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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.
associated with with short-term ups and downs of the business cycle.
Labour Force
The total number of workers, including both the employed and the unemployed.
Employed 
A person is 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.
Neither
A person who fits neither of these categories, such as a full-time student, homemaker, or retiree, is not in the labour force. 
RATIOS
Unemployment rate = (number employed/Labour force) X 100
Participation rate = (labour force/population 15+)X100
Employment Rate= (number employed/population 15+) X 100
Problems with unemployment rates
Difficulty distinguishing unemployed
Some people just say unemployed for benefits
Some people get discouraged give up trying
 Key points
Unemployed will usually find a job quickly
Policies are aimed at those unemployed for a long time
Natural Rate of Unemployment
the rate of unemployment to which the economy tends to return in the long run.
Frictional Unemployment
unemployment that results from the time that it takes to match workers with jobs
workers require time to search for the jobs that are best suited to their tastes and skills.
Inevitable because economy is always changing
Structural unemployment 
the number of jobs available in some labour markets is insufficient to provide a job for everyone who wants one.
quantity of labour supplied exceeds the quantity demanded  
often thought to explain longer spells of unemployment.
Cyclical Unemployment
arises due to short-run economic fluctuations
Minimum Wage
Not effective if set below the equilibrium wage rate
Can reduce unemployment though
Effective if set above the equilibrium wage rate.
Can increase unemployment
Summary
[bookmark: _GoBack]The unemployment rate is the percentage of those who would like to work but don’t have jobs.
Statistics Canada calculates this statistic monthly.
The unemployment rate is an imperfect measure of joblessness.
In the Canadian economy, most people who become unemployed find work within a short period of time.
Public policy solutions to the unemployment problem should be directed toward providing help to those experiencing long bouts of unemployment.
Reasons for unemployment
the time it takes for workers to search for jobs that best suit their tastes and skills.
Presence of minimum-wage laws.
raise the quantity of labour supplied and reduce the quantity demanded
Market power of unions
Based on the theory of efficiency wages.
High wages can improve worker health, lower worker turnover, increase worker effort, and raise worker quality.
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TextBook

Three functions of Money
Medium of exchange
Unit of account
Agreed measure for stating the prices of goods and services.
Exchanging $15 or 1 hockey stick for one Doc Watson CD
Store of value
Kinds of money
Commodity money
Gold coins, silver coins, real value
Demand deposits
Balances in bank deposits
Bank of Canada (Central Bank)
Institution designed to regulate the quantity of money in the economy
Primary Functions 
Issue currency
Act as banker to the commercial banks
Act as banker to the Canadian government
Control the money supply
Measures of the Money Stock for the Canadian Economy
M1+
currency outside banks + demand deposits at chartered banks.
Conversion is essentially costless
Most liquid definition of money
M2
M1 + personal savings + term deposits at chartered banks.
Conversion is at a greater cost or inconvenience than are M1 assets (hence less liquid than M1 assets).
M2+
M2 + bank non-personal term deposits + foreign currency deposits
Reasons for Differences between interest charged on loans and deposits
They make a profit from the differential between the interest rate paid on their deposits and the interest rate charged on their loans. 
Reasons underlying rate differential
Creation of liquidity
Minimization of the cost of obtaining funds
Minimization of the cost of monitoring borrowers
Pooling of risk
The Monetary Base
=	Bank of Canada notes outside the Bank of Canada  +
chartered bank deposits at the Bank of Canada + coins held by households, firms, and banks.
An increase in the monetary base  increases in bank reserves and currency held by the public increase.
An increase in
bank reserves can increase the supply of money 
currency held by the public decreases the supply of money. 
 100% Reserve Banking
All deposits are held as reserves
NO LOANS
Money Creation with Fractional Reserve Banking
Fractional-reserve banking system
banks hold a fraction of the money deposited as reserves and lend out the rest.
Reserve Ratio
fraction of total deposits banks hold as reserves
Supply of money is created when the bank loans from its reserves
Overnight Loans Rate
The interest rate on 24-hr loans that chartered banks make to each other and to dealers in financial markets.
 AKA Bank's key interest rate or key policy rate.
Money Multiplier
When the Bank of Canada increases the monetary base, a sequence of events follows. They are
1. Banks have excess reserves  lend excess reserves
2. Bank deposits increase  quantity of money increases
3. New money is used to make payments
4. Some of the new money remains on deposit
5. Some of the new money is a currency drain
6. Desired reserves increase because deposits have increased
7. Excess reserves decrease, but remain positive
EQUATION:
The money multiplier is the reciprocal of the reserve ratio:
Money multiplier = 1 ÷ R
Monetary Tools
Open Market Operations
Purchases or sales of government bonds by the Bank of Canada from or to the public:
Buying bonds causes the money supply to increase.
Selling bonds causes the money supply to decrease.
Foreign Exchange Operations
Purchases or sales of foreign currencies by the Bank of Canada
The money supply increases when the Bank of Canada buys foreign currency with Canadian currency.
The money supply decreases when the Bank of Canada sells foreign currency
Sterilisation
This process of offsetting a foreign exchange market operation with an open-market operation.
The Overnight Rate
Bank Rate
the rate of interest central banks charge commercial banks for loans 
Overnight Rate
the rate of interest on very short-term loans between commercial banks
Changing the Overnight Rate
The Bank of Canada can alter the money supply by changing the bank rate, which in turn causes an equal change in the overnight rate.
An increase in the overnight rate reduces the quantity of reserves in the banking system, and therefore reduces the money supply
A decrease in the overnight rate increases the money supply
[image: ]
Two problems with monetary policy
households choose to hold as deposits in banks; and
commercial bankers choose to lend.

EQUATIONS
 The monetary base
Bank deposits by citizens + bank deposits at Central Bank + Bank notes and coins in vaults
The quantity of money
Bank deposits by citizens
Notes and coins held by citizens
The banks’ reserve ratio
Monetary Base/ Bank Deposits by Citizens
Currency drain as a % of the quantity of money
Notes and coins held by citizens / quantity of money
 Money multiplier
 = 1 ÷ R
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Money supply
controlled by Bank of Canada (monetary policy)
Money demand
 reflects how much wealth people want to hold in liquid form
Determinants include 
interest rates and prices
INCREASE IN MONEY SUPPLY
Immediate effect
People have extra money
They spend/save it
End result
INCREASED DEMAND FOR Goods and services
Prices rise
Eventually, demand for money again equals supply of money, but at a higher price.
Classical Theory of Inflation: The Quantity Theory of Money
Value of money is determined by the quantity in the economy

Classical Dichotomy
separation of nominal and real variables
Nominal variables
variables measured in monetary units
e.g., dollars
Real variables
variables measured in physical units
e.g., the quantity of goods or labour units.
Changes in the money supply 
affect nominal variables 
do not affect real economic variables
The velocity of money
the speed at which the typical dollar bill travels around the economy from pocket to pocket.
Calculation of velocity (V):  V = (P  Y)/M

where: 	V  = velocity
		P  = price level
		Y  = quantity of output
		M = quantity of money
Can also be written as M  V = P  Y
M x V = Nominal value of output
Price of money is 1/P
These 5 steps are the essence of the quantity theory of money
1. The velocity of money is relatively stable over time.
2. When the Bank of Canada changes the quantity of money, it causes proportional changes in the nominal value of output (P  Y).
3. Because money is neutral, money does not affect output.
4. When the Bank of Canada alters the money supply and induces proportional changes in the nominal value of output (PxY), these changes are reflected in changes in the price level (P).
5. Therefore, when the Bank of Canada increases the money supply rapidly, the result will be a high rate of inflation.
Hyperinflation 
inflation that exceeds 50 percent per month. 
occurs in some countries because governments print large quantities of money to pay for their spending.
Inflation Tax
when governments raise revenue by printing money
a tax on holders of money.
The Fisher Effect
A one-to-one adjustment of the nominal interest rate to the inflation rate.
the nominal interest rate rises by the same amount as the inflation rate
REAL INTEREST RATE DOESN’T CHANGE
The Costs of inflation\
Money neutrality
“money neutrality”, price increases should result in nominal increases to all factors of production
Shoeleather costs
Inflation reduces the real value of money, so people have an incentive to minimise their cash holdings
Menu costs
The costs of adjusting prices
Restaurant menus, order catalogues, etc
This is a resource-consuming process that takes away from other productive activities. 
Relative price variability
relative prices (e.g., PX/PY) may not reflect the true increase in prices at all times.
consumer decisions will be distorted, and markets will be unable to allocate resources to their best use. 
Tax distortions
Inflation exaggerates the size of capital gains, increasing the tax burden on this type of income. 
The after-tax real interest rate falls, making saving less attractive. 
Confusion and inconvenience
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. 
Arbitrary redistribution of wealth
Unexpected inflation redistributes wealth among the population in a way that has nothing to do with either merit or need.


Summary
The overall level of prices in an economy adjusts to bring money supply and money demand into balance.
When the central bank increases the supply of money, it causes the price level to rise.
Persistent growth in the quantity of money supplied leads to continuing inflation.
The principle of money neutrality asserts that changes in the quantity of money influence nominal variables but not real variables. 
A government can pay for its spending simply by printing more money. 
This can result in an “inflation tax” and hyperinflation.
According to the Fisher effect, when the inflation rate rises, the nominal interest rate rises by the same amount, and the real interest rate stays the same.
Many people think that inflation makes them poorer because it raises the cost of what they buy.
This view is a fallacy because inflation also raises nominal incomes
Economists have identified six costs of 	inflation:
Shoeleather costs
Menu costs
Increased variability of relative prices 
Unintended tax liability changes
Confusion and inconvenience
Arbitrary redistributions of wealth
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Factors that effect Net Exports
1. Tastes of consumers for domestic and foreign goods.
2. Prices of goods at home and abroad.
3. Exchange rates at which people can use domestic currency to buy foreign currencies.
4. Incomes of consumers at home and abroad.
5. Costs of transporting goods from country to country.
6. Government policies toward international trade.
Net Capital Outflow
The flow of capital abroad takes two forms:
Foreign Direct Investment
Tim Hortons opens a fast food outlet in Russia.
Foreign Portfolio Investment
A Canadian buys stock in a Russian corporation. 
Influenced by
real interest rates being paid on foreign assets.
real interest rates being paid on domestic assets.
perceived economic and political risks of holding assets abroad.
government policies that affect foreign ownership of domestic assets. 
NET CAPITAL OUTFLOW = NET EXPORTS
NCO = NX
Saving, Investment and their relationship to International Flows
National Saving= Domestic Invetment+Net Capital Outflow
S=I+NCO
Depreciation of CDN Real Exchange Rate
Canadian goods have become cheaper relative to foreign goods.
Consumers at home and abroad buy more Canadian goods and fewer foreign goods.
Canadian exports (X) rise, and Canadian imports (M) fall; therefore net exports (NX) increase.
OTHER WAY AROUND FOR APPRECIATION
Real Exchange Rate Equation (E)
[image: ]
The rate at which the goods and services from one country can be traded against the goods and services of another country.
E=(eXP)/P*
P ≡ CDN price of good; P* ≡ Foreign price of good
Purchasing-Power Parity PPPs
The same unit of currency in one country should be able to buy the same amount in another
“Law of one Price”
a good must sell for the same price in all locations. 
Arbitrage
Taking advantage of different prices in different markets
Nominal exchange rates compensate for differences
Prices and the Purchase Power Parity
For the PPP to exist
E=1=eP/P*
At that point, the value of a unit of currency is the same everywhere.
Limitations
Many goods are not easily traded or shipped
Tradable goods are not always perfect substitutes
Interest rate parity
The theory that the real interest rate in Canada should equal that in the rest of the world is known as interest rate parity

INTEREST RATE EFFECT ON SMALL OPEN ECOMOMY WITH PERFECT MOBILITY
Small economy
Means it has little effect on prices and goods and interest rates in the world
Perfect Capital mobility
The countries real interest rate is the same as the worlds 
Wont be able to lend money with higher interest rate
Usually wont be the exact same but will follow overall trends




1. Net exports are the value of domestic goods and services sold abroad minus the value of foreign goods and services sold domestically.
2. Net capital outflow is the acquisition of foreign assets by domestic residents minus the acquisition of domestic assets by foreigners
3. An economy’s net capital outflow always equals its net exports.
4. An economy’s saving can be used to either finance investment at home or to buy assets abroad. 
5. The nominal exchange rate is the relative price of the currency of two countries.
6. The real exchange rate is the relative price of the goods and services of two countries.
7. When the nominal exchange rate changes so that each dollar buys more foreign currency, the dollar is said to appreciate or strengthen.
8. When the nominal exchange rate changes so that each dollar buys less foreign currency, the dollar is said to depreciate or weaken.
9. According to the theory of purchasing-power parity, a unit of currency should buy the same quantity of goods in all countries.
10. The nominal exchange rate between the currencies of two countries should reflect the countries’ price levels in those countries.
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Payments Deficits & Surpluses
Balance of payments deficits
Decrease official international reserves 
Balance of payments surpluses
Increase official reserves
The Market for Loanable Funds
All savers go to this market to deposit their saving, and all borrowers go to this market to get their loans.
In this market, there is one interest rate, which is both the return to saving and the cost of borrowing.
S=I+NCO
Supply=Domestic Investment + Net Capital Outflow
Note: In an open economy the amount that a nation saves does not have to equal the amount it spends to purchase domestic capital.
(S)The supply of loanable funds comes from national saving
(I)The demand for loanable funds comes from domestic investment 
(NCO)net capital outflows 
The supply and demand for loanable funds depend on the real interest rate. 
Interest Rate  Supply for loanable funds 
Sides of Foreign currency exchange rate
The two sides of the foreign-currency exchange market: NCO and NX.
NCO  the imbalance between the purchases and sales of capital assets.
NX  the imbalance between exports and imports of goods and services.
Real exchange Rates
The price that balances the supply and demand for foreign-currency is the real exchange rate.

How Policies and Events Affect an Open Economy
The magnitude and variation in important macroeconomic variables depend on the following:
Increase in world interest rates
RW will increase
In a small open economy with perfect mobility, an increase in the world interest rate crowds out domestic investment, causes the dollar to depreciate, and causes net exports to rise.

Government budget deficits and surpluses
Trade policies
Political and economic stability
Trade Policy
Tariff: A tax on an imported good.
Import quota: A limit on the quantity of a good produced abroad and sold domestically.
Imports are reduced
Net exports are the source of demand for dollars
Dollar will appreciate because dollars are needed to buy Canadian goods
An appreciation of the dollar in the foreign exchange market encourages imports and discourages exports.
Opposite effect in time
	Gov Budget deficit
	Supply of Loanable funds
	Real Exchange Rate
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