[bookmark: _GoBack]Macroeconomics 
Lecture 1 
The Canadian Macroeconomy
Unemployment rate: 7.1% down from 8.7%, in mid 2009  
· Jobs lost during the recession, recovered + more jobs.
· USA has more unemployment 
· In early 2008 unemployment dipped to the lowest rate it had been in 30yrs to below 6%
· Between Oct. 2011 and Oct. 2012 the weekly earnings in Canada grew by 2.8% and inflation 1.2%
· GDP ~$1.76 trillion per year 
· Weak export sector
· Strong import sector 
· Strong public sector 
· Stagnant productivity in recent years 
Primary Markets of Macroeconomics 
1. Output markets for goods and services 
· Concrete, tangible goods and services 
· Q is GDP
· P is composite price level 
2. Money markets 
· Money is just a medium of exchange 
· Q is the quantity of money
· P is the interest rate and foreign exchange rate 
3. Employment markets 
· Q is employment 
· P is the wage level
Key Terms 
· GDP – total market value of all final goods and services produced during a year 
· GDP growth over time is used as an indicator of economic activity 
· GDP levels are a measure of economic well-being, or living standards 
· Growth rate = change in level/level (always expressed as a %)
· A flow quantity is an amount per unit of time 
· A stock is an amount observed at a point in time 
· Stock value at time t = value of stock at time t – 1 + value of inflow – value of outflow 
· An injection is any addition to circular flow 
· A leakage is any withdrawal from the circular flow 
· Deficit – flow of (T – G) over time 
· Debt – stock of money that government owes, cumulative deficit or surplus 
Circular Flow 
· Flows of expenditures and incomes through the markets that comprise the Macroeconomy 
· Two by two by two is simplest 
· Two types of markets 
· Factor markets (inputs) 
· Goods and services markets (outputs) 
· Two types of actors 
· Households 
· Producers (firms, businesses) 
· Two types of economic activity 
· Income flows from services rendered 
· Expenditure flows from G and S produced 
· Expenditure for one actor is income for another within both markets 
· Money Market 
· Savings leak out of the G & S market to enter the money market, 
· Transformation into investment spending 
· Re-entering the G & S market 
· Foreign sector and government sector are parts of G & S market 
National Accounting 
· Used to measure GDP
· Two major approaches: 
· Expenditure approach
· Consumption spending 
· Investment spending 
· Net export spending 
· Government spending 
· Income approach 
· Recall income and expenditure are distinct flows 
Savings and Taxes 
· Saving (S) is consumption spending (C) postponed into the future 
· S is transformation of consumption spending into investment spending 
· Taxes (T) is the transformation of private consumption spending into public spending (G) and investment spending (I)
Factor Income Approach 
· Focus on income earning activity, not on spending activity. 
· Y (aggregate income) broken down into: 
· Factor payments 
· Indirect taxes 
· Depreciation
· NDP (net domestic product) = Factor incomes + indirect taxes 
· GDP (same as Y) = NDP + depreciation (capital consumption allowance)
· Factor payments:
· Salaries and wages to labor 
· 51% of GDP in 2008 
· Rent to landlords and landladies 
· Interest and dividends to investors 
· 5% of GDP in 2008 
· Profits to entrepreneurs  
· 14% of GDP in 2008 
· Factor payments are not total income 
· Indirect taxes fill this gap (PST, GST, and HST)
APOGEE
· GDP should equal Y, Y = national income 
GDP
· Real GDP is nominal GDP adjusted for inflation 
· Objective is to measure the change in volume of economic activity 
· GDP is measured by value, not volume. Value is dependent on the volume AND price
· A price deflator (index) is a time series of numbers that measures inflation 
· Used to deflate nominal quantities into real ones 
· Real GDP = (nominal GDP/deflator) * 100
· Deflators account for inflation 
· Every year has a value of real GDP, in constant dollars of the base year (year in which the deflator = 100)
· Every year has a value for nominal GDP, in current dollars 
Economic Welfare 
· GDP either underestimates or overestimates economic welfare
· Underestimation occurs due to the unaccounted activity that is unreported, or through non-market activities, does not allocate for leisure time 
· Overestimation occurs when pollution or congestion plays a factor in the economic activity, and when the value of activities that do not contribute to economic welfare (criminal justice system, national defense, and environmental cleanup) 
· No single statistic will resolve this issue 

Chapter 6 
Deflators 
· Consumer price index 
· Used to measure evolution in cost of living 
· GDP deflator 
· Reflects prices of all goods produced domestically 
· Year that deflator = 100 is base year (in base year nominal GDP = real GDP)
· Rise in inflation = rise in deflator (rising prices)
· If deflator >100 prices are higher (than base year)
· If deflator <100 prices are lower (than base year)
Inflation 
· (Pt – Pt-1)/Pt-1 = Pt/Pt-1-1
· Core inflation = CPI stripped of the prices of those goods and services, w/volatile prices 
Construction of CPI (Consumer Price Index)
· Composition 
· Food – 17%
· Shelter – 26%
· Household operations and furniture – 11%
· Clothes/shoes – 6%
· Transport – 20%
· Health, personal care – 5%
· Recreational, education, reading – 13%
· Tobacco, alcohol – 3%
Rate of Change 
· (∆Y/∆time) **same units as Y**
Growth Rate 
· (∆Y/Y)/(∆time) **no units**
Interest Rates 
· Real interest rate = nominal rate minus inflation 
· Lending and borrowing rates based on real interest rate
· Most contracts are arranged according to expected real interest rate
· Negative real interest rate encourages borrowing and discourages saving/lending (loans repaid in deflated dollars)
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Production and Growth 
· Long-term performance of economic growth 
· Living standards measures by real GDP per capita 
· Compounding growth over a long period of time is more susceptible to small percentages of change 
· 1% growth per year will double the size of the economy in70yrs 
· 2% growth per year will double the size of the economy in 35yrs 
Primary Causes of Economic Growth 
· Endowments of land, labor, and capital 
· Productivity 
· Production = product = output
· Determinants:
· Physical capital 
· Input into the process of production (machinery, buildings, computer, etc.)
· Human capital 
· Knowledge, skills, and aptitude of workers (obtained through education, training, and experience)
· Natural resources 
· Technological knowledge 
Economic Growth and Public Policy 
· Savings and investment
· Production of capital goods through investment spending, augmenting capital stock 
· Avoid diminishing returns 
· Labor 
· Attract FDI (foreign direct investment)
· Develop human capital 
· Education 
· Property rights and political stability
· Property rights: the ability of people to determine the use of the resources that they own  
· Institutional arrangements encourage economic agents 
· Free trade 
· Open economies are more productive than closed ones 
· R & D (research and development)
· Computers, internet, telecommunications 
· Creates jobs 
· Opposes the onset of diminishing returns to capital 
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Saving, Investment, and the Financial System 
· Money markets do not consist of REAL(concrete) economic activity 
· Money serves as an accessory to concrete, real economic activity, meaning that exchanging money is not an end in and of itself 
· Events in money markets influence real economic activity through three channels:
· Exchange rates 
· Interest rates 
· Price level in the output market 
· The largest component of money supply circulating within Canada is credit
The structure of the financial system:
· Savers who supply loans 
· Borrowers who demand loans 
· Financial intermediaries who broker deals between the two 
Investment spending, which is turned into capital spending (which maintains and augments the productive capacity of a Macroeconomy), is the ultimate destination of much of the loanable funds 
Financial Institutions in the Canadian Economy
· Among the deepest and most developed in the world 
· Lots of credit available 
· In very good condition 
· Many different instruments as saving and lending activities are very specialized  
· Bond market 
· Price determined by supply and demand 
· A loan or an IOU (marketable transfer from one individual to another)
· Stock market 
· Equities 
· Marketable 
· Price determined by supply and demand 
· High risk, high return 
· Stockholders have claim on profits 
· Intermediaries:
· Banks 
· Mutual funds 
Saving and Investment in the National Income Accounts 
· Y = C + I + G + NX
· Assume a closed economy 
· The absence of trade is called autarky 
· The opposite is what we have in Canada, call an open economy, therefore NX = 0 
· Y = C + I + G
· –Y – C – G = I
· National savings = S, S = Y – C - G
· This yields S = I (national savings = investment spending)
· Since S = Y – C – G, then S = (Y – T – C) + ( T – G) 
· Total S is private saving and public saving 
· (Y – T) is disposable income, whatever remains after consumption spending is private saving 
· (T – G) is public saving, or the government’s balance 
· If (T – G) > 0, there is a surplus 
· If (T – G) < 0, there is a deficit 
· Punch-line: S = I (always)
· Applies in the aggregate 
· The money market, works to bring equality 
Market for Loanable Funds 
· Savers supply
· Investors demand
· Price of loanable funds (loans) is the interest rate 
· Law of demand applies to the demand for loanable funds 
· As the interest rate goes up, quantity demanded goes down 
· The law of supply applies to the S for loanable funds
· As the interest rate goes up, the quantity supplied goes up  
· Interest rates adjust to equilibrate the market 
· When loanable funds are scarce, interest rates are high 
· Policies that encourage saving 
· Lower taxes on the returns to saving and shift the incidence of taxation to consumption 
· Increase tax shelters for retirement saving
· RRSP
· Policies that encourage investment 
· Investment tax credit 
· Cuts to corporate income tax rate 
· Left-wing favor high social spending 
· Right-wing favor tax cuts and debt repayment 
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Unemployment and its Natural Rate 
LF = Labour Force, U = Unemployed, E = Employed, PR = Participation Rate, WAP = Working Age Population
Formulas 
· Unemployed – without work and actively seeking work 
· Labour Force = Unemployed + Employed
· Unemployment Rate = Unemployed/Labour Force 
· LF Participation Ratio = LF/Working Age Population 
· Employment to Population Ratio = E/WAP
2013 Figures 
· LFPR = 67%
· Employment to Population Ratio = 62%
· Unemployment Rate = 7%
Unemployment Types 
· Frictional – positive 
· Structural – negative, work force unskilled, ill-suited for jobs 
· Cyclical – current, job shortage 
· Natural rate – only sustainable unemployment rate 
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 The Monetary System
· 3 Functions of Money 
· Medium of exchange 
· Avoids bartering 
· Unit of account
· Uses relative value of goods and services  
· Store of value 
· Production and exchange are separate activities (must hold value over time) 
· History of Money
· Challenge to give money a stable value (must be supported by something) 
· Commodity of metallic money (exchange paper money for gold) 
· Paper money = Fiat money (faith gives value) 
· Monetary aggregates 
· M1 = Currency + Demand Deposits 
· M2 = M1 + Term Deposits + Savings Deposits 
· Banking System Structure 
· The central bank 
· Functions:
· Issue currency 
· Regulate money supply
· Banker for federal government
· Depository institution – organization serving as link between savers and borrowers 
· Fractional Reserve System
· Loans with multiple claims on initial money (illiquid, highly leveraged) 
· Small reserves held to meet liquidity needs 
· Money creation 
· Net injection from the financial system 
· Multiplier process 
· Total deposits = ∆Total loans + ∆Total reserves 
· Multiplier = ∆Cumulative Deposits/∆Original Deposits 
· ∆Original Deposits = ∆ Reserves at end of process 
· Monetary Policy 
· Price stability 
· Reserve rates 
· Bank rate
Chapter 11
· Classical Theory of Inflation 
Chapter 12
· 
Chapter 14
Aggregate Demand and Aggregate Supply  
· Real GDP fluctuates and uneven rates (usually growing) 
· Goes through the business cycle (not regular) 
· Recession – period of contracting real GDP and rising unemployment 
· Depression – severe recession 
· Many aggregates move together, but not necessarily by same magnitude 
· As real GDP falls, unemployment skyrockets 
· Model of Aggregate Demand and Aggregate Supply 
· Explains short-run fluctuations in real GDP’s equilibrium 
· Long-run real GDP determined by levels of inputs and productivity 
· Aggregate Demand
· Why does AD curve have a negative slope 
· If price fluctuates nothing happens to real GDP (already adjusted for inflation) 
· If price fluctuates real exchange rate will fluctuate and equilibrium GDP will fluctuate 
· AD gives functional relationship between price and real GDP (negative relationship) 
· AD curve shifts:
· Any factor except price causing an increase in expenditure, shift to right
· Any factor except causing a decrease in expenditure, shift to left 
· Any changes in price means move along AD curve   
· Aggregate Supply 
· Types 
· Long-run
· Short-run 
· The set of all combinations of P and GDP
· Short-run Aggregate Supply 
· Stick-wage theory – wages move up easily, but very slowly move down 
· As P fluctuates, GDP fluctuates 
· If productivity and or input falls, or input prices rise, shift to left 
· If productivity and or input levels rise, or input prices fall, shift to right 
· Long-run Aggregate Supply
· Vertical at natural rate
· No relationship between price and GDP 
· Dependent on land, labor, capital and technology of production
· Natural rate of output = long-run equilibrium for real GDP (potential GDP)
· Shifts are same of SRAS, EXCEPT wages 
· Equilibrium 
· AD = SRAS (intersection point)
· Application 
· Start at LR equilibrium (potential GDP)
· AD shocks shift AD curve 
· Negative shock, shift left
· Equilibrium, shift down 
· AS shocks shift SRAS curve 
· Negative shock, shift left
· Equilibrium price rises, quantity decreases (stagnation) 
· Remedy = increase in AD (shift right)
· Lowering wages cause SRAS to shift right 
· Meaning equilibrium price goes down and quantity goes up
