Chapter 24: Money, The Price Level, and Inflation

M1: Consists of currency held by individuals and businesses plus chequable deposits (example of a demand deposit) owned by individuals and businesses.

M2: Consists of M1 plus all other deposits – non-chequable deposits and fixed term deposits.



Two Measures of the Money Stock for the Canadian Economy

· Money consist of coins, bank notes, and chequable deposits.

M1 = Currency (bank notes + coins) outside the banks + demand deposits located in charted banks.

Demand Deposits – funds in accounts that can be removed without notice and usually pay little or no interest. Examples: current accounts, personable chequable accounts.

M2 = M1 + personal savings deposits + term deposits and non-personable notice deposits located in chartered banks.

Savings deposits – bank deposits that typically earn a rate of return and require a stipulated amount of notice to be withdrawn, though rarely enforced. 24-hour time limit.

Notice deposits – deposits which have a notice requirement in the contractual agreement with the client, although banks almost never enforce this clause.

Term deposits – bank deposits paying a market rate of return which are deposited for a fixed term and thus have limited liquidity. Any time limit.

Liquidity is the property of being instantly convertible into a means of payment with little loss of value.

Deposits are money, but cheques are not – a cheque is an instruction to a bank to transfer money.

Credit cards are not money. A credit card enables the holder to obtain a loan, but it must be repaid with money.

All items in M1 are means of payment. They are money.

Some savings deposits in M2 are not means of payment – they are called liquid assets.

Money: Any commodity or token that is generally acceptable as a means of payment.

Without money to act as a medium of exchange: The increased transactions costs associated with trading would prohibit some trades from taking place.

Money’s function as a unit of account can be best be described as: an agreed measure for stating the prices of goods and services.

Money’s function as a store of value can be best be described as something that can be held and exchanged late for goods and services.

Money can take the form of any one of the following except: credit products

Which one of the following items is not included in the M1 definition of money?
Anything other than currency or chequable demand deposits.

Which one of the following is a component of M2 but not of M1?
Canada Savings Bonds (neither!)
Currency in a bank vault (neither!)
Personable chequable deposits (M1/M2)
Currency outside banks (M1/M2)
Personal non-chequable deposits (non-chequable so not M1, but is a deposit so M2)

A depository institution is a firm that takes deposits from households and firms and makes loans to other households and firms.

Types of Depository Institutions
Deposits at three institutions make up the nation’s money.
They are:
· Charted banks
· Credit unions and caisses populaires
· Trust and mortgage loan companies

Charted Banks
A chartered bank is a private firm, chartered under the Bank Act of 1991 (really, 1871) to receive deposits and make loans.

Credit Unions and Caisses Populaires
A credit union is a cooperative organization that operates under the Cooperative Credit Association Act of 1991 and that receives deposits from and makes loans to its members.

A caisse populaire is a similar type of institution that operates in Quebec.


What Do Depository Institutions Do
The goal of any bank is to maximize the wealth of its owners.

To achieve this objective, the interest rate at which it lends exceeds the interest rate it pays on deposits. (Interest Rate spread)

But the banks must balance profit and prudence:
· Loans generate profit
· Depositors must be able to obtain their funds when they want them

The Banking System
A chartered bank puts the depositors’ funds into four types of assets:
1. Reserves – notes and coins in its vault or its deposit account at the Bank of Canada
2. Liquid assets- Canadian Government Treasury bills and commercial bills
3. Securities – longer-term Canadian government bonds and other bonds such as mortgage-backed securities
4. Loans – commitments of fixed amounts of money for agreed-upon periods of time

Economic Benefits provided by Depository Instituitons

Depository institutions provide four benefits:
· Create liquidity
· Pool risk
· Lower the cost of borrowing
· Lower the cost of monitoring borrowers

Economic Benefits Provided by Depository Institutions
Create Liquidity
· Take deposits and are ready to repay them in the short term
· Make loans which can be repaid over longer periods of time
· 
Pool Risk – depository institutions are in the lending business. An occasional default can be absorbed.

Lower the cost of borrowing – households and firms need not search for a source, or many sources, for loans

Lower the cost of monitoring borrowers – Depository institutions can more easily monitor borrowers which allows institutions to make better decisions and reduce default risk.

Depository institutions engage in risky business. To make the risk of failure small, depository institutions are required to hold levels of reserves and owners’ capital equal to or that surpass the ratios laid down by regulation.

If a Canadian bank fails, deposits are guaranteed up to $100,000 per depositor per bank by the Canada Deposit Insurance Corporation.

Provincial government agencies regulate credit unions and caisses populaires.

Financial Innovation
The aim of financial innovation – the development of new financial products – is to lower the cost of deposits or to increase the return from lending.

The Bank of Canada is the central bank of Canada.

A central bank is the public authority that regulates a nation’s depository institutions and control the quantity of money.

Banker to Banks and Government
The Bank of Canada accepts deposits from depository institutions that make up the payments system and the govermnet of Canada.

Lender of Last Resort
The Bank of Canada is the lender of last resort, which means that it stands ready to make loans when the banking system as a whole is short of reserves.

Banks lend and borrow reserves from other banks in the overnight loans market.

Sole Issuer of Bank Notes
The Bank of Canada is the only bank that is permitted to issue bank notes. The Bank of Canada has a monopoly on this activity.



Midterm 1 Distribution of Questions
Chapter			Number of Questions
1 6
2 6
20					      15
21					      16
23					      12

Total				      55



Re-cap Chapter 24
· Money
· Description
· 3 functions – medium of exchange, unit of account, store of value
· 2 definitions – M1, M2
· The Banking System
· Depository institutions (Financial institutions)
· 3 types of institutions – chartered banks, credit unions and caisses populaires, trust and mortgage loan companies
· 4 types of assets – reserves, liquid assets, securities, loans
· 4 economic benefits of depository institutions – create liquidity, pool risk, lower the cost of borrowing, lower the cost of monitoring borrowers

The monetary base is the sum of Bank of Canada notes outside the Bank of Canada, banks’ deposits at the Bank of Canada, and coins held by households, firms, and banks.

To change the monetary base, the Bank of Canada conducts an open market operation, which is the purchase or sale of government of Canada securities by the Bank of Canada in the open market.

Bank of Canada Governor – Stephen Poloz

The Bank of Canada’s Policy Tools
To achieve its objectives, the Bank uses three main policy tools.
· Open Market Operations
· Open Market Purchase
· Open Market Sale
· Bank Rate

Open Market Operations
An open market operation is the purchase or sale of government securities by the Bank of Canada from or to a chartered bank or the public.

When the Bank of Canada buys securities, it pays for them with newly created reserves held by the banks.

When the Bank of Canada sells securities, they are paid for with reserves held by banks.

So open market operations influence chartered banks’ reserves.

Reserves – notes and coins in its vault of its deposit account at the Bank of Canada.


Bank Rate
The Bank of Canada makes short-term-loans, typically one-day loans, to major depository institutions when the banking system is short of reserves.

The interest rate on these loans is bank rate.

Bank rate acts as an anchor for other short-term interest rates and is closely related to the Bank’s target for the overnight loans.


How Banks Create Money
Creating Deposits by Making Loans
Banks create deposits when they make loans and the new deposits created are new money.

The quantity of deposits that banks can create is limited by three factors.
1. The monetary base (first described on slide 27.)
2. Desired reserves (of banks)
3. Desired currency holding (of people and firms)


Desired Reserves
A bank’s actual reserves consists of notes and coins in its vault and its deposit at the Bank of Canada.
The desired reserve ratio is the ratio of the bank’s reserves to total deposits that a bank plans to hold. 
The desired reserve ratio exceeds the required reserve ratio by the amount that the bank determines to be prudent for its daily business.

Reserve Requirements:
The portion of savings and chequing deposits that banks are required by government regulation to set aside in order to meet the demand for withdrawals. Remaining funds are loaned out, or invested.

Canada has no reserve requirement! No law.



Desired Currency Holding
People hold some fraction of their money as currency. 

So when the total quantity of money increases, so does the quantity of currency that people plan to hold.

Because desired currency holding increases when deposits increase currency leaves the banks when they make loans and increase deposits.

The leakage of reserves into currency is called the currency drain.

The ratio of currency to deposits is the currency drain ratio.

Currency drain – an increase in currency held outside the banks.

A currency drain decreases the amount of money that banks can create from a given increase in the monetary base because currency drains from their reserves and decreases the excess reserves available.

Currency drain ratio – currency / total deposits

Reserves
Actual reserves – the notes and coins on hand and deposits at the Bank of Canada.

Desired reserves – the number of reserves the bank plans to hold.

Desired reserved ratio – desired reserves / total deposits

Required reserves – the minimum amount of reserves that banks must hold against deposits.

Required reserve ratio – required reserves / total deposits

Excess reserves = Actual reserves – desired reserves




The Money Creation Process
Money creation process begins with an increase in the monetary base.

The Bank of Canada conducts an open market operation in which it buys securities from banks.

The Bank of Canada pays for the securities with newly created bank reserves.

Banks now have more reserves but the same amount of deposits, so they have excess reserves.

Excess reserves = Actual reserves – desired reserves

The money multiplier is the ratio of the change in the quantity of money to the change in the monetary base.

For example, if the Bank of Canada increases the monetary base by $100,000 and the quantity of money increases by $250,000, the money multiplier is 2.5.

The quantity of money created depends on the desired reserve ratio and the currency drain ratio.

The smaller these ratios, the larger is the money multiplier.


Banking Terms (Study!)
1 M1, M2
2 Liquidity
3 Reserves
4 Monetary base
5 Open market operation
6 Desired reserves, desired reserve ratio
7 Desired currency holding
8 Currency drain, currency drain ratio
9 Excess reserves
10 Money multiplier

Lender of last resort = the Bank provides a loan if the banking system as a whole is short of reserves

A bank can create money by lending its excess reserves.

Excess reserves = actual reserves – desired reserves.

If someone deposits $10, the total amount of money in the economy has stayed the same, with currency decreasing and deposits increasing assuming nothing else has happened.



The Money Market
How much money do people want to hold?
The Influences on Money Holding
The quantity of money that people plan to hold depends on four main factors:
· The price level				(special case)
· The nominal interest rate		(movement along the curve)
· Real GDP				shifts the curve
· Financial innovation			shifts the curve

The Price Level
A rise in the price level increases the quantity of nominal money but doesn’t change the quantity of real money that people plan to hold.

Nominal money is the amount of money measured in dollars.

Real money equals Nominal money ÷ Price level.

The quantity of nominal money demanded is proportional to the price level—a 10 percent rise in the price level increases the quantity of nominal money demanded by 10 percent. 

The Quantity Theory of Money



The Nominal Interest Rate 		
rise – nominal IR (interest rate) 	fall – quantity of money demanded
The nominal interest rate is the opportunity cost of holding wealth in the form of money rather than an interest-bearing asset.
A rise in the nominal interest rate on other assets decreases the quantity of real money that people plan to hold.

Real GDP						rise – GDP	rise – money demand
An increase in real GDP increases the volume of expenditure, which increases the quantity of real money that people plan to hold.

Financial Innovation 		Financial innovation generally 	fall – demand for money
Financial innovation that lowers the cost of switching between money and interest-bearing assets decreases the quantity of real money that people plan to hold.

The Demand for Money	MD
The demand for money is the relationship between the quantity of real money demanded and the nominal interest rate when all other influences on the amount of money that people wish to hold remain the same.


13-10-2015
· The Bank of Canada (BoC)
· 3 functions – banker to other banks and the government, lender of last resort, sole issuer of bank notes
· Plus 1 more function – control the size of the monetary base (def’n on slide 27)
· How? Conduct Open Market Operations

BoC BUYS Securities
Increase – bank reserves
Banks have MORE money to lend out

BoC SELLS Securities
Decrease – bank reserves
Banks have LESS money to lend out

· How do banks influence the size of the money supply?
· By making loans which creates new deposits
· Review “The money creation process” diagram on slide 43

· Money Multiplier – the BoC can increase the monetary base but the increase in the quantity of money will be larger
· Due to the fractional reserve banking system where banks hold a fraction of deposits and lend out the rest.


The Money Market
How much money do people want to hold?
The Influences on Money Holding

The quantity of money that people plan to hold depends on four main factors:
· The price level				[special case]
· The nominal interest rate			(movement along the curve)
· Real GDP
· Financial innovation

Money Market Equilibrium
Money market equilibrium occurs when the quantity of money demanded equals the quantity of money supplied. 
Adjustments that occur to bring about money market equilibrium are fundamentally different in the short run and the long run. 



Short-Run Equilibrium 
Figure 24.6 shows the demand for money.
Suppose that the Bank of Canada wants the interest rate to be 5 percent a year.
The Bank adjusts the quantity of money each day so that the quantity of real money is $800 billion.

If the interest rate exceeds the 5 percent a year, …
the quantity of money that people are willing to hold is less than the quantity supplied.
They try to get rid of their “excess” money they are holding by buying bonds.
This action lowers the interest rate.

If the interest rate were higher than equilibrium, there would be more money available than people require.

People would reallocate their portfolios and buy more financial assets, bud up the price and the interest rate would fall.

The opposite is true.
If the interest rate is below equilibrium
· Excess demand for money
· Sell bonds
· Bid down their price
· Interest rate rises
Reminder: Interest Rate and Asset Prices – pg. 546 in your text and Chapter 23 Slide 13 in your notes.

The Short-Run Effect of a Change in the Quantity of Money
Initially, the interest rate is 5 percent a year.
If the Bank increases the quantity of money, people will be holding more money than the quantity demanded.
So they buy some bonds.
The increased demand for bonds raises the bond price and lowers the interest rate.

The Short-run Effects of a Change in the Quantity of Money
Fig. 24.7 pg. 581
Starting in equilibrium, if the Bank increases the money supply, there is more money than people require. People will buy bonds, bid up the price of bonds and the interest rate will fall.

The opposite is true.

Starting in equilibrium, if the Bank decreases the money supply.
· Demand for money exceeds supply
· Sell bonds
· Bid down the price of bonds
· The interest rate rises

Suppose that the interest rate is greater than the equilibrium interest rate. Which of the following statements is true?
A: The supply of money increases, interest rate decreases.

Long-Run Equilibrium
In the long run, the loanable funds market determines the real interest rate.
Nominal interest rate equals the equilibrium real interest rate plus the expected inflation rate.
In the long run, real GDP equals potential GDP, so the only variable left to adjust in the long run is the price level.

· Real IR = Nominal IR – inflation rate
· Nominal IR = Real IR + inflation rate





The Money Market

Long-run Equilibrium
When inflation is expected and real GDP = potential GDP, then all other markets are also in long-run equilibrium.
· Money market determines the nominal interest rate.
· Loanable funds market determines the real interest rate.
· Labour market determines the equilibrium real wage.
· Goods market determines the price level.
If the BoC increases the money supply, we reach a new equilibrium in which nothing “real” has changed. Only the price level has changed.
The price level (P) will change by the same percentage as the change in the money supply (M).

Money Market Equilibrium
Money market equilibrium occurs when the quantity of money demanded = the quantity of money supplied. The quantity of money supplies is determined by the BoC according to its monetary policy stance.

Short Run
At any point in time, the quantity of real money is fixed, so the supply of money curve is vertical. The nominal interest rate adjusts to establish equilibrium in the money market.
The equilibrium nominal interest rate equates the quantity of real money demanded with the fixed quantity of real money.

Long Run
In the long run, supply and demand in the loanable funds market determines the equilibrium real interest rate.

The real interest rate + the expected inflation the determines the nominal interest rate, so the nominal interest rate cannot adjust to restore equilibrium in the money market.

The factor that adjusts in the long run is the price level.

The price level adjusts to make the real quantity of money – the real quantity of money demanded.

In the long run, an increase in the quantity of money raises the price level by the same proportion.


The Transition from the Short Run to the Long Run
Slides 63, 64
Start in the long-run equilibrium.
Then, the BoC increases the quantity of money by 10%.
1. Nominal interest rate decreases (SR [short-run] response).
2. Real interest rate decreases as people reallocate their portfolios (buy bonds).
3. With a falling interest rate, people and firms want to borrow and spend more.
4. This results in an increased demand for goods, but not real GDP = potential GDP, so there are shortages.
5. Shortages result in increased price level.
6. As P increases, M/P decreases (shift left).
7. As the interest rate increases, spending plans are cut back and eventually, long-run equilibrium is restored.
8. We have to get back to the original equilibrium because, in the long run,
a. Nominal IR = Real IR + inflation
b. Real IR is determined in the LF market.
c. Prices will adjust to get us back to equilibrium.
d. Prices increase by the same percentage as increased MS (money supply).
e. The long-run relationship between money and the price level is described by the Quantity Theory of Money.

The quantity theory of money is the proposition that, in the long run, an increase in the quantity of money brings an equal percentage increase in the price level.
The quantity theory of money is based on the velocity of circulation and the equation of exchange.
The velocity of circulation is the average number of times in a year a dollar is used to purchase goods and services in GDP.

The Quantity Theory of Money
Replacement for Slide 66
Definition of Velocity
			V = PY/M = nominal GDP/nominal money supply

The equation of exchange, or the quantity equation, is derived from the definition of velocity.

					MV = PY

Assume velocity is constant. MV = PY
Recall: Y, or real GDP, is determined by factors of production and technology.
Therefore, ∆P is proportional to ∆M.



Replacement for Slide 67
The equation of exchange expressed in growth rate terms:
	%∆M + %∆V = %∆P + %∆Y
NOTE 	%∆V = 0
	%∆P = definition of the inflation rate
Rewrite, solving for the inflation rate.
	%∆P = %∆M - %∆Y
Meaning
In the long run, inflation is caused by money growth in excess of what is required for a growing economy. But, if real GDP = potential GDP, this influence will be small and is assumed to be equal to zero in theory. Therefore, inflation is correlated to the money growth rate.



15-10-2015
18. GDP is $2,000, the price level is 100, and the velocity of circulation is 5. The quantity of money is:
19. Real GDP is $2,560, the quantity of money $800, and the velocity of circulation is 4. The price level is:
20. Quantecon is a country in which the quantity theory of money operates. The country has a constant population capital stock, and technology. In year 1, real GDP was $400, the price level was 200, and the velocity of circulation was 20.
In year 2 the quantity of money was 20 percent higher than in year 1.

The quantity of money in year 1 was _____.
The quantity of money in year 2 was _____.
The price level in year 2 is _____.


Quantity Theory Test Questions Answers (Unfinished)

18. Y = $2000		MV PY
      P = 100
      V = 5

Solve for M.

19. Y = $2560		MV = PY
      M = $800		800(4) = P(2560)
      V = 4		P = 3200/2560 = 1.25
     Solve for P.

21.       Year 1			M1V = PY
	Y = $400		M1(20) = 200(400)
	P = 200			M1 = 80,000/20 = $4000
	V = 20
	Solve for M1.

	Year 2
M1	= M1 x 1.2
	= 4000 x 1.2
	= $4800
V	= 20
Y	= $400


Adjustment to Equilibrium
· If the interest rate were too high, the money supply would exceed money demand.
· People would reallocate their portfolios to buy more bonds, increasing the price and decreasing the interest rate.
· If the interest rate were too low, money demand would exceed money supply.
· People would reallocated their portfoilios to sell bonds, decreasing the price and increasing the interest rate.

· A change in the money supply by the BoC
· Increase MS puts downward pressure on the interest rate.
· Decrease MS puts upward pressure on the interest rate.


· The Money Market (long-run equilibrium)
· In the LR, the loanable funds market (SLF = DLF) determines the real interest rate.
· The nominal interest rate – real interest rate + expected inflation rate.
· Real GDP = potential GDP.
· It will be the price level which adjusts to ensure long run equilibrium.
· The transition from the short run to the long run.
· Quantity theory of money
· The relationship between money and prices in the long run.

The Foreign Exchange Market
To buy goods and services produced in another country we need money of that country.

Foreign banks notes, coins, and bank deposits are called foreign currency.

We get foreign currency in the foreign exchange market.

Trading Currencies
We get foreign currency and foreigners get Canadian dollars in the foreign exchange market.
The foreign exchange market is the market in which the currency of one country is exchanged for the currency of another.

Exchange Rates
The price at which one currency exchanges for another is called a foreign exchange rate. A fall in the value of of currency in terms of another currency Is called a currency depreciation.

A rise in value one currency in terms of another currency is called currency appreciation.
(These terms apply to an exchange rate which is “flexible” or “floating”.)


20 October 2015
Re-cap Chapter 25
· Foreign Exchange Market – where currencies are bought and sold
· Exchange rate – a price denoted in terms of $1 CAD
· Demand for foreign exchange – the quantity of $CAD traders plan to BUY in the f.e. market.
· Depends inversely on the exchange rate due to the exports effect and the expected profit effect
· Will shift to the right or left depending on world demand for Canadian exports, world interest rates, expectations of the future exchange rate
· Supply of foreign exchange – the quantity of $CAD traders plan to SELL in the f.e. market
· Depends positively on the exchange rate due to the imports effect and the expected profit effect
· Will shift to the right or left depending on world demand for Canadian exports, world interest rates, expectations of the future exchange rate
· Supply of foreign exchange – the quantity of $CAD traders plan to SELL in the f.e. market
· Depends positively on the exchange rate due to the imports effect and the expected profit effect
· Will shift right or left due to Canadian demand for imports, world interest rates, expectations of the future exchange rate
· Equilibrium in the f.e. market determines the exchange rate
· If the exchange rate is too high, the surplus of $CAD will put downward pressure on the price (exchange rate)
· If the exchange rate is too low, the shortage of $CAD will put upward pressure on the price (exchange rate)
· Fluctuations in demand and supply of $CAD result in fluctuations in the exchange rate





At a given exchange rate, if the expected future exchange rate for Canadian dollars rises, the demand for Canadian dollars increases and the demand curve for Canadian dollars shifts rightwards.

Canadian Interest Rate Differential
Remember, financial capital flows to the highest return. If people want to buy Canadian assets, the demand for Canadian dollars will go up.

The Expected Future Exchange Rate
People will buy Canadian dollars now, cheaply, and hold them until the exchange rate rises. Then they can sell them at a profit.


List from Slide 16

Exchange Rate Fluctuations
The Short Run			Numerical Example
Assume only ONE good is produced.
Nominal ER (E)		$1 CAD = 100 yen
Domestic price (P)		$150 CAD
Foreign price (P*)		5000 yen

RER = E x P/P*

	= 100 x 150/5000			Yen price in Canada/Yen price in Japan
	= 15000/5000
	= 3 foreign goods per 1 Canadian good

Assume: nominal ER changes to $1CAD = 200 yen
NOTE: Canadian dollar has appreciated

RER = E x P/P*

	= (200 x 150) / 5000
	= 30,000/5000
	= 6 foreign goods per 1 Canadian good


Exchange Rate Fluctuations			The Long Run

RER = E x P/P*					Solve for E.



E = RER x P*/P

In the long run, the nominal exchange rate (E) is determined by the RER and prices. For a given real exchange rate:
· If P* is rising relatively faster than P, the Canadian dollar will appreciate
· If P is rising relatively faster than P*, the Canadian dollar will appreciate


E * (P/P*)

Recall: What determines the price level?
According to the Quantity Theory of Money, the quantity of money determines the price level


Exchange Rate Policy
Three possible exchange rate policies are
· Flexible change rate
· Fixed exchange rate
· Crawling peg
Flexible Exchange Rate
A flexible exchange rate policy is one that permits the exchange rate to be determined by demand and supply with no direct intervention in the foreign exchange market by the cental bank.


Chapter XX - Recap
· Aggregate Supply – the relationship between the quantity of real GDP supplied and the price level.
· Long-run Aggregate Supply
· The relationship between quantity supplied and the price level when real GDP = potential GDP.
· Does not depend on the price level.
· Increased P (increased money wage rate by the same percentage) quantity supplied is unchanged.
· Short-run Aggregate Supply
· The relationship between quantity supplied and the price level when the money wage rate, other resource prices, and potential GDP are constant.
· Increased P (money wage rate unchanged)
· Increased quantity supplied (along the aggregate supply curve)
· Decreased P, decreased quantity supplied.
· Real GDP may be greater than or less than potential GDP.
· Shifting the Aggregate Supply Curve
· A change in potential GDP shifts both the LAS and the SAS curves.
· A change in the money wage rate shifts the SAS curve only.
· Aggregate Demand – the relationship between the quantity of real GDP demanded and the price level.
· Inverse relationship between P and Y explained by the wealth effect, intertemporal substitution effect, and international substitution effect.
· In all cases, increased P, decreased Y; decreased P, increased Y. A change in the price level is movement along the AD curve.
· Shifting the Aggregate Demand Curve
· A change in expectations, fiscal policy, monetary policy, and the world economy will shift the AD curve to the right (increase) or left (decrease)

Exam-type Questions
The quantity of real GDP demanded is composed of the purchases of:
Consumers, firms, governments, and net exporters.

Which one of the following variables is not held constant along a given aggregate demand curve?
The price level.

Your total wealth is $1,000, which you are holding in your savings account. If the price level rises by 10 percent, your wealth:
Is worth 10 percent less than before the price level change.

Which one of the following factors will not shift the aggregate demand curve?
An increase in the price level. (It is a movement along the aggregate demand curve.)

Everything else remaining the same, an increase in the quantity of money:
Shifts the aggregate demand curve rightward.


Explaining Macroeconomic Trends and Fluctuations
Short-Run Macroeconomic Equilibrium
Short-run macroeconomic equilibrium occurs when the quantity 

Transition to Long-run Equilibrium
Fig. 26.7 pg. 233
In long-run equilibrium, Real GDP = Potential GDP

If real GDP ≠ Potential GDP, the money wage adjusts.
(a) If the money wage is too high:
· Short-run equilibrium is below potential GDP
· Unemployment rate is high
· Supply of labour > demand for labour
· Money wage rate falls
· SAS shifts right
(b) If the money wage is too low:
· Short-run equilibrium is above potential GDP
· Unemployment rate is low
· Demand for labour > supply of labour
· Money wage rate rises
· SAS shifts left

Adverse supply shock – one that increases a firm’s costs and, as a consequence, firms will produce less. The SAS curve shifts to the left.

Causes of Fluctuations in the Short Run
Fluctuations in Aggregate Supply
· A firm’s cost of production increase and the firm produces less.
· The SAS curfe shifts to the left.
· The outcome is lower real GDP (recession) and a higher price level (inflation). We call this stagflation.
· In the long run, when the increased price returns to its original level, the economy (should) return to full employment.


Explaining Macroeconomic Trends and Fluctuations
· SR Equilibrium occurs where AD = SAS.
· This intersection will yield a price and level of real GDP.
· This price and level of real GDP may be different than LR equilibrium.
· LR Equilibrium occurs where AD = LAS.
· If SR equilibrium is below LR equilibrium, the money wage will fall and the SAS curve will shift to the right until AD = LAS = SAS.
· If SR equilibrium is above LR equilibrium, the money wage will rise and the SAS curve will shift to the left until AD = LAS = SAS.
· We can model economic growth by shifting LAS to the right.
· We can model inflation by shifting AD by an amount greater than the shift in LAS.
· Business cycles
· Above full-employment equilibrium is an inflationary gap.
· A full-employment equilibrium occurs where real GDP = potential GDP.
· Below full-employment equilibrium is a recessionary gap.
· Why do fluctuations (business cycles) occur?
· Fluctuations in aggregate demand.
· Fluctuations in short-run aggregate supply.
· Macroeconomic schools of thought
· Classical and New Classical
· Keynesian and New Keynesian
· Monetarist


At point A
YD = 0
C = $150

This is called autonomous consumption  - the amount of consumption that would take place in the short-run even if people had no income.

45 degree line - geometric device which divides the space exactly in half. At every point along the 45 degree line, consumption expenditure = disposable income.

Induced consumption - an increase in planned consumption expenditure brought about by an increase in YD.


03-11-2015
Disposable income – consumption expenditure = saving

Marginal propensity of disposable income:
(∆consumption expenditure) / (∆disposable income) = marginal propensity of disposable income

Aggregate planned expenditure is planned consumption expenditure plus planned investment plus planned government expenditure plus planned exports minus planned imports.

AE = C + I + G + X – M

Planned investment plus planned gov’t expenditure plus planned exports are not influenced by real GDP.




05-11-2015
The Money Wage Adjusts
· Since real GDP > potential GDP, unemployment < natural rate of unemployment
· Labour is in short supply so the money wage will begin to rise
· SAS fall and shifts to the left
· Real GDP returns to the level of potential GDP and the price level rise further
NOTE
This outcome is a one-time price increase and NOT an inflation.

For an inflation to take place, this process (rise AD, fall SAS) would have to persist.

Decrease in Aggregate Supply
(a) Initial effect
· Start in long-run equilibrium at Point A.
· Costs of production increase and SAS decrease, shifts to the left.
· The initial effect is decrease real GDP and rise price level.
· Real GDP < potential GDP -> recessionary gap.
NOTE
· The rise costs lead to a one-time increase in the price level, NOT inflation.
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Fig. 28.5(b) pg. 686
· Since real GDP < potential GDP, unemployment > natural rate of unemployment.
· In an attempt to restore full-unemployment, the Bank could increase money supply and increase AD.
· Now, real GDP = potential GDP, price level increases further.

A Cost-Push Inflation Process
If the oil producers raise the price of oil to try to keep its relative price higher, … and the Bank of Canada

· To create an inflationary process, costs of production (eg. Oil prices) would have to increase again, and the Bank would have to respond with rise in M again.
· This would have to persist to create an inflation.

Expected Inflation
Fig. 28.7 pg. 688
· If AD is expected to rise, and the price level is expected to rise, the money wage will rise in anticipation.
· If rise in price = rise in money wage, real GDP will not change.

Forecasting Inflation
To expect inflation, people must forecast it.
The best forecast available is one that is based on all the relevant information and is called a rational expectation. A rational expectation is not necessarily correct, but it is the best available.

[bookmark: _GoBack]Conseqeuences of Delfation
Redistributes income and wealth
With deflation, real wages increase.

W/(P decrease) means W/P is rising.

Lowers real GDP and employment
With a higher real wage, firms hire fewer workers.
Employment decrease, output decrease

Diverts resources from production
With lower output comes lower profits.
Firms cut back on investment spending. Less spending on capital leads to slower growth in the economy (potential GDP).

Recall the Quantity Theory of Money and the Fisher Effect
Nominal interest rate = real interest rate + inflation
Lower inflation will lead to a lower nominal interest rate.
A lower nominal interest rate means people will want to hold more money. (The opportunity cost is lower.)
More money in circulation means velocity of money is lower. Each dollar is used in fewer transactions.
%∆M + %∆V = %∆P + %∆Y
Lower velocity (LHS) could lead to lower price level (more deflation) (RHS).
