ECO 1102 Reading Notes Macroeconomics

Chapter 5: Measuring a Nation’s Income
Chapter 5 Definitions:
Microeconomics – the study of how households and firms make decisions and how they interact in markets
Macroeconomics –the study of economy-wide phenomena, including inflation, unemployment, and economic growth
Gross Domestic Product (GDP) – the market value of all final goods and services produced within a country in a given period of time
Consumption – spending by households on goods and services, with the exception of purchases of new housing.
Investment – spending on capital equipment, inventories, and structures, including household purchases of new housing
Government Purchases – spending on goods and services by local, territorial, provincial, and federal governments.
Net Exports – the value of a nation’s exports minus the value of its imports, also called the trade balance
Nominal GDP – the production of goods and services valued at current prices
Real GDP – the production of goods and services valued at constant prices
GDP deflator – a measure of the price level calculated as the ratio of nominal GDP to real GDP times 100


Total income of everyone in the economy (GDP), the rate at which average prices are rising (inflation), the percentage of the labour force that is out of work (unemployment), total spending at stores (retail sales), or the imbalance of trade between Canada and the rest of the world (the trade deficit)
	ALL STATISTICS ARE MACROECONOMIC – ABOUT THE ENTIRE ECONOMY

Economy – collection of many households and firms, therefore micro and macro are closely linked.

GDP measures total income of a nation – most closely watched economic statistic (measure of society’s economic well-being)

THE ECONOMY’S INCOME AND EXPENDITURE
-when judging whether the economy is poor or doing well, look at GDP
-GDP measures to things at once: the total income of everyone in the economy and total expenditure on the economy’s output of goods and services
-those 2 things are really the same, For an economy as a whole, income must equal expenditure
-economy’s income is the same as its expenditure because every transaction has 2 parties: a buyer and a seller
-compute GDP by adding up the total expenditure by households or by adding up the total income (wages, rent) paid by firms. 
-The Circular Flow Diagram page 101– households buy goods and services from firms, and firms use their revenue from sales to pay wages to workers, rent to landowners, and profit to firm owners. GDP equals the total amount spent by households in the market for goods and services. It also equals the total wages, rent and profit paid by firms in the markets for the factors of production.
-economy as a whole, expenditure and income are always the same

THE MEASUREMENT OF GROSS DOMESTIC INCOME
- the market value of all final goods and services produced within a country in a given period of time. 
GDP IS THE MARKET VALUE
	-GDP adds together different kinds of products into a single measure
	-uses market prices
	-if price is twice as much for a good, then that good contributes twice as much to GDP

OF ALL
	-GDP measures the market value
	-GDP excludes most items produced and sold illicitly, such as illegal drugs
	-if couple are married, the GDP of their transaction falls
	-GDP can underestimate the true amount of productive activity taking place in the economy.

FINAL	
	-making cards for Carleton Cards, paper is the intermediate good, the card is the final good
	-GDP includes only the value of final goods (value of intermediate good is already included in the prices of finals goods)

GOODS AND SERVICES
	-GDP includes both tangible goods (food, clothing) and intangible services (haircuts, house cleaning)

PRODUCED
	-GDP includes goods and services currently produced, it does not include transactions involving items produced in the past (new and used cars)

WITHIN A COUNTRY
	-GDP measures value of production within the geographic confines of a country. 
	-non Canadian citizen works temporarily in Canada, their production is part of Canadian GDP
	-when Canadian citizen owns factory in Haiti, the production at her factory is not part of Canadian GDP. (part of Haiti’s) 
	-items are included in a nations GDP if they are produced domestically, regardless of the nationality of the producer.
IN A GIVEN PERIOD OF TIME
	-interval is a year or a quarter (3 mths)
	-GDP measures the economy’s flow of income and expenditure during that interval 
	-GDP is sophisticated measure of the value of economic activity 

THE COMPONENTS OF GDP
	GDP (Y) I divided into 4 components: consumption (C), investment (I), government purchases (G), and net exports (NX):
	Y= = C + I + G + NX
Equation is an identity – total of the four components must be equal to GDP

CONSUMPTIO	N
	- spending by households on goods and services
	-Goods include household spending on durable goods, such as automobiles and appliances, and nondurable goods, such as food and clothing
	-services include such intangible items as haircuts and dental care.

INVESTMENTS
	- purchase of goods that will be used in the future to produce more goods and services (sum of purchases)
	-investments can be financial investments, stocks and bonds,
	-GDP measures expenditures on goods and services, so the word investment means purchases of goods (such as capital equipment, structures and inventories)  used to produce other goods

GOVERNMENT PURCHASES
	-transfer payment – not made in exchange for a currently produced good or service. They alter household income, they don’t reflect the economy’s production

NET EXPORTS
	- a domestic firm’s sale to a buyer in another country increases net exports
	-net (imports subtracted from exports)
	-include goods or services produced abroad (with a – sign) because these goods and services are included in consumption, investment and government purchases (with a + sign)
	-when a good is bought from abroad, the purchase reduces net exports – but it also raises consumption, investment or government purchases, it does not affect GDP.

REAL VERSUS NOMINAL GDP
	-if total spending rises from one year to the next,  one of the 2 must be true
	1. the economy is producing a larger output of goods and services
	2. goods and services are being sold at higher prices
	-Real GDP answers a hypothetical question: What would be the value of the goods and services produced this year if we valued these goods and services at the prices that prevailed in some specific year in the past ? 
	-Real GDP shows how the economy’s overall production of goods and services changes over time.
	-total spending = quantities of good(s) times by prices of the good(s)
	-total expenditure = sum of expenditure of the goods (hot dogs and hamburgers)
	- calculate GDP in a base year (choose it)
	-the prices in the base year provide the basis for comparing quantities in different years
	-for base year, real GDP always equals nominal GDP
SUM UP: Nominal GDP uses current prices to place a value on the economy’s production of goods and services. Real GDP uses constant base-year prices to place a value on the economy’s production of goods and services.
	- real GDP is not affected by changes in prices, so changes in real GDP reflect only changes in the amounts being produced. 
	-real GDP is a measure of the economy’s production of goods and services
	-real GDP reflects the economy’s ability to satisfy people’s needs and desires
	-real GDP is a better gauge of economic well-being than is nominal GDP.

THE GDP DEFLATOR
	-holding prices constant at base-year levels means real GDP reflects only the quantities produced
EQUATION: GDP deflator  = nominal GDP/ Real GDP times 100
	- when quantities produced rise over time but prices remain the same, both nominal and real GDP rise together, so the GDP deflator is constant.
	- If prices rise overtime, but the quantities produced stay the same, nominal GDP rises but real GDP remains the same, so the GDP deflator rises as well
	-in both cases, GDP deflator reflects what’s happening to prices, not quantities
	-inflation – when economy’s overall price level is rising
	-the inflation rate is the percentage change in some measure of the price level from one period to the next.
EQUATION FOR GDP DEFLATOR WHEN INFLATION RATE BETWEEN 2 CONSECUTIVE YEARS IS COMPUTED AS:
	Inflation rate in year 2 = (GDP deflator in year 2 – GDP deflator in year 1) / GDP deflator in year 1 times 100
	-the GDP deflator is one measure that economists use to monitor the average level of prices in the economy

CASE STUDY REAL GDP OVER RECENT HISTORY
	-real GDP grows overtime
	-GDP data is that growth is not steady
	-recessions when GDP declines
	-good rule of thumb for knowing a recession has occurred : two consecutive quarters of falling real GDP

CASE STUDY: GDP, GNP AND FOREIGN OWNERSHIP
	-GNP measures the value of all income earned by Canadians, regardless of whether that income Is earned in Canada or in foreign countries; GDP measures the value of all income earned in Canada, regardless of the nationality of the person earning the income
	-Foreign direct investment (FDI) – a measure of how much of Canadian industry is owned by non-Canadians.

GDP AND ECONOMIC WELL-BEING
	-larger the GDP, more that can be afforded (better health care for kids)
	-GDP doesn’t measure quality,  just notes that nations with larger GDP can afford better educational systems
	-GDP NOT A MEASURE OF WELL-BEING
	-there are things that contribute to well-being and a good life, that are not included in GDP (leisure and quality of the environment)

CASE STUDY : MEASURING ECONOMIC WELL-BEING IN CANADA
	-the general pattern of the estimates suggest that provincial differences in economic well-being have narrowed quite considerably since 1981

CASE STUDY INTERNATIONAL DIFFERENCES IN GDP AND THE QUALITY OF LIFE
	-US and Canada have the highest real GDP per person (not necessarily the highest life expectancy at birth, but fairly high) and 99% adult literacy
	-a nations GDP is closely associated with its citizens standard of living



















Chapter 6 Reading Notes: Measuring The Cost of Living
Definitions:
Consumer price index (CPI) – a measure of the overall cost of the goods and services bought by a typical consumer.

Inflation Rate – the percentage change in the price index from the preceding period.

Core inflation – a measure of the underlying trend in inflation

Indexation – the automatic correction of a dollar amount  for the effects of inflation by law or by contract

Nominal interest rate – the interest rate as usually reported without a correction for the effects of inflation

Real Interest Rate – the interest rate corrected for the effects of inflation

Consumer price index – compare dollar figures from different points in time
-used to monitor changes in the cost of living over time

When consumer price index rises, people spend more to maintain same standard of living
Inflation – overall price rising in economy
Inflation rate – percentage change in the price level from the previous period

THE CONSUMER PRICE INDEX
HOW THE CONSUMER PRICE INDEX IS CALCULATED
5 Steps to calculate the price index:

1. Determine the basket – determine most important prices, if most important, that good is given greater weight in measuring the cost of living
2. Find the prices
3. Compute the baskets cost – calculate cost of the basket at different times
4. Choose a base year and compute the index
CPI = (price of basket of goods and services in current year/price of basket in base year )* 100
The index is always the same in base year.
5. Compute the inflation rate
Inflation rate in year 2 = (CPI in year 2 – CPI in year 1 / CPI in year 1) * 100

Problems in Measuring the Cost of Living
-CPI goal – to measure changes in the cost of living, gauge how much income must rise in order to maintain a constant standard of living.
THREE PROBLEMS WITH INDEX
1. Commodity Substitution Bias – when prices change, not all change proportionately. Prices rise, consumers buy less and vice versa
Index will measure a much larger increase in cost of living than consumers actually experience
       
2. Introduction of new goods – consumers have more variety when new goods are produced, makes each dollar more valuable.
CPI is based on a fixed basket of goods and services, so It does not reflect the increase in the value of the dollar that arises from the introduction of new goods. 
3. Unmeasured Quality Change – quality of  a good deteriorates from one year to the next, value of dollar falls, even is price of good remains same. If quality rises from one year to next, value of dollar rises.

THE GDP DEFLATOR VERSUS THE CONSUMER PRICE INDEX
- economists and policymakers monitor both the GDP deflator and consumer price index to gauge how quickly prices are rising.
TWO DIFFERENCES
1. the GDP deflator reflects the prices of all goods and services produced domestically. CPI reflects the prices of all goods and services bought by customers 
2. various prices are weighted to yield a single number for the overall level of prices. CPI compares the price of a fixed basket of goods and services to the price of the basket in the base year.
GDP deflator compares the price of currently produced goods and services to the price of the same goods and services in the base year.
The group of goods and services used to compute the GDP deflator changes automatically over time.

The divergence between these two measures is the exception rather than the rule.

CORRECTING ECONOMIC VARIABLES FOR THE EFFECTS OF INFLATION

DOLLAR FIGURES FROM DIFFERENT TIMES
How much of the rise in the price of gas is simply a reflection of the general rise in prices???
A price index shows us the size of this inflation correction

1957 gas price In 2012 dollars = 1957 gas price * (CPI in 2012/CPI in 1957)
				    = 9.5 cents * (121.7/14.8)
				     = 78.1 cents

CASE STUDY – MR INDEX GOES TO HOLLYWOOD
-talking about movies: ranking ignores an obvious but important fact: PRICES
-inflation gives an advantage to newer films

INDEXATION
-price indexes are used to correct for the effects of inflation when comparing dollar figures from different times
-when dollar amount if automatically corrected for inflation by law or contract, amount is said to be INDEXED for inflation.
-partial or complete indexation of the wage to the consumer price index – cost of living allowance (COLA)
-COLA automatically raises the wage when consumer price index rises
-INDEXATION is a feature of many laws (Canada Pension Plan, Old Age Security Benefits)

REAL AND NOMINAL INTEREST RATES
-interest represents a payment in the future for transfer of money in the past
-interest rates always involve comparing amounts of money at different points in time

-Ex. Having more money doesn’t necessarily mean you can have more CD’s. Depends on what happened to the price of a CD

-Higher the rate of inflation, smaller the increase in Sally’s purchasing power.
-If rate of inflation exceeds rate of interest, her purchasing power falls
-if there is a deflation (negative rate of inflation), her purchasing power rises by more than the rate of interest.

REAL INTERST RATE = NOMINAL INTEREST RATE – INFLATION RATE

-it is the size of the real interest rate that is of crucial importance for economic decisions

CONCLUSION
-a $ today is not the same as $ 20 years ago
-Price indexes allow us to compare dollar figures from different points in time.















Chapter 7: Production and Growth
Productivity – the quantity of goods and services produced from each hour of a workers time

Physical Capital – the stock of equipment and structures that are used to produce goods and services.

Human Capital – the knowledge and skills that workers acquire through education, training and experience

Natural Resources – the inputs into the production of goods and services that are provided by nature, such as land, rivers, and mineral deposits.
Technological Knowledge – society’s understanding of the best ways to produce goods and services

Diminishing Returns – the property whereby the benefit from an extra unit of an input declines as the quantity of the input increases.

Catch-up effect – the property whereby countries that start off poor tend to grow more rapidly than countries that start off rich.

Level of GDP is a good gauge of economic prosperity, the growth of real GDP is a good gauge of economic progress

Productivity – the amount of goods and services produced for each hour of a workers time.
-nations standard of living is determined by the productivity of its workers 

The poorest countries have average levels of income that have not been seen in the developed world for many decades.

PRODUCTIVITY: ITS ROLE AND DETERMINANTS
Why is income so much higher in some countries than others?
	-look at factors that determine a nation’s productivity.

Why Productivity is so important
Live alone, do everything for yourself, produce etc, simple economy
Ex. Robinson Crusoe
-consumes what he produces, his living standard is tied to his productivity
Productivity Is the key determinant of growth in living standards
-key role in productivity in determining living standards is as true for nations as for standard sailors
Talking about GDP
An economy’s income is an economy’s output. 
There is a link between living standards and productivity

How productivity is Determined
Many factors determine producitivity
	-physical capital
	- human capital
	- natural resources
	-technological knowledge

Physical Capital Per Worker – workers are more productive if they have tools with which to work

Capital is a produced factor of production, used to produce all kinds of goods and services, including more capital
- it is an input into the production process that in the past was an output from the production process

Human Capital Per Worker – human capital like physical capital, it raises a nation’s ability to produce goods and services
-it is also a produced factor of production
-producing human capital requires inputs in the form of teachers.

Natural Resources per worker – natural resources are inputs into production, provided by nature, take 2 forms:
Renewable (a forest) and non-renewable (oil) – limited supply, impossible to create more
-differences in natural resources are responsible for some of the differences in standards of living around the world
-natural resources can be important but are not necessary for an economy to be highly productive in producing goods and services

Technological Knowledge – technology is common knowledge, once used, everyone becomes aware of it
Some Technology is proprietary – known only by the company that discovers it

Distinguish between technological knowledge and human capital – closely related but is a difference
Technological Knowledge refers to a society’s understanding about how the world works. 
Human capital refers to the resources expended transmitting this understanding to the labour force

CASE STUDY ARE NATURAL RESOURCES LIMIT TO GROWTH?

-Look at prices of natural resources to know it efforts are enough to permit continued economic growth.
-In market economy, scarcity is reflected in market prices

ECONOMIC GROWTH AND PUBLIC POLICY

The Importance of Saving and Investing
-one way to raise future productivity is to invest more current resources in production of capital
-growth that arises from capital accumulation is not a free lunch
-it requires that society sacrifice consumption of goods and services in the present in order to enjoy higher consumption in the future
-encouraging saving and investment is one way that a government can encourage growth and, in the long run, raise the economy’s standard of living

Diminishing Returns and the Catch-up Effect
-in the long run, the higher saving rate leads to a higher level of productivity and income, but not to higher growth in these variables
-it is easier for a country to grow faster if it starts out poor.
-poor countries – low productivity
-“most improved” student example. 

Investment from Abroad
Foreign direct investment – a capital investment owned and operated by a foreign entity

Foreign Portfolio Investment – investment financed with foreign money but operated by domestic residents

-When foreigners invest in a country, they expect to earn a return on investment
-They take some of income back to Canada, as profit
-Investment from abroad does not have the same effect on all measures of economic prosperity
-Investment from abroad one way for a country to grow

Education 
- investment in human capital – at least as important as investment in physical capital for a country’s long-run economic success
Both investment in human capital and physical capital has an opportunity cost.
Problem for poor countries is brain drain – the emigration of many of the most highly educated workers to rich countries, where these workers can enjoy a higher standard of living
-Not just poor countries can experience this, Canada does also. (ex. People get highly trained in Canada, the go to the USA to get a high paying job)

Health and Nutrition
-making the right investments In the health of the population is one way for a nation to increase productivity and raise living standards
-height is an indicator of productivity (taller workers earn more, they tend to be more productive)

Property Rights and Political Stability
-policymakers can foster economic growth by protecting property rights and promoting political stability
-any important prerequisite for price system to work is an economy-wide respect for property rights: the ability of people to exercise authority over the resources they own
-courts serve an important role in market economy: they enforce property rights
-one threat to poverty rights is political instability
-economic prosperity depends in part on political prosperity

Free Trade 
Inward Oriented Policies – aimed at raising productivity and living standards within the country by avoiding interaction with the rest of the world

Outward Oriented Policies – integrate theses countries into the world economy
-Trade is a type of technology
-country that eliminates trade restrictions, will experience same kind of economic growth that will occur after a major technological advance
-the amount that a nation trades is determined not only by government policy but also by geography

Research and Development
-living standards are higher today then they were a century ago b/c technological knowledge has advanced
Knowledge is a public good, once one person delivers and idea, it enters the society’s pool of knowledge and other people can freely use it. 
-Government policy also encourages research through a patent system, inventor of a product can apply for a patent. If produced is deemed original, patent is given and can sell product for specified # of years
-turning new idea from a public good into a private good 

CASE STUDY: PRODUCTIVITY SLOWDOWNS AND SPEEDUPS
-when productivity growth slowed, worker received smaller inflation-adjusted raises
-productivity slowdowns are associated with technology shocks brought about by sharp increases in the price of energy. 

Population Growth 
-how population affects society’s – long debate:
-size of the labour force: a large population means more workers to produce goods and services
-a large population means more people to consume those goods and services. So large population means a larger total output of goods and services, it need not mean a higher standard of living for a typical citizen.
-Both large and small nations are found at all levels of economic development

Stretching Natural Resources 
-Thomas Robert Malthus
-“food is necessary to the existence of man”
-more mouths to feed, fewer farmers are necessary because each farmer is so productive

Diluting the Capital Stock
- high population growth reduces GDP per worker
-when population growth is rapid, each worker is equipped with less capital
-a smaller quantity of capital per worker leads to lower productivity and lower GDP per worker
-a country can influence population growth by apply one of the principles – people respond to incentives.
-has an opportunity cost, any decision

Promoting Technological Progress
- more people induces more technological progress
-smallest population – fewer opportunities for technological advance
-a large population is a perquisite for technological advance

CONCLUSION: THE IMPORTANCE OF LONG-RUN GROWTH
-a country’s standard of living depends on its ability to produce goods and services

-governments can lend support to visible hand by maintaining property rights and political stability to promote economic growth


Chapter 8 Saving, Investment and the Financial System

Definitions:

Financial system – the group of institutions in the economy that help to match one person’s saving with another person’s investment

Financial Markets – financial institutions through which savers can directly provide funds to borrowers

Bond – a certificate of indebtedness
Stock – a claim to partial ownership in a firm
Financial Intermediaries – financial institutions through which savers can indirectly provide funds to borrowers
Mutual Fund – an institution that sells shares to the public and uses the proceeds to buy a portfolio of stocks and bonds

National saving (saving) – the total income in the economy that remains after paying for consumption and government purchases

Private Saving – the income that households have left after paying for taxes and consumption

Public Saving – the tax revenue that the government has left after paying for its spending

Budget Surplus – an excess of tax revenue over government spending

Budget Deficit – a shortfall of tax revenue from government spending

Market for Loanable Funds – the market in which those who want to save supply funds and those who want to borrow to invest demand funds

Government Debt – the sum of all past budget deficits and surpluses

Crowding Out – a decrease in investment that results from government borrowing

Vicious Circle – cycle that results when deficits reduce the supply of loanable funds, increase interest rates, discourage investment, and result in slower economic growth; slower growth leads to lower tax revenue and higher spending on income support programs, and the result can be even higher budget deficits

Virtuous Circle – cycle that results when surpluses increase the supply of loanable funds, reduce interest rates, stimulate investment, and result in faster economic growth; faster growth leads to higher tax revenue and lower spending on income-support programs, and the result can be even higher budget surpluses.

Government net debt – the difference between the value of government financial liabilities and financial assets


NOT TYPING THE NOTES FOR CHAPTER, HAVE HIGHLIGHTED NOTES IN BOOK, REFER TO THAT

Chapter 9: Unemployment and its Natural Rate
Labour force – the total number of workers, including both employed and the unemployed.

Unemployment Rate – the percentage of the labour force that is unemployed

Labour-force participation rate – the percentage of the adult population that is in the labour force

Discouraged searchers – individuals who would like to work but have given up looking for a job

Natural Rate of Unemployment – the rate of unemployment to which the economy tends to return in the long run

Cyclical unemployment – the deviation of unemployment from its natural rate

Frictional Unemployment – unemployment that results because it takes time for workers to search for the jobs that best suit their tastes and skills

Structural Unemployment – unemployment that results because the number of jobs available in some labour markets is insufficient to provide a job for everyone who wants one

Job search – the process for which workers find appropriate jobs given their tastes and skills

Employment Insurance (EI) – a government program that partially protects worker’s incomes when they become unemployed

Union- a worker association that bargains with employers over wages and working conditions

Collective bargaining – the process by which unions and firms agree on terms of employment

Strike – the organized withdrawal of labour from a firm by a union. 

Efficiency wages – above-equilibrium wages paid by firms in order to increase worker productivity


Chapter 10 – The Monetary System
 Money – the set of assets in an economy that people regularly use to buy goods and services from other people

Medium of exchange – an item that buyers give to sellers when they want to purchase goods or services

Unit of account – the yardstick people use to post prices and record debts

Store of Value – an item that people can use to transfer purchasing power from the present to the future

Liquidity – the ease with which an asset can be converted into the economy’s medium of exchange

Commodity money -  money that takes the form of a commodity with intrinsic value

Fiat money – money without intrinsic value that is used as money because of government decree

Currency - the paper bills and coins in the hands of the public

Demand deposits – balances in bank accounts that depositors can access on demand by writing a cheque or using a debit card

Bank of Canada – the central bank of Canada

Central Bank – an institution designed to regulate the quantity of money in the economy

Money supply – the quantity of money available in the economy

Monetary policy – the setting of they money supply by policymakers in the central bank

Reserves – deposits that banks can receive but have not loaned out

Fractional – reserve banking – a banking system in which banks hold only a fraction of deposits as reserves

Reserve Ratio – the fraction of deposits that banks hold as reserves

Money Multiplier – the amount of money the banking system generates with each dollar of reserves

Bank capital – the resources a bank’s owners have put into the institution

Leverage – the use of borrowed money to supplement existing funds for purposes of investment

Leverage ratio – the ratio of assets to bank capital

Capital requirement – a government regulation specifying a minimum amount of bank capital

Bank rate – the interest rate charged by the Bank of Canada on loans to commercial banks

Overnight Rate – the interest rate on very short-term loans between commercial banks

Open-house operations – the purchase or sale of government of Canada bonds by the Bank of Canada

Quantitative easing – the purchase and sale by the central bank of nongovernment securities or government securities with long maturity terms

Foreign exchange market operations – the purchase or sale of foreign money by the Bank of Canada

Sterilization – the process of offsetting foreign exchange market operations with open-market operations, so that the effect on the money supply is cancelled out.

Reserve Requirements – regulations on the minimum amount of reserves that banks must hold against deposits.

Chapter 11 – Money Growth and Inflation

Quantity theory of money – a theory asserting that the quantity of money available determines the price level and that the growth rate in the quantity of money available determines the inflation rate

Nominal Variables – variables measured in monetary units

Real Variables – variables measured in physical units

Classical dichotomy – the theoretical separation of nominal and real variables

Monetary Neutrality – the proposition that changes in the money supply do not affect real variables

Velocity of money – the rate at which money changes hands

Quantity Equation – the equation M*V = P*Y, which relates the quantity of money, the velocity of money, and the dollar value of the economy’s output of goods and services

Inflation Tax – the revenue that government raises by creating money

Fisher Effect – the one-for-one adjustment of the nominal interest rate to the inflation rate

Shoeleather costs – the resources wasted when inflation encourages people to reduce their money holdings

Menu Costs – the costs of changing prices


Chapter 12 – Open- Economy Macro: Basic Concepts
Closed economy – economy that does not interact with other economies in the world

Open economy – economy that interacts freely with other economies around the world

Exports – G&S that are produced domestically and sold abroad

Imports - G&S that are produced abroad and sold domestically

Net Exports – the value of a nation’s exports minus the value if its imports; also called the trade balance

Trade Balance – the value of a nation’s exports minus the value of its imports; also called net exports

Trade surplus – an excess of exports over imports

Trade Deficit – an excess of imports over exports

Balanced Trade – a situation in which exports equal imports 

Net Capital Outflow – the purchase of foreign assets by domestic residents minus the purchase of domestic assets by foreigners

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 og foreign currency it can buy

Depreciation – a decrease in the value of a currency as measured by the amount of foreign currency it can buy

Real Exchange Rate – the rate at which a person can trade the G&S of one country for the G&S of another

Purchasing-Power Parity – a theory of exchange rates whereby a unit of any given currency should be able to buy the same quantity of goods in all countries

Small Open Economy – an economy that trades goods and services with other economies and , by itself, has a negligible effect on would prices and interest rates.

Perfect Capital Mobility – Full access to world financial markets

Interest Rate Parity – a theory of interest rate determination whereby the real interest rate on comparable financial assets should be the same in all economies with full access to world financial markets


Chapter 14: Aggregate Demand and Aggregate Supply

Recession – a period of declining real incomes and rising unemployment
Depression – a severe recession

Model of Aggregate Demand and Aggregate Supply
-the model that most economists use to explain short-run fluctuations in economic activity around its long-run trend

Aggregate-Demand Curve – a curve that shows the quantity of goods and services that households, firms, and the government want to buy at each price level

Aggregate-Supply Curve – a curve that shows the quantity of goods and services that firms choose to produce and sell at each price level

Natural Rate of Output – the production of goods and services that an economy achieves in the long run when unemployment is at its normal rate

Stagflation – a period of falling output and rising prices

Chapter 15 – The influence of Monetary and Fiscal Policy on Aggregate Demand
Theory of liquidity preference – Keynes theory that the interest rate adjusts to bring money supply and money demand into balance

Flexible exchange rate – a policy by which the value of the exchange rate is allowed to vary without interference by the central bank

Fixed exchange rate – a policy by which the value of the exchange rate is held fixed by the central bank

Fiscal Policy – the setting of the level of government spending and taxation by government policymakers

Multiplier Effect – the additional shifts in aggregate demand that result when expansionary fiscal policy increases income and thereby increases consumer spending

Crowding- out effect on investment – the offset in aggregate demand that results when expansionary fiscal policy raises the interest rate and thereby reduces investment spending

Crowding – out effect on net exports – the offset in aggregate demand that results when expansionary fiscal policy in a small open economy with a flexible exchange rate raises the real exchange rate and thereby reduces net exports
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