
· Money stock
· Currency and demand deposits + savings deposits + personal term deposits + any money market mutual funds etc..
· Credit cards are not part of money stock because the payment is made in 2 steps
· Bank pays the bills
· Individual than pays bank later
· If both steps are included than there is double counting, step one is usually neglected
· Deposits not loaned out by bank are called reserves
· Money supply will ↑ when a bank starts to loan out some of the reserves
· Motivation: if the flow of new deposits into the bank is roughly the same as the flow of withdrawals
· A bank never keeps all deposits as reserves
· Creating a fractional reserve system
· Deposits reserves and loans
· Creating money does not create wealth in the economy
· People are not wealthier or more rich with more money floating around
· Creating money gives a rise to a more liquid economy when more medium of exchange is floating around the economy 
· Money multiplier
· m = amount of money the banking system generated with each dollar of reserves
· m = 1/v + c , v = reserve ratio, c = cash drain
· total amount of money created is deposit  xm
· ↑v  Ms ↓, c↑m↓Ms
· All free market economies have, in addition to commercial banks, a central bank
· Started out as profit maximizing
· Goal was to provide services to ordinary banks
· The bank of Canada
· Designed to keep the operations of monetary policy free from day to day political influence
· Still not completely independent because BoC must answer to parliament (joint responsibility)
· Purpose of the bank of Canada:
· Banker to the commercial banks
· Lender of last resort
· To provide short term loans to banks in a financial crisis
· Can also buy back securities from banks on a temporary basis
· Banker to the federal government 
· Government of Canada keeps some of its chequing deposits at the BoC
· When the government requires more money than it collects in taxes
· It does so by issuing government securities
· These are mainly sold to financial institutions but sometimes the Boc
· BoC earns profit from the interest every year
· The profit is eventually remitted to the government
· Regulator of money supply
· Because money multiplier cannot regulate to the highest precision
· 
· Regulator and supporter of financial markets
· Helps try to avoid bank failures
· In last financial crisis issues short term loans to promote credit worthiness
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Demand for money
· Demand for real money balances = Md / P
· Md = money demand, P = general price level
· Money demand is a derived demand for real purchasing power
3 motives for money demand
· Transactional motive
· Demand for money for the purpose of daily transactions
· Theory of cash management
· Cost and benefits in holding cash
· Costs: interest forgone
· Benefits: convenience so that the person does not have to make trips all the way to the bank all the time
· Precautionary demand
· To meet unexpected contingencies
· Speculative demand
· Portfolio diversification
· Money = safe
· Stocks and bonds = risky
· People keep money because money has a certain nominal value
· Risky assets returns aren’t fixed
· Speculative demand for money depends on
· Expected returns of the risky asset
· The riskiness of other assets
· Personal taste for risk
Bond recap
· The present value of a bond is negatively related to the market interest rate
· A bonds Eq market price will be equal to its present value
· An increase (decrease) in the market interest rate leads to a fall (rise) in the price of any given bond
· Simple interest rate is annual interest payment as a percentage of the value of the debt
Why are bonds important
· Use savings to keep as money or invest in non money assets
· If there is a sudden increase in demand for non money assets we would expect their values to increase
· When bond values go up their interest rate goes down (affects opportunity cost)
Liquidity preference:
· Keynes liquidity preference theory of interest
· Short-run and very short-run analysis
· Ms / P
· Ms assumed to be constant and controlled by monetary authority
· P assumed to be fixed at constant level
· Ms/P is fixed (verticle line)
Interest rate
· Interest rate (r) is the cost of holding money in your pocket
· ↑r  more benefit to invest in interest bearing accounts
· Demand for money in pocket ↓
· r will adjust until:
· Ms/P = Md/P
· If r2>r*
· Same as supply and demand
· Excess supply of money public would rather invest in interest bearing bonds
· Incentive for monetary authorities to ↓r to encourage public to hold more money
· A sudden change in Md or Ms can change the Eqm
· Monetary transmission mechanism 
· Channels by which a change in Md or Ms can eventually lead to a shift in AD curve
Transmission mechanisms 
· 3 main stages
· Change in Md or Ms will change r in the money market
· Changes in r will change amount of investment I
· Changes in I will shift AE and AD
· If Ms ↑
· Ms/P shifts right lowering r
· When r↓  cost of borrowing to finance investments (I) ↓
· The amount of investments (I) ↑
· Since AE=C+I+G+NX an ↑ (I)↑AE
· For fixed price level Y increases and AD shifts right
· Summary
· An ↑ in Ms excess supply of money interest rate ↓ investment ↑ desired AE↑ AD ↑
· BoC cant target Ms and r independently 
· Impossible to ↑Ms and ↑r, must be inversely related
· Expansionary monetary policy
· ↑Ms (↓r)
· Connected to hyperinflation (only one)
· Need sensitive to I and G
· Contractionary monetary policy
· ↓Ms (↑r) 
· ↑reserve requirements 
· If Ms growth rate > Md growth rate, use expansionary monetary policy (r ↓)
· Central bank can also impact the money supply by lending out a different fraction of their existing reserves
Long-run neutrality of money
· What would happen in the long-run from an expansion in the money supply
· AD initially shifts right
· Inflationary output gap
· Eventually imput prices rise and AS shifts left to the initial full employment level
· LR outcome is increased price level
Inflation and money growth
· If a country wants to finance its expenditures
· Borrowing (issuing bonds)
· Taxes
· Government revenue
· Printing more money (seignorage)(inflation)
· Usually in less developed countries
Short-run non-neutrality of money
· Much less debate with regards to the short-run positive effects of money
· The short-run effect of change in the money supply on real GDP and the price level is determined by the extent of the shift of the AD curve
· If investment is very responsive(unresponsive) to a change in interest rates it will lead to a large(small) shift in the AD curve
Keynesians 
· Believe that investment is relatively insensitive to changes in the interest rate
· Monetary policy not very effective at stimulating AD
· Prefer fiscal policy
Monetarists 
· Changes in interest rates led to significant changes in investment expenditure
· Monetary policy is a very effective tool for stimulating AD
Chapter 29:
Tools to control money supply
· Open market operations
· Purchase and sale of government bonds / securities to change Ms
· If government sells bonds to the public, government takes away money from the public which decreases money supply
· If government buys bonds from the public, government injects money back into the public which will increase money supply
· For a given Md the ↑Ms will lead to a reduction in r
· Increase in investment
· AD shifts right
· BoC doesn’t implements monetary policy this way because:
· The BoC can control cash reserves but cannot control the process of deposit expansion (Ms increase is ambiguous)
· Uncertaintry regarding the slope of Md (unsure about change in interest rate from change in Ms)
· Unable to predict where Md is situated accurately 
· New technology makes it difficult
· Alternative approach
· Target interest rate directly 
· Used by most central banks
· Easier to control
· Interest rate that matter to increase I and AD
· Easier to communicate policy actions to public
Overnight interest rate
· BoC aims the shortest peiord of borrowing or lending which is the overnight interest rate
· Interest rate that commercial banks charge one another on the overnight market
· Banks that need cash borrow in the overnight market from banks that have excess reserves
· Market-determined interest rate that fluctuates dailey
· Normally when these rise or fall other interest rates in the economy follow suit
· How does the BoC influence the overnight interest rate
· Banks policy instrument that targets the overnight rate
· The target range is a 0.5 percentage point range (midpoint is actual target)
· Upper rate is the bank rate at which the BoC is ready to lend as much as the commercial banks want
· The lower rate, the bank is ready to accept any deposits from commercial banks and to pay them this interest rate
· By changing the target the BoC can more or less control this overnight rate
· Commercial banks will try to reach an agreement between each other (target rate)
· If bank rate↑
· More costly to run low on money at night
· Keep larger reserves ↑v and make less loans ↑r
Chapter 30:
· Inflation:
· Increase in overall price level in an economy
· Inflation  ↑ in the general price level
· ↓ in the value of money
· ↓ in real purchasing power 
· Transmission mechanism:
· ↑Ms  ↑ AD
· ↑ Ms  ↑ P in the long run
· ↑Ms is the cause of inflation in the long run
· Core vs. CPI inflation
· Core inflation
· A price index that is constructed by extracting food, energy, and the effect of indirect taxes from the CPI
· Both move in the same direction but core is much less volatile
· Is deflation bad?
· It creates a decline in economic activity
· People delay their spending because they know prices will be lower in the future (especially if major deflation is expected)
· Deflation may be more of a result of diminished economic activity instead of a cause (consequence of a recession)
· Deflation towards a sustained target leads to waiting, consumption now goes down and there is a loss of jobs for the people who produce these goods
· Cost of inflation:
· When P↑  each $ can purchase fewer goods and services
· ↓ in purchasing power
· ↓ living standards
· Consumers are worse off
· As overall price ↑
· ↑P of goods and services
· ↑ wage of workers
· If rate of ↑ are the same for all wages and prices
· No change in real purchasing power
· People with savings get hurt the most (senior citizens)
· Menu costs:
· Cost of changing prices
· As P↑, restaurants need to purchase new menus
· Shoe leather costs:
· Time cost and cost of inconvenience caused by inflation
· Value of money ↓  people less likely to hold money
· refers to the cost of time and effort (more specifically the opportunity cost of time and energy) that people spend trying to counter-act the effects of inflation, such as holding less cash and having to make additional trips to the bank
· inflation tax:
· price level ↑  value of money ↓
· inflation is like a tax imposed on money holders (savings)
· taxes distort behavior (inefficiency)
· ↓ economic growth
· Value of dollar falls  people less likely to save
· Savings ↓  economic growth ↓ as output in the long run ↓
· Inflation target:
· Targets are often expressed as a 2-percentage-point-band
· BoC target 1-3% since 1995 (they focus more on core inflation)
· USA has yet to do it
· Output gaps:
· How to react to output gaps
· Goal is to keep real GDP as close to potential output to avoid price pressures
· Positive demand shocks are met with contractionary monetary policy
· Negative demand shocks are met with expansionary monetary policy
· Process not as automatic as automatic fiscal stabilizers (in a slump paying less taxes since they have lower wages, government also pays out more employment insurance)
· Lags
· Fiscal policy
· ∆ government spending or ∆ taxes
· Does not include BoC
· Administrative delay
· Has bigger impact because money goes right in to the economy once approved
· Quick
· Monetary policy:
· ∆r (∆Ms)
· Involves BoC
· Quicker implementation (meet 8 times a year)
· Lags before r has impact on i
· Lags in monetary policy
· If Boc wants to change interest rates it can do so immediately
· Changes in interest rate are fast, changes in AE (investments and net exports) take time
· Spending multiplier also takes time
· Fear of destabilizing policy
· Political difficulties if expect inflation to rise
· Lags in fiscal policy
· Increase in government spending and decrease in taxes is quick
· For the government to be able to decrease taxes and or increase spending they must go through a lengthy administrative process
· Wages and expected inflation problems 
· If workers and employers expect 3% inflation
· They will negotiate a 3% increase in wages to keep real wages constant
· If there is a large %↑  leftward shift in AS and right shift in AD to avoid recession
· Normally if we stay at some target, we get monetary validation (people expect the norm inflation). Its validating expectations
· Its good to keep stable inflation rates because it keeps things stable. Once you change expectations you must go through stagflation
· 3 phases to reduce inflation:
· 1) removing monetary validation
· Increase the interest rates to reduce the growth rate of the money supply in extreme cases as low as 0%
· 2) stagflation
· Even with announcement of changes in monetary policy its hard to have people revise their expectations of inflation
· AS curve keeps shifts up (left)
· Combination of ↑inflation and a ↓ ouput is called stagflation
· Reduction in output = increase in unemployment 
· Main reason why central bank wants to be separate from the government is to stay credible
· 3) recovery
· This phase happens once expectations have reversed
· Process that either let wages fall over time or allow a sudden burst in money to restore full employment 
· Some fear that if we wait for wages to fall may take long time
· Others fear sudden burst in money expansion will lead to new inflation expectations
· Inflation reduction 
· The cost of disinflation is the loss of output that is generated in the process
· If an inflation target is successfully achieved, this inflation reduction process will never occur 
Chapter 31
Unemployment and inflation
· When government tries to control inflation it is not always to restore the economy to its potential output
Unemployment rate
· # of unemployed / # of people in the work force
· Unemployed = those who are currently looking for a job and cant get one
· Labor force = people that are either employed or unemployed
· People who aren’t in the labor force are those, who during the reference week, were unwilling or unable to offer or supply lobor services under conditions existing in their labor markets (full time students)
Types of unemployment
· Natural rate of unemployment
· Also knows as NAIRU
· Unemployment rate that exists when output reaches full employment level Y*
· Structural unemployment 
· Unemployment resulting from a mismatching of workers and job opportunities based on skill or geography
· Some job vacancies may not be filled over an extended period of time because workers lack the right skills or live in the wrong location
· Arises for long-run adjustment problems and can last for an extended period of time
· Policies to reduce structural unemployment:
· Provide / subsidize training programs
· Relocation allowances to move workers from depressed regions
· Offering employment in the public sector
· Frictional
· Unemployment that occurs as a result of contant searching activities in the labor market = search employment
· Labor turnover for example young people who leave school and older people retire creating job vacancies
· Can be regarded as a short-run matching problem which is necessary for the job matching process
· Policies to reduce frictional unemployment
· Improve information on job availability, rates of pay, location
· Eliminate undesirable causes of job and labor force turnover
· Seasonal
· Unemployment resulting from decrease in the number of jobs at certain times of the year
· These are all part of a naturally occurring unemployment scheme
· Cyclical unemployment
· Unemployment that arises because the economy does not generate enough jobs for those seeking jobs
· = actual unemployment rate – natural rate of unemployment
· Policies to reduce cyclical unemployment
· Use fiscal and monetary policies to stimulate economic growth
· ↑ Ms (monetary policy)
· ↓ tax / ↑ Government spending (fiscal policy)
· AD ↑ shift right
What happens if a recession hits
· AD ↓
· Y↓  unemployment ↑
· Ex. At Y2 unemployment rate = 7%
· Cyclical unemployment = 2%
· Natural rate of unemployment = 5%
· Y2 > natural rate of unemployment
· Excess supply of labor
· Wages ↓
· Lower production costs
Problems with measuring unemployment
· Discouraged workers
· People who withdraw from the job market during a recession because they believe they are not likely to find jobs during a recession
· Not counted as unemployed because they are not actively seeking jobs
· Unemployment rate is understates the actual # of unemployed


Chapter 35:
· Balance of payments 
· Current  accounts (CA)
· Records transactions arising from the trade in goods and in services
· Capital accounts (KA)
· Records international transactions in assets
· Balance of payments = CA + KA = 0
Example:
Canada purchases 100 billion in goods and services from the rest of the world and during the same year the rest of the world purchases 150 billion of goods and services from Canada.
· Canada now has a current account surplus of 50 billion
· Canada can now have claims on 50 billion worth of foreign goods
· It can use these claims to buy more foreign goods and services, ↑ imports
· It can purchase assets from foreigners (land, bonds, etc…)
· The second option creates a KA deficit of 50 billion
· Foreign exchange market
· Trading of foreign currencies
· Motivation
· Trade between countries requires te exchange of currency of one country for that of another
· Exchange rate
· Number of units of domestic currency required to purchase one unit of foreign currency
· Nominal exchange rate
· Nominal exchange rate, the relative price of domestic currency in terns of foreign currency
· E = Can$ / US$ or e = US$ /  Can$
· And increase in e causes a decrease in E
· Canadian dollar has appreciated
· Fewer Canadian dollars will be required to purchase the same U.S dollar
· Decrease in e (increase in E)
· Canadian dollar has depreciated
· More Canadian dollars will be needed to purchase the same U.S dollar
· Demand and supply of foreign currency
· Consider a case of the euro as foreign exchange in the domestic Canadian market
· Demand for euro = supply of Canadian $
· Supply of euro = demand for Canadian $
· Why is supply upward sloping?
· External value of Canadian $ ↓
· Exchange rate in terms of foreign currency ↑
· It takes fewer euros to purchase one Canadian dollar
· Canadian goods and services are cheaper
· Foreign buyers will supply more euros to buy more of the now cheaper Canadian goods and services
· When exchange rate ↑, Qs of foreign currency ↑
· Supply is upward sloping
· Why is demand downward sloping?
· Canadian buyers demand foreign currency in order to buy foreign goods and services
· Canadian dollar appreciates
· External value of $ ↑
· Exchange rate in terms of foreign currency ↓
· It takes fewer Canadian dollars for Canadian buyers to purchase foreign goods and services
· Canadian buyer will ↑ Qd for foreign currency to purchase more of the now cheaper foreign goods and services
· When exchange rate ↓  Qd for foreign exchange ↑
· Demand is downward sloping
· Supply of foreign currency in Canada (demand for $ in the foreign exchange market)
· Exports of Canadian goods and services
· Sales of Canadian assets to foreigners
· Risk taking (speculation) and risk avoidance (hedging) activities
· Demand for foreign currency in Canada (supply of Canadian $ in the foreign exchange market)
· Imports of foreign gods and services
· Purchase of foreign assets
· Risk taking (speculation) and risk avoidance (hedging) activities
· What may shift demand and supply?
· 1) domestic price of exports
· Eg. Price of Canadian paper ↑(due to a pollution tax)
· Foreign buyers will decide to ↓ supply of foreign exchange since they are not buying as much canadian paper
· Supply shifts left
· Canadian dollar depreciates
· 2) foreign price of imports
· Eg. Price of volkswagon ↑
· Canadian buyers will ↓ demand for foreign exchange because they are not likely to buy a VW
· Demand shifts left
· Canadian dollar appreciates
· 3) change in overall price level in different countries 
· Case 1: both counties experience a 3% inflation
· Relative price of Canadian to euro goods and services will remain the same
· No effect on demand and supply
· Case 2: inflation in Canadian > inflation in Europe
· Relative price of Canadian goods ↑
· Foreign buyers ↓ supply of foreign currency because they are not likely to buy the more expensive Canadian goods
· Supply ↓
· Relative price of foreign goods cheaper
· Canadian buyers have incentive to purchase more euro goods
· Demand ↑
· Exchange rate rises buy quantity exchanged is ambiguous
· Canadian $ depreciates
· 4) expansionary monetary policy
· R ↓ in Canada
· Less incentive to invest in Canada
· Capital outflows
· Can $ depreciates
· This is another transmission mechanism of monetary policy to stimulate AD with an ↑ NX
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