Econ 105 Lecture 1
Ch. 1

Economics:

·  is the study of how we manage our resources (scarcity)
· The study of how society divides resources between national security, the market, and how the government protects the market.
Scarcity: The limited nature of resources
Trade Off: To get something we must give up something. Ex; We must work to earn money.4
Efficiency: Getting the most from scarce resources

Equity: Distributing wealth evenly among people of the economic society.
Pie Example: Efficiency can be looked at as an economic pie, and Equity can be looked at how the pie is sliced. The slices represent the distribution of wealth being distributed through society. Bigger pie equals more chances for equality, but decreases differences in wages or power.
Opportunity Cost: 

· What we give up in a tradeoff compared to the benefits. 
· Ex; opp. cost to skip work to go to the movies is the wage you’d earn during that time on top of the cost of the movies. 
· Price Value and Time Value should be considered.
· Rational People: people who make decisions based on marginal cost and marginal benefits. 

· Marginal Benefit: is the measurement of benefits when a certain good or service is gained. 

· Marginal Cost: is the increase in cost if a certain good or service is gained.

· Ex; cost 20 $ to fix your phone but you can sell now for 30$ but if you fix it you can sell for 60$. You’d gain more from fixing and selling than selling now since the marginal benefit (60$-30$ = 30$) exceeds the marginal cost (20$ to fix).

Marginal Value (Price): 

· Scarcity determines marginal value.
· MV increases when quantity increases. 
· If the quantity of an item increases it decreases scarcity which decreases the price.

Total Value:
· Is all of the Marginal Values added up. 
· Whatever is more scarce will always have a lower total value.
Incentives: 
· Incentives are people’s motives when they compare Marginal Cost with Marginal Benefits. 
Adam Smith Beliefs

· Invisible hand guides peoples interest into promoting society’s economic wellbeing
· Each price reflects the goods value to that society and the cost of producing
Market Economy: production and consumption is the result of different decisions by firms and individuals
Command Economy: Where the government makes all decisions about the production and consumption of goods and services

Mixed Economy: Economic society that combines the free market as well as government regulation.

Property Rights: the ability for an individual to own or disperse a scarce resource.

· Property Rights allow the market to run, if there weren’t any there’d be no market because people could take as they please, decreasing cash flow.

· The gov’t regulates to enforce our rights over what we can produce.

Market Failure: when the market fails to allocate (save for a purpose) resources efficiently. 

Externalities: the impact of someone’s actions on another person.
Market Power: The example where a particular person has the power to influence market prices. (Monopoly) ex; I own all water companies and can price them as I please.
Productivity: the amount of goods and services produced from each unit of a workers time. (PPF Chart Measures This)

Inflation: increases in the overall level of prices

· Caused by growth in money supply which decreases the value of a dollar.
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Economist play two roles of:
· Scientist: try to explain the world
· Policy Advisors: try to improve situations
Economic Theory Methods are similar to Scientific Methods:

· By observing and gaining theory from what they observe.
Assumptions:  simplify decisions when it comes to complicated situations that are hard to understand. This is what theory does. Ex; 2x2 economy trade

Economic Models: models that economist use or produce for people to understand a certain issue. Purpose is to simplify things. Best model depends on what you’re trying to do.

· Map Model: determines what’s important and what’s not to get from point A to B.

· Graphical Model: when a visual graph is drawn to symbolize an issue or situation. 

· Mathematical Model: a model that uses formulation or equation to describe how economic variables are related.

· Verbal Model: when words are used to symbolize how economic variables are connected.

Production Possibilities Frontier PPF Chart Rules: 

· Shows the combinations of output an economy can produce given the available factors or production and the available technology.
· If point is on the PPF line it’s efficient, if point is inside PPF it’s possible but unefficient, if point is outside PPF it’s not possible.
PPF Slope: Equivalent to rise/run = Opportunity cost ex 1000/10= 100 
Shift Slope Outward: Increase in Technology
PPF is Straight: Opportunity cost is constant

PPF Bowed: If the opportunity cost increases.

· society has to give up more of one thing to buy one of the other.; 

· Takes place because people have different skills and are better at producing resources than others.
PPF Can Explain: scarcity, tradeoff, opp. cost, efficiency, inefficiency, unemployment, and economic growth.

Microeconomics: Study of households and firms decisions and how they interact in the market

Macroeconomics: the study of economy wide phenomena, including inflation, unemployment, economic growth, and business cycles.

· 1930 emerged from the Great Depression, output fell by 30% & unemployment rose to 25%

· Long Run; classical economist; deregulation on economy; incentives for supply side economics

· Short Run; Keynesian economists, John Keynes; regulation on economy; focuses on demand-side economics
Economic Statements

· Positive Statements: Claims that attempt to describe the world as it is. Doesn’t look at values but how things are.; can be tested with data
· Normative Statements: Claims that attempt to prescribe how the world should be. Don’t state what will happen. Used to give advice.; cannot be confirmed or refuted
Differences in Scientific Judgments: Economist sometimes disagree about the validity of the alternative positive theories
Differences in Values: Economist have different values and different normative views about what policy should aim to accomplish
Disagreement of Economics: different situations bring different normative views. 
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Input: Resources. (can be time)

Output: What you produce with resources.

Trade: It allows subjects involved to produce outside their PPF’s

Absolute Advantage: Who can produce more with the given resources.

Ex; Bill & Tom have 3 hours to make Apples & Oranges. 

Bill Makes 24 apples in 3 hours & 36 Oranges in 3 hours

Tom Makes 18 apples in 3 hours & 30 Oranges in 3 hours

Bill has absolute advantage in Apples & Oranges.

Comparative Advantage: Comparison of Opportunity Cost. Lower Opportunity Cost = Comparative Advantage. Can’t have CA in both.
Ex; Bills Ratio is 1 Apple : 1.25 Oranges. Tom’s Ratio is 1 Apple : 1.67 Oranges

Tom has comparative advantage in Oranges because he produces more with the same opp. cost as Bill.
Bill has Comparative Advantage in Apples since his opportunity cost to make Apples is lower than Tom.
Specialization: The good that each subject has comparative advantage in will determine what good they trade. 

Trade-Range: The range between the different sides of the ratio.

Ex; For every Orange Tom give’s up he must receive 1.25-1.67 Apple’s from Bill for them to both be better off.
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Markets: a group of buyers and sellers of a particular good or service.

Competitive Market: a market in which there are many buyers and many sellers so that each has a negligible impact on the market price

Perfectly Competitive Market: All goods are exactly the same. Buyers and sellers are so numerous that no one can affect market price – each is a price taker.

Monopoly: No competition, just one seller.

Law of Demand: other things equal, the quantity demanded of a good falls when the price of the good rises.

Quantity Demanded: the amount of a good that buyers are willing and able to purchase

Demand Schedule: shows the relationship between price at each quantity demanded.

Market Quantity Demand: sum of all subjects quantities demanded at each price.

Increase in demand: shifts curve to the right

Decrease in demand: shifts curve to the left

Variables that Shift the Demand Curve:

· Income of Consumer: relationship between income and quantity demanded depends on what type of good the product is. (inferior or normal)
· Normal Good: a good for which other things equal, an increase in income leads to an increase in demand.

· Inferior Good: a good for which, other things equal, an increase in income leads to a decrease in demand.

· Substitute Goods: two goods for which an increase in the price of one good leads to an increase in the demand for the other.

· Complements: two goods for which an increase in the price of one good leads to a decrease in the demand for the other. 

· Tastes: Consumers preferences. 

· Expectations: as the expected price decreases tomorrow demand falls today.

· Number of Buyers: as number of buyers increases, market demand will increase.

Law of Supply: other things equal, the quantity supplied of a good rises when the price of the good rises.

Quantity Supplied: the amount of a good that sellers are willing and able to sell.

Supply Schedule: Prices of a good at the quantity supplied.

Market Quantity Supply: the sum of all supplier’s goods supplied at a given price.

Increase in Supply: shift to the right

Decrease in Supply: shift to the left

Variables that Shift the Supply Curve:

· Input Prices: the supply of a good is negatively related to input prices. If production price is cheaper the factory will produce more.

· Technology: the advance of technology raises supply.

· Expectations: Expected increase in future price leads to decrease in supply today.

· Number of sellers: as the number of sellers increases, market supply increases.
Law of Supply & Demand: the price of good adjusts to bring the supply and demand for that good into balance. 
Equilibrium: when price has changed to where quantity supplied equals quantity demanded. 

Equilibrium Price: the price that balances the quantity supplied and quantity demanded.

Equilibrium Quantity: the quantity supplied and the quantity demanded at the equilibrium price.

Surplus aka Excess Supply: when quantity supplied is greater than quantity demanded.

Shortage aka Excess Demanded: when quantity demanded is greater than quantity supplied.

Rules: 
· If Demand increases > Supply Increases, the equilibrium price rises.

· If Demand increases < Supply Increases, the equilibrium price falls.
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GDP: 

Includes:
· Equals Total Income = Total Output = Total Expenditure.
· Only measures the market and not the things produced at home.
· Came from the great depression in the 1930s.
· Y= C + I + G + NX

· C = Consumptions = spending by households on goods and services, with the exception of purchases of new housing. (durable goods, non-durable goods, and services)
· I = Investment = spending on capital equipment, inventories, and structures, including household purchases of new housing. (capital equipment, structures, and inventories)
· G = Government Purchases = purchasing of goods and services by local, provincial, and federal governments. It includes the salaries of government workers and spending on public works. GOV’T SPENDING ISN’T INCLUDED IN GDP BUT A PART OF GOV’T PURCHASES
· NX = Net Exports = exports – imports. IF NEGATIVE MAKE PARENTHESES
· Importing causes consumption or investment to increase.
· Seasonal Adjustment = Quarterly GDP Seasonally Adjusted

· These numbers are adjusted to make them measure at annual and seasonally adjusted rates

· Quarterly GDP data is different because production and consumption changes dramatically during Christmas. 
· Must be an owner who is entitled to compensation for it 
· Interest in your Account
Excludes:

· Natural processes without human involvement or direction
· Services provided free of charge
· Illegal Acts
· Domestic owned companies owning a producer in another country. 
· Ignores assets but pays attention to income
· Home Cooking
· Resource Depletion (pollution, water contamination)
· Transfer Payments (gov’t spending that redistributes income, subsidies.)
· Helicopter Dropdown: Gov’t gives money without producing a good & service. 
Nominal GDP: Values output using current prices. Not corrected for inflation.

Real GDP: values output using constant prices (the prices of a base year). Is correct for inflation.

GDP Deflator: Nominal GDP / Real GDP x 100 = GDP Deflator

Percentage Increase: Year1 – Year2 / Year1 x 100 = Percentage Increase

Inflation Rate: Percentage Increase of GDP Deflator or CPI between years.
CPI: Basket of Current Year/Basket of Base Year x 100 = CPI

· Measures overall price of the goods and services bought by a typical consumer

· Overtime prices of nearly all goods increase.

· Overall price level measure the price at the aggregate level.

Problems w/ CPI:

1. Substitution Bias: when people consume a cheaper substitute good or service and CPI uses a fixed quantity so substitution isn’t measure.
2. Introduction of new goods: Value of a dollar increases when supply of goods increase. CPI is fixed so it doesn’t consider the value of a $ changing. 
3. Unmeasured Quality Changes: 

· If the quality of goods rises from one year to the next, the value of dollar increases. Then the CPI overstates increases in the cost of living. 
· If the quality of goods falls from one year to the next, the value of a dollar falls. Then the CPI understates increases in the cost of living. 
Consequence for Accumulating Capital: Accumulating capital requires that society sacrifice consumption in the present.
Transportation is the highest consumption.

CPI & GDP Deflator are 2 Price Indexes.

Difference Between CPI & GDP Deflator: 

· Both discuss prices of goods and services but CPI pertains to a typical users CONSUMPTION while GDPD pertains to the PRODUCTION in a domestic place. 
· CPI has a fixed basket price index while GDPD consists of variable weight price index.
Why is productivity related to the standard of living?
· Productivity measures the goods and services produced by a worker’s time. When production increases, what we produce can result in output and income increase causing people to pertain a high standard of living.
Dollar Figures from different times w/ CPI:
· yearY’s Price multiplied by  yearX’s CPI/yearY’s CPI = yearY’s price in yearX’s dollars
· Diminishing Returns of Capital: Increases in the capital stock increase output by ever smaller amounts.
Economic Growth Formula: GDP x (% rate) ^years from now

· Ex: GDP= 100 w/ 2% growth rate. Calculate GDP in 5 years. 100 x (1+0.02)^5

Productivity:

· A countries standard of living depends on its ability to produce goods and services. Productivity measures that ability.
· Productivity ^ workers produce more goods and services for each unit of their time which results in an output increase.

Determinants of Productivity:

1. Physical Capital Per Worker = the stock of equipment and structure that are used to produce goods and services.

2. Human Capital Per Worker = the knowledge and skills that workers acquire through education, training, and experience.

3. Natural Resources Per Worker = the inputs into the production of goods and services that are provided by nature, such as land, water, and mineral deposits.

4. Technological Knowledge = society’s understanding of the best way to produce goods and services

Production Function

· Y = A F (L, K, H, N)

· Y = Output

· A = Available Technology

· F = function that shows how inputs are combined to produce output.

· L = Quantity of labor

· K = Quantity of physical capital

· H = Human Capital

· N = Quantity of natural resources

CRS: Many production functions have a property called constant returns to scale. 

· sY = A F (sL, sK, sH, sN) or Y/L = A F(1, K/L, H/L, N/L)

Economic Growth & Public Policy
1. Saving and Investment: Capital Increases by Increasing Saving & Investment. Trade off for saving is consumption.
2. Investment from abroad: takes two forms

a. Foreign Direct Investment: a capital investment that is owned and operated by a foreign entity. Foreign direct investment takes the form of physical assets.
b. Foreign Portfolio Investment: a capital investment that is financed with foreign money but operated by domestic residents. Take the form of financial assets like stocks. 
3. Education: Gov’t can increase productivity by promoting education – like investment in human capital. Opp. Cost of this is working wages you’d give up from attending school.
a. Overinvestment in Capital: when cost exceeds benefit. 
4. Property Right and Political Stability: Allows people to control marketing of products. Property rights gives a better incentive for people to invest which produces more productivity.
5. Free Trade: allows people to specialize what they produce and consume beyond it’s production possibilities. 
a. Inward – Oriented Policies = aim to raise living standards by avoiding interaction with other countries. (tarrifs, limits on investment from abroad)
b. Outward – Oriented Policies = aim to promote a friendly co-existing relationship with the world economy. (elimination of restrictions on trade of foreign investment)
6. Research Development 

a. Technological progress is the main reason living standards rise over the long run. 

b. Policies to promote technological progress: Patent Laws, Tax Incentives or support for research and development. Grants for basic research at universities.
7. Population Growth

a. Diluting the capital stock & Stretching natural resources.

· High population growth reduces output per person because rapid growth in the number of workers result in decrease in capital stock per worker and natural resources per worker. (K/L decrease) (N/L decrease) China’s 1 child policy
b. Promoting Technological Progress
· Larger population may enhance technological progress because there are more scientists, engineers and inventors, and as a result, output per worker increases. Canada promoting population growth since population is small.
Determinants of productivity:

· K/L physical capital per worker

· H/L human capital per worker

· N/L natural resources per worker

· A, technological knowledge

Policies to boost productivity

1) Encourage saving and investment to raise K/L

2) Encourage human capital investment to raise H/L

3) Promote technological progress to raise A
Diminishing Returning to Capital 
· Capital increase leads to an increase in production but a decrease in output per unit of capital.
· Y/L = Output per worker , K/L = Capital per worker.

Catch-up Effect: when poor countries can start off poor but can grow quicker than rich countries due to “diminishing return to capital”. Return to capital is high in poor countries.   
Law of Increasing Marginal Cost: this is the flipside of Diminishing Returning to Capital . When the unit used for output increases it requires input to increase.                 

Explain why higher savings leads to higher standard of living. Explain why higher savings cannot lead to higher growth rate of real GDP per person in the long run.
· Higher savings leads to higher investment and that leads to more capital that enhances production of goods and services which will lead to higher standards of living but in the long run will diminish returns of capital, decreasing the output per unit and capital falls. As a result GDP per person will decrease in the long run.
· Price Index of Base Year is always 100
GNP: Gross National Product
· Total income earned by a nations permanent residents regardless where they were located when income was earned.

· Includes Canadian’s income abroad

· Excludes Foreigners income in Canada

Ch. 8 ; Saving, Investment, and Financial System 
IS (investment & supply) curve: displays the equilibrium in the goods and service market for various interest rates
Financial institutions: the group of institutions in the economy that help to match one person’s saving with another person’s investment.
1. Reople/businesses/governments WITH money SUPPLY it to others, and in return get an interest rate they EARN for supplying that money. 
2. People/businesses/government s WITHOUT money BORROW it from others, and in return get an interest rate they PAY for demanding that money.
· Two Types of Financial Institutions: (Financial Market & Financial Intermediary)
1) Financial Markets: the financial institution which savers can directly provide funds to borrowers.
a. The bond market
i. Bond: owner of bond is a creditor of the company
ii. Two important characteristics of bond

1. The Term: length of time until the bond matures

· All else equal, long term bonds pay higher rates of interest than short-term bonds

· Long term bonds are riskier than short term bonds because holders of long term bonds have to wait longer for repayment of principal

2. Credit Risk ( Default Risk): probability that borrower will fail to pay some of the interest or principal

· All else equal, the more risk a bond is, the higher its interest rate

· Corporate bonds tend to pay higher rates of interest than government bonds because corporate revenues are likely to be more volatile than government tax revenue.
b. The Stock Market
i. Stock: a claim to partial ownership in a company
ii. Debt Finance: sale of bonds to raise money; 
1. FV = Bond value

2. Coupon Rate = The interest rate (always fixed)

3. Total bond repayment is Face Value + Interest Rate in $

4. Bondholders are paid before shareholders. 
iii. Equity Finance: sale of stock to raise money;
1. Part owner of company
2. Rate in which you’re repaid is based on company’s revenue.
Difference Between Stocks & Bonds

· If the company is very profitable, the shareholders enjoy the benefits of these profits (stocks), whereas the bondholders get only the interest on their bonds.
· If the company runs into financial difficulty, the bondholders are paid what they are due before shareholders receive anything at all.

·  Compared to bonds, stocks offer both higher risk and potentially higher return.
2) Financial Intermediaries: the financial institutions through which savers can indirectly provide funds to borrowers.
1) Banks: primary role is to take in deposits from savers and use deposits to make loans to borrowers.
2) Mutual Funds: institution that sells shares to the public and uses the proceeds to buy a portfolio of stocks & bonds.
· Advantage is it allows individuals with small amounts of money to diversify.
· Gives ordinary people access to the skills of professional money managers.
Saving & Investment in the National Income Accounts

· Income-expenditure identity: Y = C + I + G + NX
· Assume closes economy: NX = 0
· Y = C + I + G

· Savings:

· Private Savings: the income (Y) that households have left after paying for taxes (T) and consumption ( C )

· S^P (Private Savings)  = Y – T – C 

· What you have left after your income tax is your disposable income. 

· Private savings can be negative, based off loans

· Public Saving: the tax revenue (T) that government has after paying for its spending (G)
· S^G = T – G 

· Budget Surplus: S^G > 0, an excess of tax revenue over gov’t
· Budget Deficit: S^G < 0, a shortage of tax revenue from gov’t
· Requires Gov’t to become borrowers in which they will enter the market as a demander of loanable funds because they want money.

· Isn’t necessarily bad in the short run, can signify investments taking place for emergency, while waiting on income. 
· Long Run can be bad if you keep running a deficit.
· To reduce deficit/ replace income tax with consumption tax or reduce Gov’t Spending

· Balanced Budget: S^G = 0
· National Savings: S = S^P + S^G = (Y – T – C) + (T-G) = Y – C – G 
· Replace Y by C + I + G (from the income-expenditure identity, Y = C + I + G)

· S = I or S = Y – C – G 
· Closed economy, national savings = investment

· Financial institutions stand between the two sides of S = I equation

· Financial institutions take in the savings and direct it to investment.
The Market of Loanable Funds: the market in which those who want to save supply funds and those who want to borrow demand funds.
· Good: Loanable Funds  or Savings available for loan

· Price: Interest Rate

· Sellers/Suppliers: Savers or Lenders

· Buyers/Demanders: Borrowers

· The Supply of Loanable Funds
· What households do with their savings?
· Purchase of bonds and/or stocks

· Purchase of mutual funds

· Saving or checking accounts in banks
· Factors that Shift the Supply of Loanable Funds

· Income & Wealth: 
· When income or wealth increase people will save more or buy more

· Decrease in income will decrease saving and consumption

· Time Preferences:

· people prefer to receive goods sooner than later

· If people have time preferences someone must pay them to save

· Stronger time preference has low patience/ Weaker time preference have more patience

· All equal, people with weaker time preferences save more than people with stronger time preferences.

· Consumption Smoothing

· People borrow and save to smooth consumption over their lifetime.

· Income varies over the life cycle, people generally like to smooth their consumption

· If more people are in midlife and their prime earning years, savings is higher
· If fewer people are in midlife and their prime earning year, saving is lower.
· Factors Shift the Demand for Loanable Funds

· Productivity of Capital

· The demand for loanable funds grows from the desire to invest or purchase capital goods that will increase future production
· Capital is more productive demand for loanable funds (investment) increases; if less productive demand for loans decrease
· Investor Confidence

· Investor confidence is a measure of what firms expect for future economic activity
· If investor confidence rises, the demand for loanable funds increases; if investor confidence falls, the demand for loanable funds decreases.
· Government Policies
· Saving Incentives

· Gov’t encourage saving

· Gov’t replaces income tax by consumption tax 

· This will result in an increase in the supply of loanable funds

· The equilibrium interest rate falls, and the equilibrium saving and investment increases.
· Increases S^P = Y – T (Y & T are constant) – C decreases ( consumption tax increases)
· Investment Incentives

· Gov’t encourage investment

· Ex; Investment tax credit gives a tax advantage to any firm building a new factory or buying a new piece of equipment

· This will result in an increase in the demand for loanable funds

· The equilibrium interest rate rises, and the equilibrium saving and investment also increases

· Gov’t Budget Deficits & Surplus

· Effect market of loanable funds

· An increase in budget deficits will lower national savings.

· Crowding out effect: a decrease in investment that results from an increase in gov’t spending. ( C + I \/ + G ^ + NX)
· When gov’t spending increases, national savings will decrease. As a result, the interest rate rises, and investment falls.

· Vicious Cycle: 

· 0when budget deficits reduce national savings, increase IR, discourage “I”, and result in slower economic growth

· Slower economic growth leads to lower “T” revenue, and results can be higher budget defecits.

· The opposite of Vicious Cycle is Vitruous Cycle (if Gov’t runs balance budget)

· An increase in gov’t budget deficits will crowd out investment and result in slower economic growth.
· Would it be a good idea for the Gov’t to balance the budget annually?

· Most economist don’t think it’s a good idea. The Gov’t should only balance its budget in the long run, which means that it should run deficits as the economy enters recessions, and run surpluses as the economy is in booms.
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Ch. 8 Summary

1) The financial system is made up of many types of financial institutions, such as the stock market, the bond market, banks, and mutual funds. 

2) In a closed economy, national saving equals investment. The financial system makes this happen.

3) The supply of loanable funds comes from saving. The demand for funds comes from investment. The interest rate adjusts to balance supply and demand in the loanable funds market. 

4) A government budget deficit is negative public saving, so it reduces national saving, the supply of funds available to finance investment. 
5) When consumers/businesses or Gov’ts have Surplus funds they want to place them into some type of saving and/or investment.

6) Demand for Loanable Funds come from consumers/business/gov’ts who don’t have money, but want to borrow it to finance their purchases

7) IR affects how much suppliers (savers) receive and how much borrowers (demanders) pay back.

8) Suppliers desire high interest rate because they’ll receive more $ when they invest/save

9) Demanders desire low interest rates because they’ll have to pay back less or increase profit per capital stock purchased

Causes Shift in Supply/Saving Curve:
Budget Deficit: T (Tax Revenue) < G (gov’t spending)
Budget Surplus: T (Tax Revenue) > G (gov’t Spending)
Saving Incentives: Gov’t increases consumption tax which leads to an increase in Saving & Supply.

Income & Wealth: Increase in Income & Wealth increases Supply & Saving ( more $ to spare to save).

Time Preference: Higher Time Preference leads to less patience, which decreases Saving & Supply.

Consumption Smoothing: More people in Midlife earning prime leads to more Saving & Supply

Causes Shift in Demand/Investment Curve: 
Investment Incentives: Gov’t uses investment tax credit to encourage investment, which increases demand & investment. 

Productivity of Capital: Demand comes from desire to invest. If productivity of capital is high then demand & investment will increase.

Investor’s Confidence: Future expectations for a company. If investor’s confidence is high then demand & investment increases.

Causes Movement Along Curve: 
Interest Rate / Price Change.
A high interest rate: means firms reduce their investment spending to avoid high interest payments
If Product is becoming more expensive it explains why the Demand Curve is moving downward & vice versa area

Chapter 9: Unemployment & Natural Rate
· If US & Canada both have an Unemployment Rate of 6.5%

· US Employment Rate = 5% 

· Canada Employment Rate = 6.8%

· USA is worse off based on labor force ratio.
Unemployment: A person who is temporary laid off, or is looking for a job within the Labor Force.
· Costs of Unemployment

· Loss of income per person & output per employers, causing a production decrease

· Personal & Psychological Costs, causing a loss of skills, self-esteem, and stress.
· Long Run Problem
· Natural Rate of Unemployment; the average unemployment rate over time
· Short Run Problem

· Cyclical Rate of Unemployment; the unorthodox change of unemployment in the Natural Rate
· Measuring Unemployment Rate

· Unemployment Rate = Unemployed/Labor Force x 100%
· Unemployment Rates Imperfection as a measure of Joblessness

· Jobless People Excluded from Unemployment Rate

· Those excluded from the labor force

· Fulltime Student, 

· Under the Table Worker, Retiree

·  Discouraged Searchers: people who’d like work but have given up searching; Decrease Labor Force & Unemployed quantity
· Doesn’t measure Duration of Unemployment

· A worker laid off for 10 months is worse than a worker unemployed for 2 weeks. (U.R. doesn’t measure severity)

· Unemployment Rate is never 0
· Good or bad economy, there’s always unemployment

· UR fluctuates around Natural Rate
· Why Unemployment Rate Fluctuates with Natural Rate

· Frictional Unemployment: Unemployment that occurs based on searchers and employers having a hard time connecting.

· Will occur at Competitive Equilibrium

· Structural Unemployment: When firms job availability insufficiently matches the demand, causing unemployment. Quantity of Labor Supplied exceeds the Quantity of Labor Demanded. 

· Recession: Causes, Unemployment Rate > Natural Rate

· Economic Boom: Causes, Unemployment Rate < Natural Rate

Determining Unemployment Rates Representation of the Labor Market

· Consider if the shift increase of decreases U.R.

· Does the situation accurately resemble the L.M.

· Is L.M. better or worse

· L.M. improves when U.R. decreases and jobs increase.

Theories of The Natural Rate of Unemployment

· Has to do with Frictional Unemployment. 
· Frictional Unemployment has to do with factors that make it hard for jobs and people to connect.

· Job Search Theory (from Sectoral Shifts) : Decrease in skill a jobs lead to unemployment of skill a workers, while skill b jobs increase cause unemployment due to skill a being incompatible to the skill b jobs. 

· Gov’t Decrease This By; Job Search Agencies, Public Training
· Employment Insurance; provides durational funds for temporary unemployed in the LF.
· Pros: reduces hardship of unemployment, reduces no uncertainty of income, decreases a rush in job search to provide quality matches

· Cons: increases the amount of unemployment that exists
· Has to do with Structural Unemployment. 

· Minimum Wage Laws: 

· enforces wages to be above LM’s Equilibrium Wage

· Reason why UR is never 0 because Quantity of Labor Supplied is always > Q of Labor Demanded. 

· Surplus of Labor = Unemployment
· Unions and Collective Bargaining:
· Unions: groups that bargain with employers over wages and working conditions (usually earn 10% to 20% more than average worker)

· Collective Bargaining: When Unions and Employers agree on terms of employment.
· Two Effects
· Unions raise wages above EW causing unemployment/surplus to increase by decreasing Q of LD & increasing Q of LS.
· Unions cause supply of workers in non-union firms increase but decreases wage per worker. Supply curve shifts left.
· Economists Perspectives

· Critics: Unions cause unemployment by increased wages causing the surplus to increase.

· Advocates: Unions counter market power of large firms and demand worker concerns to be met.
· Theory of Efficiency Wages: wages above equilibrium to motivate workers to increase more output. (Henry Ford Example)
· Why Firms have Efficiency Wages?
· Worker Health: increased income provides a better standard of living causing a healthier and more productive worker

· Worker Turnover: Motivates workers to stay longer

· Worker Effort: Motivates worker hard

· Worker Quality: Increases demand of quality workers, and increases workplace quality.
· All Theories require Wage to be > Equilibrium Wage, causes Unemployment to increase and never = 0
What Increases & Decreases Structural Unemployment

Wage Shifts
· Increase S.U. (More Unemployment)
· Employment Insurance causing the unemployed to be paid

· Decrease S.U. (Less Unemployment)
· Elimination of Minimum Wage will cause Q Supply of Labor = Q Demanded of Labor, less unemployment.

What Increases & Decreases Frictional Unemployment

Job Supply Shift

· Increase F.U. (More Unemployment)

· More frequent sectoral shifts, demand for labor will exceed supply causing discouragement, widening the surplus/unemployment

· Decrease F.U ( Less Unemployment)

· Gov’t Job Search Programs, decreases time between unemployment.
Chapter 10: The Monetary System
Why is money Important & Powerful?
· Powerful

· Because it’s backed by the Government

· Important
· Without money, trade would require barter (the exchange of one good for another)

· Without money, trade would be more time costly because traders would have to search for goods of equal value to trade. 

· Double Coincidence would take place causing trade to only exist when traders goods match value.

· Money makes trade more efficient. 
· Money allows greater specialization and isn’t a measurement of wealth.
Money’s Definition & Functions

· Defintion: set of assets in an economy that people regularly use to purchase goods and services.

· Functions:
· Medium of Exchange: item that buyers give to sellers when they purchase a good or service. Ex; Spend 3 $ for Ice
· Unit of Account: the measurement people set to post prices and record debts. Ex; Bike Price = 50$
· Store of Value: an item that people can use to store value from the present to future. Ex; Deposit 100$ into Savings Acct.
Liquidity

· The ease in which an asset can be converted into the economy’s medium of exchange (money). Ex; Money is most liquid, Bonds & Stocks are less liquid.
Kinds of Money

· Commodity Money: money that takes the form of a commodity with intrinsic value. Ex; Gold
· Flat Money: money with no intrinsic value that is used as a medium of exchange due to government backing. Ex; Paper Money 

Money in the Economy

· Currency: Bills and coins in the public’s hands

· Demand Deposits: Balances in bank accounts that are accessed by checks or cards 
Measurements of Money Stock

Money Stock/Supply: Quantity of money circulating in the economy, includes currency, demand deposits, and monetary assets
· M1: Currency + Demand Deposits. (Money you can use now, very liquid assets)

· M2: M1 + Saving Deposits + Term Deposits. (Money people can use now + Money people can use later, less liquid) 
The Central Bank

· 4 Jobs

· Issues Currency

· Act as a banker to Commercial Banks

· Act as a banker to the Government

· To control the quantity of money available in the economy
· Bank of Canada: is Canada’s Central Bank
· Open Market Operations: When B.O.C. purchases Commercial Bank bonds from the public that’s Open Market Operations.
· Increases Money in the Economy: by adding funds to M1 or M2
· Monetary Supply: setting of the money supply by policymakers in the Central Bank
Commercial Banks & The Money Supply
· No Banking System: causes money supply to equal the amount of currency in public circulation. ; Ex; Economy has 100$ of Currency then MS = 100$
· Required Reserve: Reserves required by the Govt
· Excess Reserve: The Commercial Banks Reserve – Required Reserve
· Total Reserve: Required Reserve + Excess Reserve
· If Quantity of Loans decrease then MS decreases. 
MEASURE 1 LOAN ONLY WHEN THERE’S ONE BANK
· 100% Reserve Banking System: Deposited currency equals the Money Supply. Ex; I deposit 100$ the MS = 100$
· Fractional-Reserve Banking System: a banking system that holds a fraction of the deposit (liabilities) as reserves and loans (Assets) the rest. 

· Reserve ratio: % of Money Reserved

· Ex; Deposit 100$, Reserve Ratio = 10%, 
· Bank Reserves 10$ & Loans 90$ (Remaining 90%) , 
This increase Money Supply by 90$; MS = 190$ after  1 Loan
Money Multiplier Increases MS from 100 to 1000

· If 90$ is loaned at 10% Reserve Ratio Money Supply will increase by 

(90 x .10) – 90; which equals 81$ Money Supply Increase; MS = 271$
USE MONEY MULTIPLIER WHEN IT’S MORE THAN 1 BANK
· Money Multiplier: the amount of money that the banking system generates with each dollar of reserves.

1. Formula : 1/Reserve Ratio

2. Ex; Reserve Ratio = 10% & Money Supply = 100$

3. Money Multiplier = 1/.10 = 10 ; 

4. Now Multiply 10 x Money Supply
5. Money supply will increase from 100$ to 1000$ after establishment. 

6. TOTAL POSSIBLE AMOUNT OF RESERVES EQUALS INITIAL DEPOSIT
· T-Account : Chart that states a Bank’s Assets and Liabilities.
1. Assets: Reserves & Loans

2. Liabilities: Deposits.

3. Ex; $10,000 Deposit at a 20% Reserve Ratio
	Assets
	Liabilities

	Reserves: $2,000

Loans: $8,000
	Deposits: $10,000


4. 50/50 Deposit & Currency Example
5. At one time, the country of Sylvania had no banks, but had currency of $10 million. Then a banking system was established with a reserve requirement of 20 percent. The people of Sylvania now keep half their money in the form of currency and half in the form of bank deposits. If banks do not hold excess reserves, how much currency do the people of Sylvania now hold?

6. a. $2 million

7. b. $5 million

8. c. $8.33 million

9. d. $9.09 million
· Initial amount of Currency (C ) = 10

· If people hold equal amount of Currency ( C ) & Demand Deposits (D)

· Banks Maintain 20% Reserve Ratio

· What is the Quantity of $?

· C = 5 & D = 5

· Let D = C

· D= (10 – C) x 1/.20; (Initial MS – C or D) x Money Multiplier
· D = 50 – 5C; Money Multiplier x Initial MS & C or D
· D= 50 – 5D; C=D so convert them to the same.
· 6D = 50; Add Variable to other Side
· D = 50/16 = 8.33 ; After it’s added, divide 
· D= 8.33
· C= 8.33

· If C=D & C+D = MS

· MS = 16.66 M
Central Bank’s Tools of Monetary Control

1) Open Market Operations:
· The purchase and selling of Gov’t bonds by the Central Bank
· Buying Bonds cause MS to  Increase
· Selling Bonds cause MS to decrease
2) Foreign Exchange Market:
· MS increase when Bank of Canada buys foreign currency with Canadian $
· MS decreases when Bank of Canada sells foreign currency. 
3) Changing Reserve Requirements:
· Regulation of the Minimum amount of Reserves banks must hold against deposit.
· Reserve Ratio’s are chose be Commercial Banks
· Reserve Requirement is chose by Central Bank
· Reserve Ratio is normally > or Equal to Reserve Requirement 
· Reserve Requirement Increase then Reserve Ratio Increases & MS decreases
· Reserve Ratio ^ causes Money Multiplier to decrease  by a higher percentage than Reserve Ratio
4)  Changing the Bank Rate and Overnight Rate
· Bank Rate: Interest rate Central Bank charges commercial banks for borrowing/loans.
· Overnight Rate: rate of interest on very short term loans between commercial banks.
· Increase in BR = decrease in MS because banks will borrow less from Central Bank; This causes banks to reduce reserves & have less money and their O.R. will increase also. 

· Less Deposits W/ No Change in Reserve Ratio

1. When people fail to deposit money with a constant Reserve Ratio the amount of Liabilities (Deposits) will decrease causing the Assets (Reserves & Loans) to decrease.
· Problems with Controlling Money Supply

1. Central Bank doesn’t control households choose to deposit.

2. Central Banks doesn’t control the amount Commercial Banks choose to lend.
Change in Reserve Ratio W/ Withdrawal Problem
Problem w/ no initial Currency
The banking system has $30 million in reserves and has a reserve requirement of 20 percent. The public doesn’t hold any currency. Bankers previously did not hold any excess reserves, but difficult economic times make them decide that it is prudent to hold 25 percent of deposits as reserves. At the same time, the public decides to withdraw $10 million in currency from the banking system. Other things equal, by how much must the Bank of Canada increase bank reserves to keep the money supply the same? 

Reserves = $30M 
Deposit = 30M/.20 = $150M ; 30M is 20% of 150M
MS after Withdrawal = 20/.25 + 10M Withdrawn = $90M; 
New Reserve Amount/Reserve % + Withdrawn $ = New Money supply of 90M
150M – 90M = $60M difference

 New Money Multiplier  Based on New Reserve % = 1/.25 = 4
Divide New MM by the Difference : $60M/4 = $15M

If the Money Multiplier = 4, the Bank of Canada only needs to give Commercial Banks 15M to reach the 60M difference based on the Money Multiplier.

Ex;2 

Problem W/ initial Currency
The banking system has $20 million in reserves and has a reserve requirement of 20 percent. The public holds $10 million in currency. Bankers previously did not hold any excess reserves, but difficult economic times make them decide that it is prudent to hold 25 percent of deposits as reserves. At the same time, the public decides to withdraw $10 million in currency from the banking system. Other things equal, by how much must the Bank of Canada increase bank reserves to keep the money supply the same? 

· MS Case 1 : 20M/.20 +10M (Currency) = 110

· MS Case 2: 10M/.25 + 20M (Currency) = 60

· New MM = 1/.25 = 4

· Divide The Difference By MM: 110-60 = 50; 50/4 = 12.5M 

Chapter 11: Money Growth & Inflation
· Price Level: P ; CPI or GDP Deflator
· Value of Money: 1/P ( in terms of goods and services)
1. Ex: If P of Chocolate = $2 ; value of $1 is ½ chocolate bar
· Monetary Equilibrium: Q^S = Q^D in Monetary Equilibrium
1. 1/P (value of money), 
2. quantity of $, 
3. P (price level); 
4. Monetary Supply a vertical line
5.  Monetary Demand a Curve
6. P adjusts to equalize Q^S & Q^D

The Effect of Monetary Injection

7. Monetary Injection is when the central bank increase supply of money.

8. If 1/P decrease P increases, Demand of $ increases.
9. If Central Bank increase Supply of Money MS shifts right

· Quantity Theory of Money

1. Quantity of money determines the price level, the growth rate in the quantity of money available determines the inflation rate.
· Decrease in 1/P = Quantity of $ Demanded to Increase

· Central Bank controls the Supply of Money

· Increase MS will create excess MS and Inflation

The Adjustment Process to Monetary Injection
· Where they try to get rid of excess MS by:

1. Buying Goods & Services

2. Make loans to other; Loans then used to buy goods and services.

3. ^ in Demand for Goods & Services = ^PL
What Happens to P (Price Level) & 1/P (Value of $) when MS or MD shifts
	
	P (Price level)
	1/P (Value of Money

	Increase in MS
	Increase
	Decrease

	Decrease in MS
	Decrease
	Increase

	Increase in MD
	Decrease
	Increase

	Decrease in MD
	Increase
	Decrease


Classical Dichotomy/Monetary Factors: 
Separation of Nominal & Real Variable

4. Nominal Variables: Measures money that can buy goods and services
5. Real Variables: Measures physical units
6. As a whole affects Current-Dollar Wage
7. Monetary Neutrality: Change in MS doesn’t affect real variables but affects nominal variables.; Doesn’t affect Unemployment
· More on Nominal & Real Variables
· Ex; 

1. Price of Music CD = $15/CD
2. Price of a Pepperoni Pizza = $10/Pizza
3. Relative Price of CD’s in term of Pizza = $15 CD/$10 Pizza = 1.5 Pizzas/ 1 CD

4. Relative Price: Real Variable & $15 CD/ $10 Pizza 
5. Relative Prices measure Physical Units

· Relative Price is the Real Wage

1. W( Real Wage) = Nominal Wage = Price of Labor ex; $15/hr
2. P = Price Level = Price of Goods and Service ex; $5/ unit of output
3. Real Wage is the price of labor relative to the price of output

4. W(real wage) = W (“W” IS NOMINAL WAGE /P )

· W/P = $15/hr “DIVIDED BY” $5/ unit of output = 3 units of output/hr
5. If Central Bank doubles the Money Supply then Nominal Variables will double but Real Variables don’t change.
· Economists believe the classical dichotomy and money neutrality describe the economy in the long run.

Quantity Equation

· P = price level (GDP Deflator or CPI)
· Y = Real GDP
· M = Quantity of Money
· V = Velocity (DOESN’T CHANGE!)
· KEEP IN MIND

1. P = Nominal GDP/Y 
2. P effects Movement along the MDemand Curve/Quantity Demanded
3. Nominal GDP = PY 

4. PY = MV (V is usually constant)
5. Money Supply effects P; Productive Factors effect Y; Gov’t effects MS

6. Inflation Rate is difference between Price Levels/Base P x 100
· Velocity of Money: the rate at which money changes hands
1. V=PY/M
· Quantity Equation: MV=PY
1. When the Central Bank Changes quantity of money (M), it will proportionately change the nominal value of output (PY)
Inflation
· Deflation = Negative Inflation 

· Inflation Tax: Revenue the government raise by creating money/Tax on everyone who holds money.
1. Gov’t ^ MS causes Inflation ^ & 1/P (value of money) to decrease
· The Costs of Inflation
1. Shoeleather Costs: Inflation causes resources to be wasted because it encourages people to hold less currency, but Inflation causes interest and prices to rise so people will withdraw money from the bank more often. Inflation ^, NIR ^

2. Menu Costs = Inflation will cause the prices of goods and services to change, so menu prices will change.
3. Relative Price Variability: Inflation will cause the price of relative goods to vary more.

· Misallocation of Resources: Relative Price Variability causes confusion among consumers and markets when it comes to providing the best deal based on relative good’s prices.

4. Inflation-Induced Tax Distortions: How the constant change in Inflation affects After-Tax Real Interest Rates.
· Income Tax treats Nominal IR as earned savings. 

· So if Inflation ^, Nominal IR ^, causes After-Tax Real Interest Rate (Income Received After Taxes) will decrease.
· This makes Saving less ideal.

5. Confusion & Inconvenience: Inflation confuses the beholders knowledge on the value of their dollar.
· Inflation causes 1/P (Value of Money) to fall. 

· This changes how we measure the worth of a dollar.
6. Arbitrary (Random) Redistribution of Wealth ( Unexpected Inflation)

· If actual Inflation is higher than expected, borrowers are better off and savers are worse off. & Vice Versa
· Ex; Say EIFR.= 10 , AIFR = 8, NIR = 6
· EIFR Scenario 10-6 = 4% that the borrower gives the saver

· AIFR Scenario 8-6=2% that the borrower gives the saver

· The borrower is spending less on interest than expected. 
Shoeleather Cost (Value of $$ Less, More Trips to Bank), Menu Cost (Prices Change), Relative Prices/Misallocation of Resources (Prices Change,Markets and Buyers become confused), Inflation Induced Tax Distortions (After Tax Interest Rates decrease discouraging Saving), Confusion & Inconvenience (Unsure Value of Dollar), Shoeleather Cost 
Relative Prices/Misallocation of Resources 
Income Induced Tax Distortions 
Arbitrary Redistribution of Wealth (Unexpected Inflation)
· Inflation & Purchasing Power
1. Inflation Doesn’t Change Purchasing Power but affects Value of Money
2. Inflation decreases the 1/P (value of money) but doesn’t change purchasing power.

3. More money spent = More money earned, IFR ^ = Spending ^ = Income ^

· Benefits of Inflation
1. Real Wage (Labor Required per Output) adjustments.
· IFR increase; P (Price Level) increases so W (Nominal Wage) increases. Decrease Real Wage;
· Real Wage = W(Nominal Wage)/P

2. Trade-off of Unemployment & Inflation

· Inflation causes more money demanded which can increase employment but decrease REAL wages;  

· Unemployment causes wages to increase but less production.

· Unemployment is the worse of the two.

3. Hyper Inflation: Extremely rapid inflation.

· Caused by excessive increase in MS

· G > T , which causes limited ability to borrow

· Forcing more money to be printed.
· Inflation’s Effect on Savings.
1. Inflation affects savings because as inflation increases, the nominal rate rises
2. As a result savers receive more interest income and pay more taxes. 
· Fisher Effect /Equation

1. Real Interest Rate = Nominal Interest Rate – Inflation Rate
2. One : One  adjustment for the Nominal Interest rate to the Inflation Rate; If Inflation R. increase then NIR must increase equivalently.

· Gov’t ^ MS , Inflation ^ and will ^ Nominal Interest Rate
Interest Rate & Price Level Relationship

· A decrease of the Interest Rate causes the Price Level to Increase, because over all money received after IR decrease will increase.

1. Ex; 10$ with IR of 2% equals 8$ returned. 10$ with decreased IR to 1% equals 9$ returned. 9$ > 8$

2. The after-tax real interest rate falls, so high inflation discourages savings.
· Swap Equation When calculating After Tax but all the Real IR’s are Equal
· RIR + Inflation = NIR
3. Debtor = Borrower; Borrower pays the Interest to the Lender

4. Creditor = Lender; Lender receives amount borrowed plus Interest from the borrower.

Wage Calculation

· Salary Increase = Nominal Wage Increase ; Price Level Increase = Inflation Increase;  So 

· Real Wage = Salary Increase – Price Level Increase

Chapter 12

Closed Economy: does not interact with other economies in the world.
Open Economy: interacts freely with other economist around the world.
Exports: goods and services that are produced domestically and sold abroad.

Imports: goods and services that are produced abroad and sold domestically.

Net Exports (NX) = exports – imports.

Trade Surplus: NX > 0

Trade Deficit:  NX < 0
Balanced Trade: NX = 0

Examples; 
· When Bombardier, the Canadian aircraft manufacturer, builds a plane and sells it to Japan, this transaction raises Canadian net exports.

· When Canadian residents buy BMW that are manufactured in Germany, the purchase reduces Canadian net exports.

Factors That Influence a Country’s Net Exports
· Tastes of Consumers for Domestic and Foreign Goods[
1. Increase in Domestic Income leads to Decrease in NX
2. Domestic Consumption Increases & Increased Domestic Demand of Foreign Goods
3. Increase Foreign Income & Increase NX
4. Increase Foreign Consumption
International Flow of Capital

· Capital Outflow: The purchase of foreign assets by domestic residents.
· Capital Inflow: The purchase of domestic assets by foreigners ; Inflow because you’re receiving Foreign $ domestically FOREIGN $ IS AN ASSET.
· Net Capital Outflow (NCO) = capital outflow – capital inflow
· NCO is also called Net Foreign Investment

· Examples;
1. When a Canadian resident buys stock in Telmex, the Mexican phone company, the purchase raises Canadian Net Capital Outflow 
2. When a Japanese resident buys a bond issued by the Canadian gov’t, the purchase reduces Canadian Net Capital Outflow

International Flow of Capital

· Foreign Direct Investment: Physical Assets (Machines) (ACTIVE IN FIRM OPERATIONS)
· Foreign Portfolio Investment: Financial Assets (Bond/Assets) (NO CONTROL OF FIRM OPERATIONS)
Factors that influence NCO:
1. Real Interest Rate being paid on foreign assets

2. Real Interest Rate being paid on domestic assets

3. Perceived economic and political risks of holding assets abroad

4. Gov’t Policies that affect foreign ownerships of domestic assets.
Real Interest Rate & NCO (Factors 1 & 2)

· The Higher an Asset’s Real Interest Rate, the more attractive it is.

· If Foreign Assets pay a Higher Interest Rate than Domestic Assets, then Domestic Residents will BUY MORE Foreign Assets and Foreigners will BUY LESS Domestic Assets, causing NCO to INCREASE.

· If Domestic Assets pay HIGHER Interest Rates than Foreign Assets, then Domestic Residents will BUY LESS Foreign Assets and Foreigners will BUY MORE Domestic Assets, causing a DECREASE in NCO.
The Equality of NX & NCO in OPEN ECONOMY
· S = I + NX; Saving  = Investment + Net Exports ; 
· REMEMBER NET EXPORTS ARE THE VALUE OF GOODS & SERVICES EXPORTED - IMPORTED

1. S – I = Net Foreign Investment = Net Capital Outflow ( NCO )
2. S – I = NX
3. NCO = NX
· Open Economy Country Trade Surplus

1. When a country is selling more goods and services to foreigners than it’s buying from them. (NX > 0)

2. NX > 0

3. When this occurs the domestic economy begins to buy Foreign Assets with the Foreign Currency being received. (NCO > 0)
4. NCO > 0

· Open Economy Country Trade Deficit
1. When a country is buying more goods and services from foreigners than it’s selling to them. (NX < 0)

2. NX < 0

3. To Finance the purchase of these goods and services, they must be selling Assets abroad. (NCO < 0)

4. NCO < 0

· NX & NCO Rules
1. If NX changes then NCO changes EQUALLY.

2. NX > 0 = Trade Surplus; NCO > 0 means Capital is Flowing Out of Country.

3. NX < 0 = Trade Deficit; NCO < 0 means Capital is Flowing Into the Country.

· International Flows of Goods & Capital
	Trade Deficit
	Balanced Trade
	Trade Surplus

	Exports < Imports
	Exports < Imports
	Exports < Imports

	Net Exports < 0
	Net Exports < 0
	Net Exports < 0

	Y < C + I + G
	Y = C + I + G
	Y >C + I + G

	Saving < Investment
	Saving =Investment
	Saving > Investment

	Net Capital Outflow < 0
	Net Capital Outflow = 0
	Net Capital Outflow > 0


· Y = Total Output

· C + I + G + NX = Total Expenditures

· C + I + G = Domestic Expenditures

· NX = Foreigners Demand for Domestic Goods

· Prices For International Transactions
1. Market prices role is to coordinate buyers and sellers in that market

2. International Prices helps coordinate the decisions of consumers and

3.  producers as they interact in the world market.

4. 1. Nominal Exchange Rate: The rate at which a person can trade the currency of one country for the currency of another.
· Appreciation: an increase in the value of a currency as measured by the amount of foreign currency it can buy. 
· Ex; If Canadian $ Appreciates then Canadian Goods are expensive to Foreigner & Foreign Goods become cheap to Canadians. This makes Exports decrease, Imports increase, & NX decrease
· Depreciation: a decrease in the value of a currency as measured by the amount of foreign currency it can by. 

· Ex; Canadian $ Depreciates then Canadian Goods are cheap to Foreigners & Foreign Goods become expensive to Canadians. This makes Exports increase, Imports decrease, & NX increase.
5. 2. Real Exchange Rate: The rate at which a person can trade the goods and services of one country for the goods and services of another.
· Real Exchange Rate = 

Nominal Exchange Rate x Domestic Price/Foreign Price
· Depreciation: a depreciation in Canada’s Real Exchange Rate means Canadian goods become Cheaper relative to Foreign Goods. This causes NX to Increase. INCREASE DOMESTIC CONSUMPTION
· Appreciation: an appreciation in Canada’s real exchange rate means Canadian goods become more Expensive relative to Foreign Goods. This causes NX to Decrease.

·  Symbols

1. e = Nominal Exchange Rate

2. P = Domestic Price

3. P* = Foreign Price

4. e ^ real = Real Exchange Rate

Exchange Rate Quotations
· Direct Quotation: using a country’s home currency as the price currency.

· Ex; $0.18/Yuan in Canada
·  Using Direct Quotation: If the HOME currency APPRECIATES then the exchange rate DECREASES.
· Ex; $0.18/ 1 Yuan in Canada > $0.16/ 1 Yuan in Canada

· Indirect Quotation: using a country’s home currency as the unit currency.

· Ex; 5.50 Yuan/ $1 in Canada

· Using Indirect Quotation: If the HOME currency APPRECIATES then the exchange rate INCREASES.
· Ex; 5.50 Yuan/ $1.00 in Canada > 6.0 Yuan / $1.00 in Canada
· Purchasing Power-Parity (PPP) = a unit of any given currency should be able to buy an equal amount of goods in all countries. States all currency should have the same purchasing power in every country.
1. Law of One Price: the logic of PPP, the same product must sell for the same price in all locations.
2. Arbitrage Opportunity: When a good is sold for a cheaper price in one location than another. People will begin to purchase in from the cheaper location and sell to make profit in the more expensive location.

· As demand increases in the cheaper location this will cause the price to rise until it’s equivalent to the more expensive locations price of the good. 

3. PPP implies that 
· 1/P = e/P* ; e/P* lets you know how much the home currency is worth in the foreign currency. 

· eP/P* = 1; real exchange rate = 1

· e = P*/P ; the nominal exchange rate equals the ratio of the foreign price level to the domestic price level.
4. Limitations of PPP
1. Goods & Services aren’t easily traded; ex a haircut for 20$ in CAN & 2$ in USA wouldn’t be worth commuting.

2. Tradeable goods aren’t always good substitutes 

· PPP is best for Long Run Nominal Exchange rate but isn’t good for exchange rate determination.

· PPP states e = P*/P (Nominal Exch. R = Foreign P/Domestic P) so..

· If Domestic Inflation < Foreign Inflation then domestic currency will appreciate against the Foreign Currency. (Domestic currency will be worth more than Foreign currency.)
· If Domestic Inflation > Foreign Inflation, the domestic currency will depreciate against Foreign Currency. ( Domestic currency will be worth less than Foreign currency.)
5. Interest Rate Parity (2 Assumptions)
1. Small Open Economy: an economy that trades with other economies and alone has Limitations of PPP

2.  Perfect Capital Mobility: Full access to world Financial Markets

· Interest Rate Parity: real interest rate on similar financial assets should be equivalent in all economies along with no restrictions on trade.

· r (domestic interest rate) =r^w (world interest rate)
6. Limitations of Interest Rate Parity:

· Default Risk: 

· Financial Assets are at a default risk. The HIGHER the Default Risk the HIGHER the Interest Rate & Savers demand from Borrowers. Difference in Default Risk leads to a Difference in Interest Rates.

· Difference in Tax Rates
· Savers and Investors are concerned with after tax real interest rates. Although PPP makes them equal, a difference in pre-tax interest rates still exist.
7. Why the Interest Rate Parity isn’t Perfect
· It’s not perfect for determining the interest rate.
· In the long run domestic and international interest rates tend to fluctuate together. 
· LECTURE EXERCISE:
· 1. What do you think would happen to Canadian Net Exports if:

1. The U.S. experiences a recession (falling incomes, rising unemployment)

· Canadian Exports decrease so NX decrease also

2. Canadian consumers decide to be patriotic and buy more products “Made in Canada”

· Imports decrease so NX increase

3. Prices of goods produced in Mexico rise faster than prices of goods produced in Canada.

· NX increase, Exports Increase, Imports decrease
· 2. Nominal Exchange Rate: e = 10 pesos per dollar
Prices of Starbucks Latte in Canada & Mexico

P (domestic price) = 3$ in Canada ; P* (foreign price) = 24 Pesos in Mexico

1. What is the price of Canadian Latte measured in Pesos?
a. eP = 10 persos/$ x $3 = 30 Pesos

2. Calculate the Real Exchange Rate measure as Mexican lattes per Canadian lattes.

a. E^real = eP/P* = 30 Pesos/24 Pesos = 1.25 e^real
Chapter 14 Short Run Economics
· Economy for Individuals is different then Society as a whole.

1. Example; 1 Household saves $ then they can consume more in the future

· If Society saves $ there will be a decrease in consumption, causing firms unable to sell their goods/services and decrease production.
· SOCIETIES TOTAL SAVINGS INCREASE MEANS “C” DECREASE & EVENTUALLY FIRMS OUTPUT & PEOPLE’S INCOME DECREASE  
· HOUSEHOLD SAVINGS LEADS TO MORE CONSUMPTION & MORE PRODUCTION & FIRMS INCOME

· Economic Fluctuations/Business Cycles: fluctuations (Expansions & Contractions) in economic activity, such as output and employment.
· Expansions/Booms: economic turnaround where there’s a co-existing rise in production and employment. / When economy is above the trend.
· Recession/Contractions: duration where production and employment is decrease at the same time. / When economy is below the trend. 

· Decreases Investment Spending, Increase Unemployment
· Depression is a very deep Recession.
· Peak: Highest point of real output during business cycle

· Trough: lowest point of real output during business cycle. 

· 3 Key Facts About Economic Fluctuations
· Fluctuations are irregular & unpredictable
· Most Macroeconomic quantities fluctuate together
· Recession = Decrease in Real GDP, Consumption, & Investment
· Output Falls = Increased Unemployment
· Economists use the AD-AS Model to study short run economic fluctuations.
· Classical Theory (For Short Run): Changes in the nominal variables affect real variables. (Increase in MS or PL does affect Output or Unemployment)

· While in the Long Run changes in Money Supply affects nominal variables but the change doesn’t affect real variables. 

· AS AD Model
· Aggregate Demand (AD) = quantity of goods and services that households, firms and the government want to buy at each price level.
· STOCKS & BONDS DON’T SHIFT AD BUT MOVES ALONG AD 
· BUT STOCK MARKET BOOMS & RECESSIONS SHIFT AD
· In Short Run Assume “G” is fixed. (Government Spending)
· AD Slopes Downward for 3 Reasons ( These also cause shifts along AD Curve )

1. The Wealth Effect (Has to do w/ PL & Consumption): a decrease in the Price level makes consumers wealthier, which increases consumer spending(C ) , raises Q^AD; While an increase in PL decreases value of money (1/P), which decreases ( C ), with decreases Q^AD
2. The Interest Rate Effect (Has to do w/ PL & Investment): A decrease in PL, increase value of money (1/P) so households won’t hold as much currency by DEPOSITING IT, Supply of Loanable Funds increase (AS), REAL INTEREST RATE FALLS which increases Investment, which increase Q^AD
3. The Real Exchange Rate Effect: For a Nominal ER, a lower PL will reduce Real ER (e^real=eP/P*), this causes a depreciation of domestic currency because the Real ER is decreasing, which will stimulate Exports and cause NX to Increase, and Increase the Q^AD.
· Factors the Shift AD Curve

· Consumption: When consumer’s confidence falls, people reduce their consumption. (AD decrease/Shifts Left)

· Investment: Investment tax credit increase the quantity of investment at any given interest rate, and the AD curve increase/shifts to the right.
· Government Purchases: Gov’t purchases increase, AD increase/shifts to the right.
· Net Exports: 
· Foreign recession decrease domestic NX (by less purchasing of domestic goods/exports), AD Decrease/shifts to the left.
· Foreign Boom leads to an increase in domestic NX (more domestic exports) AD Increase/Shifts to the right.
· If Domestic Exchange Rate Falls that makes their goods/services more attractive abroad so Exports ^ causing AD to shift to the right & NX to increase.
· IF 2 FACTORS SHIFT OPPOSINGLY AD SHIFT IS AMBIGUOUS
· Long Run Aggregate Supply (LRAS) = measurement of the relationship between long run production of goods and services depending on supplies of labor, and all capitals

· LRAS is vertical: because PL doesn’t affect LR determinants of Real GDP or Natural Rate of Output.
· Long Run Level or Production is: full employment output & natural rate of output.
· Natural Rate of Output: production and goods of services an economy receives when unemployment is at a natural rate.
· Factors that Shift LRAS

· Labor: Increase in labor will increase production, LRAS will increase/shift to the right.
· Capital: Increase in the amount of capital leads to an increase in the amount of goods & services produced. LRAS will increase/shift to the right.
· Natural Resources: Increase in the accessibility to natural resources will increase production. LRAS will shift to the right/Increase.

· Technological Knowledge: technological progress that leads to increased production will Increase LRAS/shift to the right.

· Movements Along LRAS
· Price Level Change
· Aggregate Supply (SRAS) (Investment)= quantity of goods and services that firms choose to produce and sell at each price level.
· 3 Theories for SRAS/Causes Shift Along SRAS Curve/AD Shift 
· Sticky Wage Theory:

·  unexpected fall in PL, 
· raises the Real Wage which makes production less profitable
· , firms hire less workers/unemployment increase, 
· Q^SRAS decrease & AD Shifts Left
· (Real Wage = Nominal Wage/PL) Nominal Wages aren’t fully flexible in the short run do to contracts.

· Sticky Price Theory: 

· Unexpected Fall in PL 

· Leaves Firms with Higher Prices than Desired

· Reduces Sales

· Causes them to decrease Q^SRAS & AD Shifts Left
· Prices aren’t fully flexible in the short run due to menu costs.
· Misperception Theory:

· Unexpected Fall in PL

· Firms think Relative Prices have Decreased

· Influences them to decrease Q^SRAS & AD Shifts Left
· Workers and firms don’t have perfect information about macroeconomic shifts.
· All 3 Theories suggest the Output Changes from it’s Natural Rate when the PL changes from the expected Price Level causing a movement along the SRAS Curve.
· Y = Y(constant) + a(P-P^e)

· P=P^e, Y = Y(constant), P>P^e, Y>Y(constant), P<P^e, Y<Y(constant)

· Y = quantity of output supplied
· Y(constant) = natural rate of output
· P = actual price level
· P^e = expected price level
· a = positive parameter that determines how output reponds to unexpected changes in the price level.
· P^e = P or Y = Y(constant) ; is where LRAS & SRAS Intersect
· Factors that Shift SRAS

· Labor: increase in the amount of labor shifts SRAS to the right/ increase.
· Capital: increase in the amount of capital shifts SRAS to the right/ increase.
· Natural Resources: increase in the availability of natural resources shift SRAS to the right/ increase.
· Technology: technological progress shifts SRAS to the right/increase.
· Expected Price Level: a decrease in the expected price level shifts the SRAS to the right/increase.
· Increase in P^e ( Expected Price Level)

· If P^e rises, workers and firms set higher wages
· Every increase in P makes production less profitable, Y falls, SRAS shifts left/decreases

· Differences in Short Run & Long Run

· Short Run: wages and expectations may not be fully adjusted

· Long Run: wages and expectations are fully adjusted
· In Microeconomics

· Short run is the time period where factors change and others are fixed

· Long run is the period where there aren’t any fixed factors.

· Long Run Equilibrium

· P* = Equilibrium Price

· Y(constant) = Equilibrium Output (natural rate of output)
· Unemployment Rate is at its natural rate.
· Y Axis = Price Level, or GDP Deflator, or CPI

· X Axis = Output, or GDP

· Explaining Economic Fluctuations

· Four Steps to analyzing

1. Determine whether the event shifts AD, or AS, or both

2. Determine whether curve shifts left or right.

3. Use AD-AS diagram to see how the shift changes the output and price level in the short run.

4. Use AD-AS diagram to analyze how economy moves from its new Short Run Equilibrium to its Long Run Equilibrium

· Example Problems:

· 1. Shift in AD

· Event: Stock Market Crash leads to AD shift to the left.

1. Household’s wealth falls. Consumption falls to AD decrease/shifts left

2. Q^SRAS decrease so “Price Level” & “Y(Production) decrease. Unemployment Rises

3. Overtime P^e (expected price level falls since Price Level has fallen) so SRAS shifts right/increase, Y & Unemployment move back to initial level and PL falls.

· 2. Shift in SRAS

· Event: Energy Crisis leads to SRAS shifts to the left (Oil Prices Rise)
1. Production costs increase. Shifts SRAS to the left
2. SRAS equilibrium increases, “P” increase, “Y” decreases, and Unemployment increases.

3. From point A to B stagflation (period of falling output and rising prices.) will occur.

4. Over time/Long Run, the wages will fall, causing SRAS to shift right/increase, economy moves back to initial point A, “Y”, “P” , and Unemployment moves back to initial levels. 

How Shifts in AD &/OR SRAS Affect “Y”(Output) & “P”(Price Level)

	
	Short Run “Y”
	Short Run “P”
	Long Run “Y”
	Long Run “P”

	Increase in AD
	Increase
	Increase
	Constant
	Increase

	Decrease in AD
	Decrease
	Decrease
	Constant
	Decrease

	Increase in SRAS
	Increase
	Decrease
	Constant
	Constant

	Decrease in SRAS
	Decrease
	Increase
	Constant
	Constant


· Ex 3; 
· Event: A Boom occurs in the USA

· USA Boom will Increase USA Demand for Canadian Goods

· AD will increase/shift left.

· Exports will Increase

· “Y” (output) in Canada will Increase

· “P” (price level) in Canada will increase

· Unemployment in Canada will Decrease

· SRAS will decrease, 
· Keep in mind a Shift in the PL Shifts the AS and causes change along the AD curve.
Chapter 15 Monetary & Fiscal Policy (this looks over short run effects of M.P. & F.P.)
· Great Depression & Macroeconomics

· Macroeconomics came from the Great Depression

· Great Depression occurred due to made Policies

· Stimulating the MS can DECREASE RECESSION & LOWER INTEREST RATE

· If Gov’t can’t withdraw money from the economy then Inflation occurs.

· Monetary Policy: the setting of the money supply by the central bank.

· Fiscal Policy: the setting of the level of Government spending and Taxation
· The Theory of Liquidity Preference
· Liquidity: the ease in which an asset can be converted to an economy’s medium of exchange.

· The demand for money is constructed from the demand for liquidity.

· Interest Rate changes to balance the Q^Money Demanded & Q^Money Supplied; The Opportunity Cost of borrowing money
· Money Supply: supply of money is perfectly inelastic (central bank has fixed the Q of money in the economy)
· Money Demand: High Interest Rate influences the Cost to hold Money, which reduces the Q of MD.

· Less people will borrow if “r” is high so the Investment will decrease = Quantity of MD to decrease
· Equilibrium in the Money Market

· The Interest Rate adjusts to balance the quantity of money demanded and the quantity of money supplied. 

· Equilibrium Interest Rate is Interest Rate where MD & MS meet
· Money Supply Curve:
· Vertical & is fixed by the Central Bank
· CHANGES IN INTEREST RATE DOESN’T SHIFT MS

· Money Demand Curve:
· Is downward, a fall in the Interest Rate increases Q^MD
· A Fall in the PL shifts MD left, which reduces the Interest Rate
· A Fall in Interest Rate Increase Investment Spending & Q^AD
· PRICE LEVEL SHIFTS MD & INTEREST RATE CAUSES MOVEMENT ALONG MD CURVE

· Money Supply Changes that Occur in a Closed Economy (Purpose is to Control Fluctuations in Business Cycle)

· Monetary Expansion or Expansionary Monetary Policy (Used to Stimulate Economy in Downturns

· When MS increases on MD & MS curve , the Equilibrium Interest Rate Falls.
· Interest Rate Falling causes more Investment 
· More Investment Increased Aggregate Demand for Goods & Services; AD shifts right
· Monetary Contraction or Contractionary Monetary Policy (Used to Slow down Economy in Upturns)

· When MS decreases on MD & MS curve, Equilibrium for Interest Rate Increases
· When Interest Rate increases ; Investment Decreases so AD shifts left
· With MS Intervention the Central Banks construct a shift in the AD
· Without MS Intervention by the Central Bank, the SRAS shifts back and forth to stabilize economy but it takes longer.
· Limitations of Monetary Policy (CB can’t always get an Economy out of a Recession)

· 2 Limitations

· Diminished Effects of Monetary Policy in the Long Run

· Policy is ineffective in the Long Run only in the Short Run

· Increasing Money Supply doesn’t affect Productivity

· MP only affects the Short Run

· Adjustment in Expectations
· Expected Price Decreases SRAS/Shifts left
· If Monetary Policy is Fully Expected the SRAS shifts along w/ the AD Curve.

· Fiscal Policy & AD

· Fiscal Policy: the setting of the level of Gov’t Spending & Taxation
· Use of Fiscal Policy to Control business cycles is called Countercyclical Fiscal Policy
· Purpose is to reduce the fluctuations in a business cycle.

· Fiscal Expansion: Increase in the Gov’t Spending or a Decrease in Taxation to fuel households Money Supply, Shifts the AD right/Increase (BECAUSE “Y” ^)
· Fiscal Contraction: Decrease in Gov’t Spending or Increase in Taxation, to fuel household saving Shifts the Ad left/Decreases 
· Government Spending or Taxation affects Consumers AD for goods and services because it affects how much disposable income they have.

· Two Effects of Fiscal Policy

· THE AMOUNT OF CHANGE/SHIFT IN AD DUE TO THE CHANGE IN “G” DEPENDS ON Multiplier Effect & Crowding Out Effect
· Multiplier Effect (Shifts in AD that Occurs with Fiscal Expansions)
·  Consumer Spending/Investment Increases

· If “G” Increasing = Income For Somebody = More Consumption for the Receiver of Income

· “G” Multiplier in a Closed Economy (MPC)
· MPC stands for Marginal Propensity(tendency) to Consume

· MPC = Fraction of Marginal Income a Household consumes rather than Saves
· Multiplier = 1/1-MPC

· EX;

· MPC = .75, then the multiplier = 1/(1-.75) = 4

· If “G” = 5 then Demand for G&S’s = 20
· MPC equation Per Transaction

· 1st Consumption Change = MPC x 5

· 2nd Consumption Change = MPC^2 x 5

· Total change in AD = (1 + MPC + MPC^2 ….) x 5

· Another Way for the Formula
· 1/1-MPC x Change in “G” = Change in AD

· “G” Multiplier in an Open Economy (MPI)
· MPI Stands for Marginal Propensity to Import

· MPI = Fraction of extra income domestic households spend on Imported Goods
· Multiplier = 1/1-(MPC – MPI) or 1/1-(MPC + MPI)
EX;

· MPC = .75 & MPI = .25

· Multiplier = 1/1- (.75-.25) = 2

· “G” increase by 5 

· Multiplier x G = 5 x 2 

· Demands for G&S will increase by 10

· AD doesn’t Shift because the change in Imports will be balanced out By consumption. Y will remain constant.
· Crowding Out Effect (changes in “r” effects “I”)
· The shift in AD when Expansionary Fiscal Policy occurs during a recession to fight against more contraction with intent to force people to save

· Interest Rates will rise & Decrease Investment Initially
· ^MD because “r” Increased so “I” falls.
·  Fiscal Expansions(Increase “G”) = Increase in AD (Y^) occurs in Long Run
· F.P.E. (FISCAL POLICY EXPANSION)  occurs when “R” Increase = MD Shifts Right/Increases = Investment Falling  & to fix this AD Increase/Shifts Right by “G” Increasing
· Change in Taxes

· A Tax Cut , increases households disposable income/Investment.

· This causes AD to shift right because “Y” will increase off of “C” increasing.

· The size of the shift in AD also depends on the M.E. or C.O.E. 

· Permanent Tax Cuts cause a bigger shift than Temporary Tax Cuts because people have more disposable income longer. 

· M.E. (MPC or MPI) & CO Matter Because

· The Amount of the Multiplier or Crowding Out Effect determines how much AD will Change due to a Change in “G”

· The Shortcoming of Fiscal Policy

· 3 Issues

· Policy Lags

· The amount of time it takes for Policy to Affect Economy. (Policy takes time so Policymakers make policy for future)

· Recognition Lag: it’s difficult to determine when the economy is turning up or down.
· Implementation Lag: it takes time to carry out Fiscal Policy.

· Impact Lag: It takes time for Fiscal Policy’s effects to appear.
· Lags in Fiscal Policy occurs Politically because it takes time for Policy to pass through Congress
· Lags in Monetary Policy occur because MS change leads to a change in how people determine the way they spend their money. 
· Crowding Out Effects

· If “G” change = “P^s” change then AD doesn’t shift at all because overall GDP will remain constant.

· Partial Crowding out is a change in “G”’s effect on “P^s” but that partial effect has an impact on Fiscal Stimulus because people won’t be spending/investing as much due to high interest rates.
· Saving Shifts
· Tax cuts or Increased “G” gives people the impression that they may have to pay more in the future.
· Knowing this Investment will decrease due to people’s future knowledge of Tax Cuts or “G”
· This will diffuse the purpose for Fiscal Policy
· Using Policy To Stabilize the Economy

· Argument For Active Stabilization Policy

· Monetary & Fiscal Policy stabilizes Economy faster than it would without intervention in the Long Run.

· Policy Stabilizes AD, Production, & Employment.
· Economy above Natural Rate; Contraction Policy’s occur; to prevent Inflation

· Economy below Natural Rate; Expansion Policy’s occur; to prevent Recession.
· More Stabilized Economy is best for Everyone

· Argument Against Active Stabilization Policy
· Policy Lags and can hit the economy at the wrong time.
· It’s better to leave economy alone from Policy intervention.
· Automatic Stabilizers

· Changes in Fiscal Policy that takes place w/o Policymakers that stabilizes an economy during Recession.
· Tax System

· In a Recession people Consume less
· So income from Taxes will decrease
· When Taxes decrease Consumption rises again.
· Recession decreases AD but once Taxes decrease AD will increase back to equilibrium
· EI & Social Assistance Benefits

· Recessions decrease “Y” so AD shifts left 
· This causes Unemployment to increase.
· EI and other Financial Support increase “G”
· So in the long run “Y” will increase again & shift AD right.
Chapter 16: The Short Run Trade Off between Inflation & Unemployment
· The Phillips Curve: curve that shows the short run trade-off between inflation and unemployment
· Short Run Phillips Curve shows arise between inflation & unemployment in the short run due to aggregate demand shifts.

· AD is low; Inflation is low & Unemployment is high

· AD Increase causes a shift to the left along SRPC (Indicates PL ^ & ^Y &/Or ^MS)

· AD Decrease causes a shift to the right along SRPC (Indicates PL \/ & \/ Y &/Or \/MS

· U=U^ - b(π−π^)

· U = actual unemployment rate

· U^= natural rate of unemployment

· Π= actual  inflation

· Π^= expected inflation

· B= positive parameter that determines how much employment responds to unexpected inflation

· Slope of PC = -1/b

· Long Run Phillips Curve: Vertical Curve

· In the Long Run AS & PC is Vertical 

· Increase in AD leads to ^ PL but no Effect on output in Long Run

· LRAS occurs at NRofOutput & LRPC occurs at NRofUE

· ^MS increase Inflation ; Movement Vertical Along LRPC

· Effects of Monetary Injection
· ^MS leads to Shift along PC to left; (Inflation increase UE decrease)

· AD shift to the Right PL ^

· Long Run PC Expectations change so PC Shifts right back to (NRofUE) UE ^
· SRAS then decreases to get back to Long Run Equilibrium; Equilibrium PL increases & Y \/

· Example;

· Initially expected & actual Inflation = 3% , Unemployment Natural Rate = 6%

· Bank of Canada makes inflation 2% higher than expected 

· So SRPC increase to 5% Inflation along the curve causing UER to fall to 4%

· In the Long Run to return to Equilibrium Expected Inflation increases to 5% so SRPC Shifts Upward/Right causing PC to return to the original 6% U.E. Natural Rate 

· Natural Rate Hypothesis

· Claim that Unemployment eventually returns to it’s natural rate regardless of the inflation rate.

· Policy Implications

· Policymakers can choose inflation and unemployment in the short run by controlling AD

· In the Long Run, the unemployment is always equal to the natural rate

· There’s no tradeoff between Inflation & Unemployment in the Long Run

· If Policy Makers keep trying to push the UER below it’s natural rate, Inflation becomes higher & higher but UER remains constant in the long run.

· Supply Shock; event that affects firms costs and prices they charge, Shifts AS curves and PC ; No Tradeoff
· Adverse Supply Shock (Bad)

· Higher Inflation & Higher Unemployment 

· SRAS shifts left; PC shifts Right causing AD to shift Right in Long Run which then causes a Movement along PC to the Left.

· Favorable Supply Shock (Good) 

· Lower Inflation & Lower Unemployment

· SRAS shifts right; PC shifts Left causing AD to shift Left in Long Run which then causes a Movement along PC to the right.

· The Cost of Reducing Inflation

· Contractionary MS policy lowers inflation but increase unemployment

· Economy will suffer high unemployment and low output

· Sacrifice Ratio: the number of percentage points of one years output lost in the process of reducing inflation by one percent point.

· Estimate Sacrifice Ratio

· Must know 

· How the change in Inflation affects unemployment

· From the Short Run PC (slope of PC)

· How the change in Unemployment affects output

· Okun’s Law; the number of percentage points the output falls when the unemployment rate increases by one percentage point.
· Example Estimating Sacrifice Ratio

· PC curve Is given by u=u^ - 2.5(pi-pi^)

· 2.5(Inflation Rate – New Inflation Rate) = Percent of Annual Output

· 1% point ^ UER leads to 2% \/ GDP

· What’s the cost of reducing Inflation from 10% to 5%

· PC slope = 5/12.5  

· If unemployment ^ by 12.5% then GDP would decrease 25%

· Unemployment Increase or Decrease x GDP % = the change in GDP

· Sacrifice Ratio = x; every X change in UER = 1 change in Inflation

· Ex; Inflation change =2 & SR = 3 then annual output = 6%

· Rational Expectations: Information gathered from Gov’t policies change people’s expectations for the future.
· If Gov’t makes policy for low inflation people lower expectations of inflation. Decreasing Inflation along SRPC
· Misery Index: measures how bad a situation is. 
· Inflation + Unemployment Rate = 7

· 3% inflation + 2% Unemployment is better than 2% inflation + 3% Unemployment
· Phillips Curve Notes

· AD SHIFTS CAUSES MOVEMENT ALONG SHORT RUN PC

· AD INCREASE CAUSES MOVEMENT TO LEFT ALONG SRPC

· SRAS SHIFTS CAUSES SHIFT OF SHORT RUN PC

· SRAS SHIFT TO THE LEFT CAUSES SRPC TO SHIFT RIGHT
· Things to Remember

· If Unemployment increases then GDP decrease. Efficiency Wages Shifts LRPC right & LRAS left
