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• Microeconomics looks at how households and firms make decisions and how they interact in specific markets
Chapter 5



GDP 

• GDP is the market value of all final goods and services produced within a country in a given period of time (loosely speaking, it is how much a country is producing).
• Statistics Canada releases data on national and provincial GDP every three months.
The Measurement of GDP

From the definition of GDP
• “GDP is the Market Value . . .”
– Output is valued at market prices.

• “. . . Of All Final . . .”
– It records only the value of final goods, not intermediate goods (the value is counted only once).

• “. . . Goods and Services . . . “
– It includes both tangible goods (food, clothing, cars) and intangible services (haircuts, etc)

• “. . . Produced . . .”
– It includes goods and services currently produced, not transactions involving goods 
produced in the past.
• “ . . . Within a Country . . .”
– It measures the value of production within the geographic confines of a country.
• “. . . In a Given Period of Time.”
– It measures the value of production that takes place within a specific interval of time, usually a year or a quarter (three months).

The Components of GDP

• GDP includes all items produced in the economy and sold legally in markets.
• What Is Not Counted in GDP?
– GDP excludes most items that are produced and consumed at home and that never enter the marketplace (for example, taking care of kids, cleaning the house, cutting the grass).
– It excludes items produced and sold illicitly, such as illegal drugs.
• GDP (Y) is the sum of the following:
– Consumption (C)
– Investment (I)
– Government Purchases (G)
– Net Exports (NX)
Y = C + I + G + NX

CONSUMPTION (C): 
– The spending by households on goods and services, with the exception of purchases of new housing
INVESTMENT (I):
– The spending on capital equipment, inventories, and structures, including new housing.
GOVERNMENT PURCHASES(P):
– The spending on goods and services by local, state, and federal governments.
– Does not include transfer payments (e.g., welfare, old age pension) because they are not made in exchange for currently produced goods or services.
NET EXPORTS (NX):
- Exports minus imports





GDP Measures both Income and Expenditure
Note:
• GDP measures two things at once
– Total income of everyone in the economy
– Total expenditure on the economy’s output of goods and services
• For an economy as a whole, income must equal expenditure because:
– Every transaction has a buyer and a seller.
– Every dollar of spending by some buyer is a dollar of income for some seller.

Read the part on the Circular-Flow diagram in the text (pages 98-99)


Canadian GDP and Its Components, 2008
See (Table 5.1, p.105)

Examples—What Is the Impact on GDP?
A. Debbie spends $200 to buy her husband dinner 
Consumption and GDP rise by $200.  
B. Sarah spends $1800 on a new laptop to use in her publishing business.  The laptop was built in China.  
Investment rises by $1800, net exports fall by $1800, GDP is unchanged.
C. General Motors builds $500 million worth of cars, but consumers only buy $470 million of them.
Consumption rises by $470 million, inventory investment rises by$30 million, and GDP rises by $500 million. 
D. Jane spends $1200 on a computer to use in her editing business. 
She got last year’s model on sale for a great price from a local manufacturer. Investment in machinery and equipment by increases $1200 but inventory decreases by $1200.  So, the total effect on current investment and current GDP is zero.

Real vs Nominal GDP
• If GDP rises from one year to the next, one of two things must be true
– The economy is producing more goods and services
– Goods and services are being sold at higher price
Nominal GDP-values the production of goods and services at current prices.
Real GDP-values the production of goods and services at constant prices (that is, it ignores  price increases).

Real vs Nominal GDP
• Real GDP is really the accurate measure of how much a country produced and of its standard of living.
Example:  Suppose all prices and incomes were to double tomorrow.  Would you be richer?
Answer:  No.  Even if your income doubled, you could not buy more goods because the price of goods would have doubled as well.
• An accurate view of the economy’s performance (that is, how much is being produced) therefore requires adjusting nominal GDP to take into account price increases.
-This is done by using the GDP Inflator.
- Correcting nominal GDP for changes in prices using the GDP deflator yields real GDP.

The GDP Deflator
The GDP Deflator is a measure of the price level.

• It tells us the rise in nominal GDP that is attributable to a rise in prices rather than a rise in the quantities produced.  It is calculated as:
GDP deflator =Nominal GDP/Real GDP×10

• Note that given nominal GDP and the GDP deflator, one can calculate real GDP as:

Real GDP=Nominal GDP/GDP deflator× 10

Real GDP
• The change in real GDP is the amount that GDP would change if prices were constant (i.e., if zero inflation).
Hence, real GDP is nominal GDP corrected for inflation.
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GDP and Economic Well-Being

• Real GDP per person is the most often used indicator of a country’s average person’s standard of living.
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Gross Domestic Product
...does not allow for the health of our children, the quality of their education, or the joy of their play. It does not include the beauty of our poetry or
the strength of our marriages, the intelligence of our public debate or the integrity of our public officials.
It measures neither our courage, nor our wisdom, nor our devotion to our country. It measures everything, in short, except that which makes life worthwhile, and it can tell us everything about America except why we are proud that we are Americans.”
- Senator Robert Kennedy, 1968


GDP does not value.
The quality of the environment
Leisure time
Non-market activity, such as the child care a parent provides to his or her child at home
An equitable distribution of income



Then why do we care about GDP?
• Having a large GDP enables a country to afford better schools, a cleaner environment, health care, etc.
• The fact is that if a person has a high income, then this person can afford to spend more time with his/her children and do volunteer work—
• Higher incomes allow for more choices. For a society, having a high GDP means having more choices.
• Many indicators of the quality of life are positively correlated with GDP. For example...
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Other Measures of Income

• Gross National Product (GNP) = GDP plus income that Canadians earn abroad minus income that foreigners earn in Canada
• Net National Product (NNP) = GDP minus losses from depreciations (i.e., wear and tear on the stock of equipment and structures)
• National income: NNP minus sales taxes
• Personal income: income that households and unincorporated business receive (National income minus retained earnings)
• Disposable personal income: personal income minus personal taxes (e.g., personal income taxes) and certain nontax payments (e.g., traffic tickets)
















Chapter 6 
• This chapter examines issues related to measuring a country’s consumption over time.

CPI = consumer price index 
Inflation is based on CPI

• The CPI is a measure of the overall cost of the goods and services bought by a typical consumer.
• Statistics Canada reports the CPI each month.
• It is used to monitor changes in the cost of living over time.
• When the CPI rises, the typical family has to spend more dollars to maintain the same standard of living.

How the CPI is calculated—4 Steps


1. Determine the Basket: Determine what prices are most important to the typical consumer.
– If the typical consumer buys more of one good, then the price of that good is more important and is given more weight in measuring the cost of living.
– Statistics Canada sets these weights by surveying consumers to find out the basket of goods the typical consumer buys.
2. Find the Prices: Find the prices of each of the goods and services in the basket for each point in time.
3. Compute the Basket’s Cost: Use the data on prices to calculate the cost of the basket of goods and services at different times
4. Choose a Base Year and Compute the Index:
– Designate one year as the base year
– Compute the index by dividing the price of the basket in
one year by the price in the base year and multiplying by
100.

16.9% = food
25.7 = shelter
19.6 = transportation
5.6 = clothing + footwear
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Correcting Economic Variables for the Effects of Inflation Using the CPI

• Price indexes such as the CPI are used to correct for the effects of inflation when comparing dollar figures from different time periods.
• Example: Gas is about $1.20 a litre now while it was about 9.5 cents a litre in1957. Is gas more expensive now than in 1957?


Answer: From Stats can, CPI was 14.8 for 1957 and 120.0 for July 2011 (2002 basis). Hence,
1957 gas price in July 2011 $ = 9.5 cents x (120/14.8) = 77.0 cents
So, gas is more expensive now than in was in 1957.

Problems in Measuring the Cost of Living
• The CPI is an accurate measure of the selected goods that make up the typical bundle, but it is not a perfect measure of the cost of living.
• Three problems with the index are widely acknowledged but difficult to solve
– Substitution bias – Introduction of new goods – Unmeasured quality changes
• All these problems result in the CPI overstating the cost of living.
– The issue is important because many government programs use the CPI to adjust for changes in the overall level of prices.


Problems in Measuring the Cost of Living
• Substitution Bias
– The basket does not change to reflect consumer reaction to changes in relative prices.
• Consumers substitute toward goods that have become relatively less expensive.
• Introduction of New Goods
– The basket does not reflect the change in purchasing power brought on by the introduction of new products.
• New products result in greater variety, which in turn makes each dollar more valuable.
• Consumers need fewer dollars to maintain any given standard of living.

GDP Deflator vs CPI
• Both the GDP deflator and the consumer price index are used to gauge how quickly prices are rising. There are two important differences between the indexes that can cause them to diverge.

1. Which goods and services are included?
– The GDP deflator reflects prices of all goods and services produced domestically (does not include price of imports)
– The CPI reflects prices of all goods and services bought by consumers (includes prices of imports)

2. How are prices weighted?
– The CPI compares the price of a fixed basket of goods to the price of the basket in the base year.
– Statistics Canada changes the basket of goods only occasionally.
– The GDP deflator compares the price of currently
produced goods and services to the price of the same
goods and services in the base year

Real and Nominal Interest Rates

• Interest represents a payment in the future for a transfer of money in the past. It is therefore important to take into account the difference in the purchasing power of the money you lend (or borrow) with the money you will get back (or repay.
• The nominal interest rate is the interest rate usually reported and not corrected for inflation.
– It is the interest rate that a bank pays.

• The real interest rate is the nominal interest rate that is corrected for the effects of inflation—it reflects the purchasing power of the money a lender gets back.

Real and Nominal Interest Rates—Example

• You borrowed $1,000 for one year.
 • Nominal interest rate was 15%.
 • During the year inflation was 10%

Real interest rate = Nominal interest rate – inflation = 15%-10% = 5% 

Chapter 7 



The Determinants of a Country Standards of Living

•So, a country’s standard of living basically depends on two things:
– How many people work (and how many hours they work); and

– How productive they are when they work. 
Focus of this lecture is on the second component: “Productivity.”

The level of employment is an important determinant of a country’s standard of living, but for developed countries, productivity is even more important.

– For example, studies show that the major reason why GDP per Person is lower in Canada than the U.S. is because Productivity is lower in Canada—In fact, they show that the productivity gap explains about 80 per cent of the GDP per Person gap.


Productivity :
• Formally, Productivity refers to the amount
• Formally, Productivity of goods and services that a worker can produce from each hour of work.

Productivity of a country = GDP of the country / Total number of hours worked in that country. 


• The inputs used to produce goods and services are called the factors of production.
• The factors of production directly determine productivity
—The more of these factors an economy has, the more productive it will be and the richer it will be.
• The Factors of Production 

• Natural Resources
– inputs used in production that are provided by nature, such as land, rivers, and mineral deposits.
• Renewable resources include trees and forests. • Nonrenewable resources include petroleum and coal.
– can be important but are not necessary for an economy to be highly productive (for example, Japan has limited natural resources but is highly productive)


• Human Capital
– the economist’s term for the knowledge and skills that workers acquire through education, training, and experience
• Like physical capital, human capital raises a nation’s ability to produce goods and services.
• For example, the more educated a workforce is, the better use it will make of machines.

Technological knowledge 
– Economy’s understanding of the best ways to produce goods and services.
• Common knowledge • Proprietary knowledge (e.g., patents, inventions)
· How is technological advance good for a country’s standard of living? Doesn’t it kill jobs?


Encouraging Investment in Physical Capital
• One way to raise future productivity is to invest more current resources in the production of physical capital— this involves less consumption now (that is more saving, in other words, some form of sacrifice)
• Another way for governments to increase capital accumulation is to encourage investment from foreign sources.
• Investment from abroad takes several forms:
– Foreign Direct Investment • Capital investment owned and operated by a
foreign entity.
– Foreign Portfolio Investment
• Investments financed with foreign money but operated by domestic residents.


Encouraging Investment in Human Capital
• For a country’s long-run growth, education (and especially basic education) is at least as important as investment in physical capital.
– In Canada, each year of schooling raises a person’s wage, on average, by about 10 percent.
– Thus, one way the government can enhance the standard of living is to provide schools and encourage the population to take advantage of them.
• Government expenditures that improve the health of and nutrition of workers can improve productivity—healthy workers are more productive.

Brain Drain
• One problem facing some poor countries is the brain drain—the emigration of many of the most highly educated workers to rich countries.
• Canada benefits from the brain drain suffered by poor countries. However, Canada also suffers from the brain drain as highly educated workers are attracted to high-paying jobs and lower taxes in the U.S.

Promoting Research and Development
• The advance of technological knowledge has led to higher standards of living.
– Most technological advance comes from private research by firms and individual inventors.
– Government can encourage the development of new technologies through research grants, tax breaks, and the patent system.
• Inward foreign direct investment is also a source of technological know how.
• Private research and development is an area where Canada has a relatively poor performance compared to other developed countries.

Promoting Free Trade
• Trade allows a country to specialize in what it does best.
• A country that eliminates trade restrictions will experience the same kind of economic growth that would occur after a major technological advance.
• In addition to allow specialization, free trade pushes domestic firms to be more innovative if they want to compete effectively.
NAFTA—A digression
• 1988: Canada-US Free Trade Agreement
• 1994: North-American Free Trade Agreement (Canada, US, Mexico)
• there was a lot of opposition to these agreements:
« How could a small Canadian company compete in its own national market against U.S. giants, given all their advantages of scale and marketing »
• By1999, Canadian exports to the U.S. had doubled but imports had risen by only 20
Establish secure property rights and maintain political stability

• Property rights refer to the ability of people to exercise authority over the resources they own.
– An economy-wide respect for property rights is an important prerequisite for the price system to work.
– The fact is that nobody will invest if they feel that their investment is not secure.

People will not invest if they believe their investment is not secure.

Population Growth
• Economists and other social scientists have long debated how population growth affects a country’s standard of living

– On one hand, it stretches natural resources and the education system, and dilute the capital stock per worker

– On the other hand, it promotes technological progress—if there are more people, there are more scientists and inventors to contribute to technological advance.





















Saving, Investment and the Financial SystemChapter 8

• In Chapter 7 ,we saw that capital invest mentis a key determinant of productivity growth, hence economic growth.
• But to finance capital investment, people and business need to find money. And this money comes from savers.
• Chapter 8 looks at how the financial system helps match one person’s saving with another person’s investment.



The Financial System 

• The financial system consists of the group financial system of financial institutions in the economy that coordinate the actions of savers and borrowers.
• Financial institutions can be grouped into two different categories: financial markets and financial intermediaries.



Financial Institutions in the Canadian Economy

• Financial markets are the institutions through which savers can directly provide funds to borrowers.
– Bond Market
 – Stock Market
• Financial intermediaries are financial institutions through which savers can indirectly provide funds to borrowers.
– Banks
 – Mutual Funds


Financial Markets: The Bond Market
• A bond is a certificate of indebtedness that specifies obligations of the borrower to the holder of the bond.
• It identifies the time at which the loan will be repaid, called the date of maturity, and the rate of interest that will be paid periodically until the loan matures.
• Characteristics of a Bond
– Term: The length of time until the bond matures.
– Credit Risk: The probability that the borrower will fail to pay some of the interest or principal. It is affected by such things as the level of debt carried by the issuer and the stability of the issuer’s revenues.


Financial Markets: The Bond Market (cont.)

The interest rate on a bond depends on the credit risk of the bond.
– Riskier bonds pay higher interest rates
– Long-term bonds also pay higher interest rates. If a holder of a long-term bond needs his money earlier than the distant date of maturity, he has no choice but to sell the bond, perhaps at a reduced price.





Impact of changes in interest rates on the price of (existing) bonds

Question: • Suppose you bought a bond a year ago with the following
characteristics:
		–  Coupon rate (i.e., interest rate that the bond will pay) = 5% 
		–  Term = 2 years 
		–  Face value = $1000 
		–  You paid $1000 for this bond. 
• Suppose now that newly issued bonds which are identical in all respect to the bond you bought last year offer instead a coupon rate of 10% (in other words, interest rates have gone up).
• If you tried to sell the bond you bought last year, would you get exactly $1000 or more or less?
Answer • Would get less than $1000 as investors would want to buy the new bonds instead of your bonds.
• The point is that when interest rates go up, the price of existing bonds go down (and vice-versa).
If interest rate goes up price of bond goes down.
People buy gold because it’s a stable investment.



Financial Markets: The Stock Market
• Stock represents a claim to partial ownership in a firm and is therefore, a claim to the profits that the firm makes.

– The sale of stock to raise money is called equity financing.
– Compared to bonds, stocks offer both higher risk and potentially higher returns.
– The value of a firm’s stock depends on the firm’s expected profits—all other things equal, if expected profits go up, the price of stocks goes up.
– The most important stock exchange in Canada is the Toronto Stock Exchange (TSX)
– The most important stock exchanges in the United States are the New York Stock Exchange, the American Stock Exchange, and NASDAQ.
1


–Bond Market

•A bond is a certificate of indebtedness that specifies obligations of the borrower to the holder of the bond.
•The market value of a bond depends on the face value of the bond, the coupon rate, the maturity of the bond and how risky is the issuer.
•In particular, when interest rates go up, the market value of existing bonds go down (and vice-versa).
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Financial Markets: The Stock Market
• Stock represents a claim to partial ownership in a firm and is therefore, a claim to the profits that the firm makes.
– The sale of stock to raise money is called equity financing.
– Compared to bonds, stocks offer both higher risk and potentially higher returns.
– The value of a firm’s stock depends on the firm’s expected profits—all other things equal, if expected profits go up, the price of stocks goes up.
– The most important stock exchange in Canada is the Toronto Stock Exchange (TSX)
– The most important stock exchanges in the United States are the New York Stock Exchange, the American Stock Exchange, and NASDAQ.



Financial Markets: • The Stock Index
– Available to monitor the overall level of stock prices
– Computed as an average of a group of stock prices
– The best-known and closely watched stock index in Canada is the TSX 300
• Based on prices of 300 major firms listed on the TSX
– The most famous stock index is the Dow Jones Industrial Average
• Based on prices of 30 major US companies


Impact of changes in interest rates on the cost of equity financing


Question: Suppose, interest rate goes up (that is, all other things equal, the coupon rate on newly issued bond goes up). What would you expect to happen to the price of stocks?
Answer: If interest rates go up, then investors expect corporate profits will go down because the cost of doing business will increase.

Question: Suppose, interest rate goes up. Does the cost of equity financing goes up, down or stays the same?
Answer: The cost of equity financing goes up because corporations have to issue more stocks to raise the same amount of money, which means that profits will be more
« diluted » (profits will be divided among more investors).


Financial Intermediaries: Banks and Mutual Funds

Banks
• Take deposits from those who save and use the deposits to make loans to those who borrow.
• Pay depositors interest on their deposits and charge borrowers higher interest on their loans
Mutual funds
• Institutions that sell shares to the public and uses the proceeds to buy a portfolio, of various types of stocks, bonds, or both.
– They allow people with small amounts of money to easily diversify.


The Meaning of Saving and Investment

• Many people use the terms saving and investment interchangeably.
• Economists don’t
• For economists, investment refers to the purchase of physical capital.
• If you buy a bond or some stock from a corporation, then it is saving


How the Financial System Work? Saving and Investment in the National Income Accounts
• A key objective of this chapter: Examine how the financial system works.
• We defined financial system and its component. The next step is to see how activity on the financial markets is measured.
• Recall that GDP is both total income in an economy and total expenditure on the economy’s output of goods and services. In Chapter 5, we saw that GDP can be divided in four components as follows:
Y = C + I + G + NX
where: Y: GDP
I: Investment G: Government purchases NX: Net Exports (i.e., Exports-Imports)




Some Important Equations
• For simplicity, we will assume in this chapter a closed economy, that is, one that does not engage in international trade.
• Hence NX=0, and Y = C + I + G
• As a result, we can express I as I = Y – C – G
• Note however that the right-hand side of the equation is the total income in the economy that is left after paying for consumption and government purchases. In other words it corresponds to national saving, or just saving (S).


Some Important Equations (cont.)
• Substituting S for Y - C - G, last equation can be written as:
S=I
• This equation shows that for the economy as a whole, saving must be equal to investment (that is, in a closed economy, the amount of money saved must be equal to the amount of money invested).


Some Important Equations (cont.) • We saw earlier that National Saving
S = Y – C – G
• Let
T: amount of net taxes (that is, tax collected minus transfer payments such as EI and welfare)
• Then, adding and subtracting T from the right-hand side of the equation:
S = (Y – C – T) + (T – G)
we see that National Saving is the sum of

( T – G ) = Public savings 


Three ways to look at National Saving:

1. S=I
For the economy as a whole, Saving is equal to Investment.
2. S=Y–C–G
National saving is the total income in the economy that remains after paying for consumption and government purchases.
3. S=(Y–C–T)+(T–G)
National saving is the sum of private saving and public saving



Some Important Equations—Summary (cont.)
• Private Saving
– Private saving is the amount of income that households have left after paying their taxes and paying for their consumption.
Private saving = (Y – T – C)
• Public Saving
– Public saving is the amount of tax revenue that the government has left after paying for its spending.
Public saving = (T – G)
• Surplus and Deficit – If T > G, the government runs a budget surplus because it
receives more money than it spends (Public saving > 0).
– If G > T, the government runs a budget deficit because it spends more money than it receives in tax revenue (Public saving < 0).




Supply and Demand for Loanable Funds 
• The market for loanable funds, like other markets in the economy, is determined by supply and demand.

– The supply of loanable funds comes from people who have extra income they want to save and lend out.

– The demand for loanable funds comes from households and firms that wish to borrow to make investments (note: does not include government borrowing)




• What is the price in the loanable funds market?
– The real interest rate is the price of the loan—it represents the amount that borrowers pay for loans and the amount that lenders receive on their saving.
• Financial markets work much like other markets in the economy.
– The equilibrium of the supply and demand for loanable funds determines the equilibrium real interest rate.





Applications of the Market for Loanable Funds Model

• Recall from Chapter 4 the three steps in analyzing the impact of some events on a market:
– Decide whether the policy shifts the supply curve or the demand curve
– Determine the direction of the shift
– Use the supply-and-demand diagram to see how the equilibrium changes





Application 1: Impact of a Tax on Saving
• Taxes on interest income substantially reduce the future payoff from current saving and, as a result, reduce the incentive to save.

– For example, if the saver’s tax rate is 40% and the inflation rate is 2%, and if the nominal rate of return is 5%, then the real after-tax rate of return is:

r = after-tax nominal rate of return – inflation =[5%-(0.4x5%)]–2%=1% .
– If the tax rate was 20% instead, then the real after-tax rate of return would be:

r = [5% -(0.2 x 5%)] – 2% = 2%

• So, a tax decrease means that there is more money left in the savers’ pockets for every interest rate. So, savers will be more interested in saving.
Application 2: Impact of a tax on Investment
• A tax on investment (e.g., a corporate income tax) makes investment more expensive at any given interest rate (as there is less money left in the investors’ pockets).
• This means that investors are willing to borrow less at any given interest rate (Demand curve for loanable funds shifts left).
• On the other hand, a government subsidy for investment reduces the cost of investing at any given interest rate, which means that investors are willing to borrow more at any given interest rate (Demand curve for loanable funds shifts right).

Application 3: Government Budget Deficits and Surpluses
• As we saw, when the government spends
more than it receives in tax revenues in a
given year, the shortfall is called the budget budget
deficit. deficit.
• The accumulation of past budget deficits is called the government debt.
government debt.


























Chapter 9 

Unemployment rate and its natural rate

• As we have seen in Chap. 7, standard of living does not depend only on productivity but also on the number of people who work.
• Chap. 9 examines how the government measures unemployment and what are some of the causes of unemployment.
How is the unemployment rate measured?
• Unemployment is measured by Statistics Canada
– It surveys 50,000 randomly selected households every month.
– The survey is called the Labour Force Survey
• Based on the answers to the survey questions, Statistics Canada places each adult (aged 15 and older) into one of three categories:
– Employed —A person is considered employed if he or she has spent most of the previous week working at a paid job.
– Unemployed —A person is unemployed if he or she is on temporary layoff, is looking for a job, or is waiting for the start date of a new job.
– Not in the labour force —A person who is neither employed nor unemployed, such as a full-time student,

Problems in Measuring Unemployment
• It is difficult to distinguish between a person who is unemployed and a person who is not in the labour force. For example,
– Discouraged searchers, people who would like to work but have given up looking for jobs after an unsuccessful search, are not considered unemployed
– Other people may claim to be unemployed in order to receive financial assistance (e.g., employment insurance), even though they aren’t looking for work
– Unemployment rate does not take into account the length of time for which the person has been unemployed—Most spells of unemployment are short
Two Components of Unemployment 
• Natural Rate of Unemployment
– unemployment that does not go away on its own even in the long run.
– the amount of unemployment that the economy normally experiences.
• Cyclical Unemployment
 – year-to-year fluctuations in unemployment around its natural rate.
– arises due to short-term economic fluctuations (e.g., recessions).
• This chapter focuses on the causes natural rate of unemployment. The causes of cyclical unemployment will be discussed in Chapter 14.

Two sources of unemployment
• Frictionnal unemployment 
• Structural unemployment

Frictional unemployment: unemployment that results from the time that it takes to match workers with jobs.
• Frictional unemployment is inevitable because the economy is always changing
• It takes time for workers to search for and find jobs in new sectors

Structural unemployment:
• Unemployment that results because the number of jobs available in some labour markets is insufficient to provide a job for everyone who wants one.
• Occurs when the quantity of labour supplied exceeds the quantity demanded.
• It is often thought to explain longer spells of unemployment
• Results from imperfection in labour markets
· In an ideal labour market, structural unemployment would be zero—wages would adjust to balance the supply and demand for labour, ensuring that all workers (who want to work at the prevailing wage) would be fully employed.

Unions and Collective Bargaining
• Another reason for prevailing wages to be higher than equilibrium wages, hence to have unemployment, is the existence of unions.
• A union is a worker association that bargains with employers over wages and working conditions.
• As of 2004, 38 percent of all Canadian workers belonged to unions.
• In the1940s and 1950s, union membership was considerably smaller, at just 10 percent of the labour force in 1941 and 20 percent in 1951.
• The process by which unions and firms agree on the terms of employment is called collective bargaining.

• By acting as a cartel with ability to strike or otherwise impose high costs on employers, unions usually achieve above-equilibrium wages for their members.
• A strike – refers to when the union organizes a withdrawal of labour from the
firm.
– will be organized if the union and the firm cannot reach an agreement.
• Union workers earn 10 to 20 percent more than nonunion workers.
• However, this means a reduction in the quantity of labour demanded in unionized firms which results in a larger supply of labour and lower wages in non-unionized firms.
 • Efficiency wages are above-equilibrium wages paid by firms in order to increase worker productivity.
• The theory of efficiency wages states that for a number of reasons, firms operate more efficiently if wages are above the equilibrium level:
· Worker Health: Better paid workers eat a better diet and thus are more productive.

– Worker Turnover: A higher paid worker is less likely to look for another job.
– Worker Effort: Higher wages motivate workers to put forward their best effort.
– Worker Quality: Higher wages attract a better pool of workers to apply for jobs.





















Chapter 10

The monetary system
• The existence of money makes trade immensely easier—Just imagine if you had to barter everything you want to acquire.
• However the “management “ of money creates challenges. For example, printing too much money in an economy can create inflation. Too little money can create a recession.
• This chapter provides an introduction to
– the nature of money and its functions in the economy
– how the banking system helps determine the stock of money (i.e., the money supply)
· the role of the Bank of Canada and the tools it can use to alter the money supply in the economy

• Definition: Money is the set of assets in an economy that people can use to buy goods and services from other people.
• Money has three functions in the economy:
– Medium of exchange —Money can be used by sellers when they want to purchase goods and services.
– Unit of account—Money is the yardstick people use to post prices and record debts.
· Store of value—People can use money to transfer purchasing power from the present to the future.
• Commodity money takes the form of a commodity with intrinsic valueExamples: Gold, silver, cigarettes.
• Fiat money is used as money because of government decree. – It does not have intrinsic value. – Examples: Coins, cur • The Bank of Canada (BofC) serves as the nation’s central bank.
– It is designed to control the quantity of money in the economy.
• The BofC was established in1935 and is owned by the Canadian government.
• The Structure of the BofC:
– Managed by a board of directors, composed of the governor, the senior deputy governor, and 12 directors, including the minister of Finance.
– The minister of Finance appoints all members of the board of directors, with 7-year terms for the governor and senior deputy governor, and 3-year terms for the other directors
• Foreign Exchange Market Operations
– A form of open-market operation
– It is when the BofC buys or sells foreign currencies
– How does it affect MS? • MS increases when the B of C buys foreign currency with Canadian
• MS decreases when the B of C sells foreign currency (less cash in the hands of the public).
• Sterilization
– This is the process of offsetting a foreign exchange market operation with an open-market operation—for example, selling foreign currencies and using foreign currency received in exchange to buy govt. of Canada bonds.
– Why would the BofC want to do that?
• For example, if it wants to support the Canadian $ while not reducing MS.

Changing the Overnight Rate
– The bank rate is the rate of interest central banks charge commercial banks for loans
– The overnight rate is the rate of interest on very short- term loans between commercial banks. In practice, it is always about one-quarter of one percent below the bank rate
– The BofC can alter the MS by changing the bank rate, which in turn causes an equal change in the overnight rate.
• An ↑ in the over night rate discourages banks from borrowing reserves from the Bank of Canada, which means that banks will want to make fewer loans so that they are less likely to have to borrow from the BofC. This therefore ↓ the MS
• A ↓ in the over night rate ↑ the MS


The BofC has two tools to increase or decrease the MS:
– Open-market operations
• If BofC buy govt bonds, then MS ↑ • If BofC sell govt bonds, then MS ↓
– Changing the bank rate (and by extension the overnight rate)
• If BofC ↑ bank rate, then MS ↓ • If BofC ↓ bank rate, then MS ↑


What is Quantitative Easing?
• A form of open-market operation whereby the central bank buys government bonds or other financial assets (e.g., mortgage backed assets).

Problems in Controlling the MS
 • The BofC’s control of the MS is not precise.
• The BofC does not control the amount of money that
– households choose to hold as deposits in banks.
– commercial bankers choose to lend.




Chapter 11 

Money Growth and Inflation
• Recall from Chapter 6 that inflation is an increase in the overall level of prices.
– Can be measured by the change in the GDP deflator or the change in the CPI.
– Inflation means that the average level of prices in the economy is increasing rather than the prices of all goods.
Key objectives of Chapter 11:
• What is the root cause of inflation? • What are the costs of inflation?

Explaining Inflation—The Quantity Theory of Money
The level of prices and the value of money • Suppose P is the price level as measured, for instance,
by the CPI.
• Then P can be seen as measuring the number of dollars needed to buy the “typical” basket of goods and services.
• Therefore 1/P measures the quantity of goods and services that can be bought for $1. In other words, 1/P measures the value of money.
• And when P rises, the value of money falls.
• Conceptually, this is very easy to understand. When prices rise, you cannot buy as much with the money you have, therefore the value of money falls.

What Determines the Value of Money—Money Supply, Money Demand and Monetary Equilibrium?
• As you can guess, the value of money is determined by supply and demand.
Money Supply (MS)

The BofC determines 
• Recall form Chap. 10 that the quantity of money supplied through instruments such as open-market operations.
• The MS is there for the independent of the price level (P)


What Determines the Value of Money—Money Supply, Money Demand and Monetary Equilibrium (cont.)
Money Demand
• The demand for money reflects how much wealth people want to hold in liquid form.
• Many variables affect that, including the interest rate a person could earn if the money was saved instead of put into a wallet or a checking account.
• However, a key determinant of how much money people hold is the price level.
• The higher the price level is, the more money people will hold in their wallets and cheking accounts.
• So, in terms of the value of money, the lower the value of money is (that is, the lower 1/P is), the larger is the quantity of money demanded.
• Graphically, it means that the Money Demand curve is downward sloping...

Background • All variables in the economy can be classified in two
categories: 1. Nominal variables—variables measured in monetary units
(i.e., in current $) Example: Nominal GDP
2. Real variables—variables measured in physical units (i.e., in constant $)
Example: Real GDP = Nominal GDP/GDP deflator

How Changes in the MS Affect Non-Monetary Variables—The Classical Dichotomy and Money Neutrality (cont.)
• According to most economists, in the long run, real economic variables do not change with changes in the MS.
– For example, in the long run, real GDP is affected by changes in productivity not by changes in the MS.
• According to the classical dichotomy, changes in the MS affect nominal variables but not real variables.
• The irrelevance of monetary changes for real variables is called monetary neutrality
• This has important policy implications. It says for example, that in the long run, changes in the MS won’t affect real GDP (i.e., standard of living).
• However, as we will see later (Part 7 in the book), changes
in the MS can affect real variables in the short run.



Velocity and the Quantity Equation—Another Way to Look at the Quantity Theory of Money
Velocity of Money:
• Definition:Thevelocityofmoney(V)refersto the speed at which the typical dollar bill travels around the economy from pocket to pocket
• Let 
 M: Quantity of money (i.e., Money supply) 
P: Price level (i.e., GDP deflator)
 Y: Quantity of output (i.e., real GDP)
then
V = (P x Y)/M



The Fisher Effect • 
Real interest rate = Nominal interest rate – Inflation rate
• Thus, nominal interest rate can be written as
Nominal interest rate = Real interest rate + Inflation rate
• Thus, when the Bank of Canada increases the rate of money growth, the result is both a higher inflation rate and a higher nominal interest rate (this is called the Fisher effect).
• Note that the Fisher effect does not hold in the short-
run to the extent that changes in inflation are unanticipated.


The Costs of Inflation
1. Shoe leather costs 
2. Menu costs 
3. Relative price variability 
4. Tax distortions 
5. Confusion and inconvenience 
6. Arbitrary redistribution of wealth 


The Costs of Inflation: Shoeleather Costs 
• Shoe leather costs  wasted when inflation encourages people to reduce their money holdings.
– Inflation reduces the real value of money, so people have an incentive to minimize their cash holdings.
– The cost of reducing your money holdings is the time and convenience you must sacrifice to keep less money on hand (e.g., going to the bank everyday).


The Costs of Inflation: Menu Costs 
• Menu costs are the costs of adjusting
– During inflationary times, it is necessary to update price lists and other posted prices.
– This is a resource-consuming process that takes away from other productive activities.
The Costs of Inflation: Relative-Price Variability and the Misallocation of Resources
• Inflation distorts relative prices and make them more variable.
• As a result, consumer decisions are distorted, and markets are less able to allocate resources to their best use.


The Costs of Inflation: Inflation-Induced Tax Distortions
• Almost all taxes distort incentives and lead to a less efficient allocation of resources.
• Many taxes, however, become even more problematic in the presence of inflation— especially taxes on savings.
• The problem is that income taxes are raised on nominal returns, even though part of it merely compensates for inflation.
• The after-tax real interest rate falls, making saving less attractive.

The Costs of Inflation: Confusion and Inconvenience
• When the Bank of Canada increases the money supply and creates inflation, it erodes the real value of the unit of account.
• Inflation causes dollars at different times to have different real values.
• Therefore, with rising prices, it is more difficult to compare real revenues, costs, and profits over time.

The Costs of Inflation: Arbitrary Redistribution of Wealth
• Unexpected inflation redistributes wealth among the population in a way that has nothing to do with either merit or need.
• For example, as we saw in Chap.6, if inflation turns out to be higher than anticipated,
– A union worker (without a COLA clause in her contract) will be hurt by inflation while her employer will benefit.
– Borrowers will benefit to the detriment of lenders.






















Chapter 12     Open economy 


• There are clear benefits to be open to international trade:
– International trade can raise living standards in all countries by allowing each country to specialize in producing those goods and services in which it has a comparative advantage.
• So far, however, our development of macroeconomics has largely ignored the economy’s interaction with other economies around the world.
Key objectives of Chap. 12:
• Provide an introduction to open-economy macroeconomics
• Describe key macroeconomic variables that describe an open economy (e.g., exchange rate)

Open and Closed Economies—Definitions
• An open economy is one that interacts freely with other economies around the world :
– It buys and sells goods and services in world product markets.
– It buys and sells capital assets in world financial markets
• A closed economy is one that does not interact with other economies in the world :
– There are no exports, no imports, and no capital flows.


The Flow of Goods: Exports, Imports and Net Exports
Exports (X) : goods and services produced domestically and sold abroad. • Imports (M) : goods and services produced
· Net exports (NX) : exports minus imports
· Factors that Affect Net Exports
· – The tastes of consumers for domestic and foreign goods.
· – The prices of goods at home and abroad.
· – The exchange rates at which people can use domestic currency to buy foreign currencies.
· – The incomes of consumers at home and abroad.
· – The costs of transporting goods from country to country.
· – The policies of the government toward international trade.

The Flow of Financial Resources: Net Capital Outflow
• Net capital outflow (NCO): Purchase of foreign assets by domestic residents minus the purchase of domestic assets by foreigners (Also sometimes called net foreign investment)
– When a Canadian buys stock in BMW, Canadian NCO ↑. – When a Japanese resident buys a Canadian government
bond, Canadian NCO ↓. 
• The flow of capital abroad takes two forms
– Foreign direct investment (FDI): Purchases by Canadian resident of foreign real assets (e.g., Tim Hortons opens a fast food outlet in Russia)
· Foreign portfolio investment: Purchases by Canadian residents of foreign financial assets (e.g., BMW stocks)


Variables that Influence NCO
• Real interest rates being paid on foreign assets compared to real interest rates
– For example, if Canadian real interest rates are lower than U.S. real interest rates (and assuming that investors anticipate no change in exchange rates), then financial assets will move from Canada to the U.S. (i.e., NCO will ↑)
• Perceived economic and political risks of holding assets abroad
• Government policies that affect foreign ownership of domestic assets (e.g., restrictions on foreign investment)



The Equality of Next Exports and Net Capital Outflow
• For an economy as a whole, NX and NCO must balance each other so that:
NCO = NX
– This holds true because every transaction that affects one side must also affect the other side by the same amount.
– For example, suppose Bombardier sells a plane to the U.S. for 100 million USD. Then, exports go up by 100 million USD and foreign assets held in Canada go up by 100 million USD (US dollars are foreign assets). That is,
∆ NX = 100 million USD ∆ NCO = 100 million USD

Saving, Investment, and their Relationship to the International Flows
• Recall from Chap. 6 that GDP can be written as: Y = C + I + G + NX
• With some algebra, we can write: Y - C - G = I + NX
• Recall from Chap. 8, National saving (S) = Y - C – G
 so: S = I + NX or, since NCO = NX,
S = I + NCO

The Prices for International Transactions: Real and Nominal Exchange Rates 
• The nominal exchange rate—denoted e
The rate at which a person can trade the currency of one country for the currency of another.
– is expressed in two ways:
• in units of foreign currency per one Canadian dollar (e.g., 0.95 US cents per Canadian dollar--the way Canadian newspapers report Canada’s exchange rate), and• in units of Canadian dollars per one unit of the foreign currency (e.g., 1.05 Canadian $ per US $).
• Note that one is the inverse of the other (i.e., 0.95=1/1.05)• In our examples, the nominal exchange rate is expressed as units of the foreign currency per Canadian dollar.

Nominal Exchange Rates 
• Appreciation  is the value of a currency as measured by the amount of foreign currency it can buy.
– If a dollar buys more foreign currency (if e↑), there is an appreciation of the dollar.
• Depreciation refers to a decrease in the • Depreciation
value of a currency as measured by the amount of foreign currency it can buy.
– If a dollar buys less foreign currency (if e↓), there is a depreciation of the dollar


Real Exchange Rates
• The real exchange rate
– is the rate at which a person can trade the goods and services of one country for the goods and services of another.
– compares the prices of domestic goods and foreign goods in the domestic economy.
• If a case of German beer is twice as expensive as an “equivalent” Canadian beer, the real exchange rate is 1/2 case of German beer per case of Canadian beer.


Impact of Real Exchange Rates on NX What happens if the Canadian real exchange rate ↓ 
• A depreciation in the Canadian real exchange rate means that Canadian goods have become cheaper relative to foreign goods.
• This encourages consumers both at home and abroad to buy more Canadian goods and fewer goods from other countries
• As a result, Canadian exports rise, and Canadian imports fall, and both of these changes raise Canadian NX.
What happens if the Canadian real exchange rate ↑ ? • If the Canadian real exchange rate means that Canadian
goods have become more expensive compared to foreign goods, so Canadian NX ↓.


A First Theory of Exchange-Rate Determination: Purchasing-Power Parity
• Interested in the question: What determines exchange rate?
• The purchasing-power parity (PPP) theory purchasing-power parity (PPP) theory
– is the simplest and most widely accepted theory explaining the variation of currency exchange rates.
· is a theory of exchange rates whereby a unit of any given currency should be able to buy the same quantity of goods in all countries.



· The Basic Logic of Purchasing Power Parity 

 The theory is based on a principle called the law of one price. 
– According to the law of one price, a good must sell for the same price in all locations.
· • If the law of one price were not true, unexploited profit opportunities would exist.
· • The process of taking advantage of differences in prices in different markets is called arbitrage
· • If arbitrage occurs, eventually prices that differed in two markets would necessarily converge.
· • According to the PPP theory, acurrency must have the same purchasing power in all countries and exchange rates move to ensure that.



Implications of the PPP Theory
• If the purchasing power of the dollar is always the same at home and abroad, then the nominal exchange rate between the currencies of two countries must reflect the different price levels in those countries.
• For example, if a kilo of coffee costs 500 yen in Japan and $5.00 in Canada, then the nominal exchange rate must be such that

Implications of the PPP Theory 
• In other words, if we let e: nominal exchange rate (foreign currency per CDN $) P: price index for Canadian goods P*: price index for another country’s goods
• Then the purchasing power of $1 in Canada is 1/P and the purchasing power of e in the foreign country is e/P*.
• So, PPP implies
• Note that PPP also implies that is, PPP implies that the real exchange rate should be equal to one.
• Note that if there alex changer ate is smaller than 1, that is if
eP/ P*  <1

• Another key implication of PPP is that nominal exchange rates change when price levels change.
• For example, if the domestic price level increases faster than another country’s price level (that is, if P increases faster than P*), then the nominal exchange rate
          e= P*/p
• So, from a monetary policy point of view, given Chap. 12 where we saw that increasing the money supply raises the price level, we can say that according to the PPP theory, increasing (decreasing) the MS lowers (increases) the nominal exchange rate.




Limitations of PPP 
• For understanding many economic phenomena, the PPP theory works well.
• Yet it has some limitations. Indeed, exchange rates do not always move to ensure that a dollar has the same real value in all countries at the same times.
• Two reasons for that:
– Many goods are not easily traded or shipped from one country to another
· Tradable goods are not always perfect substitutes when they are produced in different countries.

Chapter review questions
1. Which of the following statements about a country with a trade deficit is not true?
A. Exports < imports
 B. Net capital outflow < 0 
C. Investment < saving 
D. Y < C + I + G


2. A Ford Escape SUV sells for $24,000 in Canada
and 720,000 rubles in Russia. If purchasing-power parity holds, what is the nominal exchange rate (rubles per dollar)?

Interest rate parity theory—Background: Interest Rate Determination in a Small Open Economy with Perfect Capital Mobility
• Why do interest rates in Canada and the U.S. tend to move up and down together?
• InChapt.8welookedatthedeterminationof interest through a model of the market for loanable funds. That model assumed a closed economy.
• As we saw earlier in this chapter, Canada is an open economy in which trade with other countries makes up a very large part of GDP.
• For this reason, most economists prefer to use a model that describes Canada as a small open economy with perfect capital mobility.


A Small Open Economy with Perfect Capital Mobility
• Small means a small part of the world economy
• Canada is an economy with perfect capital mobility because
– Canadians have full access to world financial markets,
– and the rest of the world has “full access” to the Canadian financial market


Interest rate parity theory
• Interest rate parity (IRP) theory: The theory that the real interest rate in Canada should equal that in the rest of the world.
• Why should r=rw 
  If rw = 8% and r = 5%, for example, the situation could not
persist: • anadians would prefer to lend money to foreigners than to
Canadians.
This means that Canadian borrowers would have to accept to pay more than 5%--in fact they would have to pay 8% in equilibrium.
• Note: the IRP theory is conceptually equivalent to the PPP theory. The IRP applies to financial assets while the PPP applies to goods and services.


Implication of the IRP Theory for Exchange Rates
• If domestic (real) interest rate goes down relative to the rest of the world (e.g., US), all other things equal, investors will prefer to invest outside Canada.
• This means that investors will sell their Canadian assets (in CAD) and buy foreign assets (in USD for example).
• As a result, supply of CAD ↑ which means that the price of CAD ↓. In other words the CAD depreciates.
• The reverse happens if domestic real interest rate goes up.

Limitations to Interest Rate Parity
• Real interest rate in Canada is not always equal to the real interest rate in the rest of the world for two reasons:
– Financial assets carry with them different risk (that is different probability of default)—For example, a reason why interest rates on Canadian govt. bonds are typically higher than U.S. govt. bonds is that Canada is perceived as having a higher risk of default
– Financial assets offered for sale in different countries are often not perfect substitutes. In particular, they are not taxed the same way by the respective governments.







Chapter 14 
Aggregate Demand and Aggregate Supply
• In macroeconomics, we are concerned with two types of issues:
1. Long-run economic growth (Chap. 7).
2. Short run economic fluctuations (i.e., the economy’s deviations from its long-run growth path)
Key objectives of Chap. 14:
• Provides an introduction to economic fluctuations
• Develop a model of aggregate demand and aggregate supply to explain economic fluctuations
• See what the govt./BofC can do to soften economic fluctuations


Short Run Economic Fluctuations
• Economic activity fluctuates from year to year.
– In most years production of goods and services rises.
– On average over the past 130 years, production in the Canadian economy (i.e., real GDP per person) has grown by about 2 percent per year.
– In some years normal growth does not occur, causing a recession.
Definitions
• A recession is a period of declining real incomes, and rising unemployment.
– As a rule of thumb, we say we are in a recession when real GDP has been declining for at least two quarters in a row.
• A depression is a severe recession.


Three Facts about Economic Fluctuations
1. Economic fluctuations are irregular and unpredictable.
– Fluctuations in the economy are often called the business cycle.
2. Most macroeconomic variables fluctuate together, but by different amounts.
3. As out put falls, unemployment rises.
– Changes in real GDP are inversely related to changes in the unemployment rate.
– During times of recession, unemployment rises substantially

Explaining Short-Run Economic Fluctuations
• How the Short Run differs from the Long Run
– Most economists believe that classical theory describes the world in the long run but not in the short run. In other words,
• while changes in MS do not affect real variables in the long run,
• they do affect real variables in the short run. In particular, changes in MS can temporarily push output away from its long-run trend.
• Our objective is to develop a mode it to analyze short-term fluctuations in the economy.


The Aggregate Demand Aggregate Supply Model
• Economists use the model of aggregate model of aggregate demand (AD) and aggregate supply (AS) to explain short-run economic fluctuations.
– The AD curve shows the quantity of goods and services that households, firms, and the government want to buy at each price level.
· The AS curve shows the quantity of goods and services that firms (in the aggregate) choose to produce and sell at each price level.


The AD Curve
• The four components of GDP (Y) contribute to the aggregate demand for goods and services.
Y = C + I + G + NX
• The AD curve is downward sloping. That is, as price goes up, aggregate quantity demanded goes down.


Why the AD Curve Might Shift
• The downward slope of the AD curve shows that a fall in the price level raises the overall quantity of goods and services demanded.
• Many other factors, however, affect the quantity of goods and services demanded at any given price level.
• When one of these other factors changes, the AD curve shifts. Such factors include changes in:
– Saving behaviour (e.g., people want to save more, which means they consume less)
– Business investment behaviour (e.g., a tax increase on corporations which end-up reducing investment)
– Government Purchases
– NX not induced by a change in price level (e.g., when the US experiences a recession, exports decreases which

Question:
• Suppose the BofC wants to decrease AD. How can it do that?
Answer:
• By reducing MS. That is, by open market sales or by increasing the bank rate.


The Long-run AS Curve
 What is the shape of the AS curve in the long-run?
• Vertical.
Why?
• In the long run, an economy’s production of goods and services depends on its supplies of labor, capital, and natural resources and on the available technology used to turn these factors of production into goods and services (recall Chap. 7).
• the price level does not affect these variables
(recall the « classical dichotomy »).


Why the LRAS Curve Might Shift 
• Any change that alters potential output shifts the LRAS curve. 
• Shifts may be categorized according to the various factors that affect productivity.
– Labour (e.g., significant increase in immigration which increases the stock of labour and therefore potential output—a shift of the LRAS curve to the right)
– Capital (e.g., a sustained increase in investment which leads to higher capital stock, higher productivity and therefore a higher potential output)
– Natural Resources (e.g., new discoveries of oil for example, means higher potential output)
– Technological Knowledge (e.g., invention which typically results in higher productivity and therefore higher potential output).
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Why the AS Curve Slopes Upward in the Short Run
• Three economic theories to explain this: – The Sticky-Wage Theory – The Sticky-Price Theory – The Misperceptions Theory
• Common thread to these theories: businesses quantity of output supplied deviates from its ‘natural’ level when the actual price level deviates from the level that was expected to prevail
– When the price level rises above the expected level, output rises above its natural rate (and vice-versa).

Why the AS Curve Slopes Upward in the Short Run (cont.)
The Sticky-Wage Theory • Background:
– Real wages (not nominal wages) is a key determinant of businesses’ output—in particular, if Real wages ↓ then Q ↑.
– Real wage = Nominal wage/P
· Nominal wages are set according to expected prices (for example, if unions expect prices to go up at 3% a year say, they will ask for their wages to increase by at least 3%). In other words,


The Effects of a Shift in AD—Summary • In the short run, shifts in AD cause fluctuations
in the economy’s output of goods and services.
– For example, a decrease in AD reduces output (and employment).
• In the long run, if the economy is left to itself (that is, no policy intervention), shifts in AD affect the overall price level but do not affect output.
· For example a decrease in AD will reduce the price level in the long run but not affect output (and not affect employment).




The Effects of a Shift in AD–An Introduction to Policy Intervention
• Up to now, we have seen what happens following a shift in AD assuming that policymakers do not do anything.
• But the interesting question is what policy makers can do when faced for example with a recession caused by a shift in AD (as in the previous example).
• Chap. 15 discusses in detail the ways in which monetary and fiscal policy can be used to improve on a short-run equilibrium, as well as some of the practical difficulties in using these policy instruments.
• For the time being though, let us just see what could be done
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GDP, Life Expectancy and Literacy
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Inflation rate
• Definition:  The inflation rate is the percentage change in the CPI 



from the preceding period 
– If the inflation rate is negative, we say that we are in a period of 



deflation).



• Computed as follows:



Year Price of 
Pizzas



Price of  
Lattes



Cost of Basket CPI Inflation



2008 $10 $2.00 4x10+10x2=$60 (60/60)x100=100



2009 $11 $2.50 4x11+10x2.5=$69 (69/60)x100=115



2010 $12 $3.00 4x12+10x3=$78 (78/60)x100=130



Inflation Rate in Year 2 =
CPI in Year 2 - CPI in Year 1



CPI in Year 1
×100



Example:  What was the inflation rate in Junkyland in 2005 and 2006?



n.a.



(115-100)/100 x 
100 = 15%



(130-115)/115 x 
100 = 13%
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Canada’s latest CPI inflation rate



• Latest release on CPI: Dec. 20
• CPI rose 2.9% between  Dec. 2010 



and Nov. 2011.
–– The (Bank of CanadaThe (Bank of Canada’’s) Core CPI:s) Core CPI:



A variant of the CPI that excludes 
eight of the most volatile 
components prices—which account 
for 16 per cent of the CPI basket—
(fruit, vegetables, gasoline, fuel oil, 
natural gas, mortgage interest, 
intercity transportation, and 
tobacco products) as well as the 
effect of changes in indirect taxes 
on the remaining components. 



– Core CPI also rose by 2.1% 
between Dec. 2010 and Nov. 2011.



Question:
• If you did not get a salary increase this



year, were you richer or poorer in Dec. 
2011 than you were in Dec. 2010? 
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Example of a bond



Face value



The issuer of the 
bond/The borrower



Interest/Coupon 
rate



Maturity



• In this example, General Electric promises to pay to the 
bondholder:
– $1000 on May 1, 1976
– And 3.5% interest (that is, $35) per year
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Real GDP in Canada over Recent History
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• Real GDP per person is the most often used 
indicator of a country’s average person’s 
standard of living.
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GDP and Economic Well-Being



country in persons ofNumber 



countrya  of GDP Real
 personper  GDP Real =
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(log scale)



Real GDP per person in Canada



• The average rate of growth of GDP per person since 1870 has been 2 
percent per year



• But GDP per person is not a perfect measure of well-being.  
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