Chapter 24
· Money=Any commodity or token that is generally acceptable as a means of payment
· Method of settling a debt
· Money has three other functions:
1. Medium of exchange
· A medium of exchange =Any object that is generally accepted in exchange for goods/services. 
· Without a medium of exchange, goods/services would be exchanged for other goods/services(barter), which requires double coincidence of wants
· Note: you can buy with a credit card, but a credit card is not money        it doesn’t make a final payment, and the debt it creates must eventually be settled by money
2. Unit of account
· Unit of Account = An agreed measure for stating the prices of goods/services. 
· Without this it would be very difficult to determine the true price of something because each commodity would be priced in terms of others         pricing using money overcomes this
3. Store of value
· Money is a store of value because it can be held for a time and later exchanged for goods and services
· No store of value is completely stable
· Inflation lowers the value of money, and to make money as useful as possible a low interest rate is needed
· Money in Canada Today:
1. Currency
· Is the notes and coins held by individuals and businesses        
· notes and coins in banks are not considered currency, because they are not held by individuals and business
2. Deposits
· Are money because owners can use them to make payments
· Official Measures of Money:
1. M1= currency held by individuals and businesses plus chequable deposits owned by individuals and businesses          does not include notes and coins held by banks, and does not include chequeable deposits owned by the government
2. M2= M1 plus all other deposits         non-chequable deposits and fixed term deposits.
· Are M1 and M2 Really Money?
· (M1) Chequable deposits are money, because they can be transferred from one person to another by writing a cheque or using a debit card
· (M2) Because the deposits in M2 that are not means of payment are quickly and easily converted into a means of payment (they are liquid) they are counted as money
· Cheques are not money because they simply instruct the bank to transfer money
· Credit card is not a means of payment as you actually pay for the item when the bil comes (essentially a short term loan)
· The banking system:
1. Depository institution= A private firm that takes deposits from households and firms and makes loans to other households and firms.
2. Chartered Banks= A private firm, chartered under the Bank Act of 1992 to receive deposits and make loans (TD, CIBC etc….)
3. Credit Unions and Caisses Populaires = cooperative organization that receives deposits from and makes loans to its members          A caisse populaire = credit union in Quebec
4. Trust and mortgage loan companies= privately owned depository institution that receives deposits, make loans, and acts as a trustee for pension funds and estates
· What Depository Institutions Do
· Provide services such as cheque clearing, account management, credit cards, interest banking etc…
· They earn most of their income by using funds it receives from depositors to make loans and buy securities
·  A chartered bank puts the funds it receives from depositors and other funds that it borrows into 4 types of assets:
1. Reserves =notes and coins in its vault or its deposit at the Bank of Canada (used for withdrawals and payments)
2. Liquid asset=Canadian government Treasury bills and commercial bills (If bank needs reserves, first line of defence with low risk)
3. Securities=longer–term Canadian government bonds and other bonds( such as mortgage-backed securities) higher risk, and prices fluctuate
4. Loans—commitments of fixed amounts of money for agreed-upon periods of time to corporations for the purchasing of items such as capital (cannot go into reserves until repaid)
· Economic Benefits Provided by Depository Institutions:
· Create liquidity  = They borrow short and lend long (willing to pay deposits on short notice, but lend for long periods)
· Pool risk = If you lend to one person who defaults you lose everything, but if through a bank you lend to 1000 and 1 defaults you lose little
· Lower the cost of borrowing = when finding a lender for a large sum you don’t have to find multiple people willing to lend part of the total, the bank will lend the whole thing because it gets deposits from many
· Lower the cost of monitoring borrowers = They can monitor the activities of borrowers at a lower cost, because they loan to so many people and institutions
· The bank of Canada
· Central bank = a public authority that supervises other banks and financial institutions, financial markets and the payment system, and conducts monetary policy
· A bank like any other but special in three ways:
1. Banker to the banks and government 
· The Bank of Canada has a restricted list of customers which are which are all types of depository institutions, as well as the Government and central banks of other countries

2. Lender of last resort  
· An institution that stands ready to make loans when the banking system as a whole is short of reserves
· If some banks are short of reserves while others are at a surplus, the overnight loans market moves funds from one to another
3. Sole issuer of bank notes
· The Bank of Canada is the only bank that is permitted to issue bank notes
· The Bank of Canada’s Balance Sheet = influences the economy by changing interest rates, but to influence interest rates the bank must change the quantity of money in the economy which depends on the size and quantity of its balance sheet
· Monetary Base =  the sum of the Bank of Canada notes outside the bank, coins, and depositary institution deposits at the bank of Canada
· Open Market Operations =the purchase or sale of government securities by the bank of Canada in an open market 
· An open market purchase=When the Bank of Canada buys securities, from a depositary institution its assets increase and liabilities increase 
· An open market sale=When a depositary institution buys securities from Bank of Canada it’s securities increase, and reserves decrease
· The Bank of Canada makes short-term loans which have an interest rate known as bank rate
· How Banks Create Money
· Desired Reserves = reserves the bank plans to hold while required reserves is the minimum quantity of reserves a bank must hold
· 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
· Desired Currency Holding =the proportions of money held as a currency and bank deposits depends on how households and firms choose to make payments. If a bank deposits increase, desired currency increases and thus banks make more loans that increase deposits, some currency leave the banks (currency drain)
· The Money Creation Process Money 
· Process begins with an increase in the monetary base, which occurs if a bank of Canada conducts an open market purchase
· Excess reserves = actual reserves exceed desired reserves
· Banks make loans and create deposits (in the entire system has excess reserves)
· Excess reserves don’t completely disappear, so banks lend some more
· Creates a repeating cycle until eventually enough new deposits have been created to use all the new monetary base
· Money multiplier
· The money multiplier is the ratio of the change in the quantity of money to the change in the monetary base
· The smaller these ratios, the larger is the money multiplier

· Money Market=Quantity of money demanded-the inventory of money that people plan to hold on a given day
· The Influences on Money Holding (four main factors): 
1. The price level = Quantity of nominal money demanded is proportional to the price level.
2. The nominal interest rate = the higher the opportunity cost the smaller the quantity demanded
3. Real GDP = quantity of money demanded on a whole depends on AE(real GDP)
4. Financial innovation = technological change and he arrival of new financial products influence the quantity of money held
· The Demand for Money =  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
· Shifts in the Demand for Money Curve 
· An increase in real GDP or a financial innovation increases the demand for money and shifts the demand curve rightward
· Money Market Equilibrium
· Short run = quantity of money supplied is determined by the actions of banks, the bank sets the money at a specific point making a vertical supply curve 
· Long run = In the long run, real GDP equals potential GDP, so the only variable left to adjust in the long run is the price level. 
· The Transition from the Short Run to the Long Run
· The adjustment process is long and complex:
· When the bank of Canada increase the quantity of money the following happens:
1. Nominal and real interest falls, as people try get rid of their money and buy bonds
2. With lower interest rate business want to borrow and spend more
3. Increase in demand for goods cannot be met by an increase in supply because the economy is at full employment (shortage)
4. As price rises, real quantity of money decreases which raises nominal and real interest
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· Fixed Prices and Expenditure Plans 
· In this Keynesian model, prices are fixed, aggregate demand determines real GDP
· Expenditure Plans
· The components of aggregate expenditure sum to real GDP( Y = C + I + G + X – M)
· consumption expenditure and imports change when income changes so they depend on real GDP

· Two-Way link Between Aggregate Expenditure and Real GDP 
· An increase in real GDP increases aggregate expenditure, an increase in aggregate expenditure increases real GDP
· Consumption and Saving Plans 
· Consumption expenditure is influenced by many factors 
· Disposable Income
· Real Interest Rate
· Wealth
· Expected Future income
· Disposable income (YD) is aggregate income or real GDP(Y) minus net taxes(T)  (YD= Y–T)
· Since aggregate income equals real GDP, disposable income depends on real GDP
· To explore the link between real GDP and planned consumption expenditure we look at the link between consumption expenditure and disposable income
· Consumption expenditure and saving
· Households can only spend their disposable income on consumption or save it, so planned consumption expenditure plus savings equals disposable income. The consumption function is the relationship between consumption and disposable income.
· Consumption function
· X-axis disposable income, y-axis consumption
· Directly proportional
· Autonomous consumption=the amount of consumption expenditure that would take place in the short run if people had no current income
· Induced consumption = consumption expenditure in excess of autonomous consumption 
· 45 ᴼ line has consumption expenditure = disposable income at each point, if consumption is above the line then it exceeds disposable income
· Saving function, as disposable savings increases so does saving. Dissaving when saving is negative
· Marginal Propensities to Consume and Save
· The marginal propensity to consume (MPC) =  the fraction of a change in disposable income that is spent on consumption
· MPC = C ÷ YD  (change in consumption expenditure C divided by the change in disposable income YD)
· MPS = S ÷ YD (calculated as the change in saving S) 
· MPC + MPS = 1
· Import Function In the short run
· Canadian imports are influenced primarily by Canadian real GDP
· The marginal propensity to import is the fraction of an increase in real GDP spent on imports 
· MPI = M ÷ RGDP (M=imports, RGDP = real GDP)
· Real GDP with a Fixed Price Level

· Aggregate planned expenditure
· Induced expenditure = consumption expenditure minus imports
· Autonomous expenditure = sum of investment, government expenditure, and exports (factors that don’t vary with real GDP)
· When real GDP = 0, Autonomous expenditure = Aggregate Expenditure
· Actual Expenditure, Planned Expenditure, and Real GDP 
· Actual aggregate expenditure is always equal to real GDP, but Aggregate planned expenditure may differ from actual aggregate expenditure
· If Aggregate Expenditure is less then real GDP firms sell less then they planned, and end up with unplanned inventories, if the opposite occurs inventories end up being too low 
· Equilibrium Expenditure Equilibrium 
· Expenditure is the level of aggregate expenditure that occurs when aggregate planned expenditure equals real GDP
· When aggregate planned does not equal real GDP, a process of convergence towards equilibrium expenditure will occur
· To find equilibrium we plot a 45 ᴼ line and find the intersection with the AE curve
· Convergence to Equilibrium 
· From below equilibrium
· Aggregate planned expenditure exceeds real GDP
· Low on inventories as they spent less than planned, to restore this firms hire workers and increase production
· Creates movement along the 45 ᴼ line
·  Finally Real GDP = aggregate planned expenditure
· From above equilibrium
· Suppose aggregate planned expenditure is less then real GDP
· Excess inventories as they spent more than planned, to fix this firms cut production 
· Creates movement along the 45 ᴼ line
· Finally Real GDP = aggregate planned expenditure
· The multiplier
· When autonomous expenditure increases, aggregate expenditure increases and so does equilibrium expenditure and real GDP, but the increase in real GDP is greater than the change the autonomous expenditure
· multiplier is the amount by which a change in autonomous expenditure is magnified or multiplied to determine the change in equilibrium expenditure and real GDP
· The Basic Idea of the Multiplier 
· An increase in investment, aggregate expenditure and real GDP will increases, disposable income increases by the same amount as real GDP, increasing consumption expenditure, which adds even more aggregate expenditure, real GDP and disposable income increase again, consumption expenditure increases again
· Thus an initial investment increase brings an even bigger increase in aggregate expenditure because it induces an increase in consumption expenditure
· Can be seen with the 45 ᴼ line
· The multiplier Effect
· The amplified change, when equilibrium expenditure increases by more than the increase in autonomous expenditure, the multiplier>1
· Why Is the Multiplier Greater than 1? 
· The multiplier is greater than 1 because an increase in autonomous expenditure induces further increases in aggregate expenditure.
· The Size of the Multiplier 
· The size of the multiplier is the change in equilibrium expenditure divided by the change in autonomous expenditure
· The Multiplier and the Slope of the AE Curve
· The slope determines the magnitude of the multiplier
· Multiplier = 1 ÷ (1 – Slope of AE curve) 
· If the change in real GDP is Y, the change in autonomous expenditure is A, and the change in induced expenditure is N, then Multiplier  Y ÷ A
· Multiplier = 1 ÷ 1  MPC)
· Multiplier = 1 ÷ MPS
· Imports and Income Taxes 
· Both imports and income taxes reduce the size of the multiplier
· Imports reduce the size because part of an increase in consumption expenditure is spend on imported goods, which does not increase real GDP
· Similarly income taxes decrease the multiplier as they cause disposable income to increase by less than the increase in real GDP, which in turn can cause a smaller increase in consumption expenditure 
· The marginal propensity to import and the income tax rate together with the marginal propensity to consume determine the multiplier, their combined influence determines the slope of the AE
· Over time, the value of the multiplier changes as the tax rates and marginal propensities change, making it difficult to predict
· The Multiplier Process 
· Plays out over a few months
· Initially autonomous expenditure increases by x, then the MPC*x is the amount by which expenditure increases in the next round and is the value added on to the original increase, and this continues successively and eventually the increase in expenditure approaches  some value > x
· In math terms it’s a convergent series MPC^(n)x
· Business Cycle Turning Points 
· The forces that bring business cycle turning points (peaks and troughs) are the swings in autonomous expenditure, such as investments and exports, and the multiplier is the mechanism that gives momentum to an economies new direction
· The Multiplier and the Price Level
· What happens after a long enough time lapse for the price change

· Adjusting Quantities and Prices 
· When firms have an unplanned change in inventories, they change production and prices, and the economies price level changes when firms change prices. 
· The AS-AD model explains these changes
· Aggregate Expenditure and Aggregate Demand 
· Recall: The aggregate expenditure curve is the relationship between aggregate planned expenditure and real GDP. The aggregate demand curve is the relationship between the quantity of real GDP demanded and the price level
· Deriving the Aggregate Demand Curve 
· wealth effect 
· the higher the price level, the smaller purchasing power of wealth
· with less wealth consumers spend less 
· substitution effect
·  A rise in price makes current goods/services more expensive relative to future goods/services resulting in a purchase delay etc..
· Reduces aggregate planned  expenditure at each level of real GDP thus when the price rises the cure shifts downward
· When price level changes there is movement along the AD curve
· Changes in Aggregate Expenditure and Aggregate Demand
· When any influence on the aggregate planned expenditure other than price changes both AE and AD shift
· The larger the multiplier the larger the shift in AD, because  the new point on the AE curve is at the same price level, but must now match the real GDP where the AE is 45 ᴼ line intersect
· In summary, if some factor other than a change in price level increase autonomous expenditure the AE cure shifts up and AD shifts right
· Equilibrium Real GDP and the Price Level
· A change in autonomous expenditure causes a shift in AD, but whether a change in  autonomous expenditure results ultimately in a change in real GDP, a change in price level, or a combination
· An increase in aggregate demand in the short run
· Increase in AD results in an increase in AE, but this increase in AD causes an increase in price level, which shifts the AE down
· Thus when price is taken into account an increase in autonomous expenditure still has a multiplier effect on real GDP, but the multiplier is smaller then if price was fixed
· The steeper the SAS the, the larger the increase in price level and the smaller the multiplier effect on real GDP
· An increase in aggregate demand in the long run
· In the long run since the LAS curve is vertical, a change in AD does not result in a change in real GDP, and thus does not result in an increase in the AE curve
· Multiplier is 0 in the long run
· 
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· The Federal Budget 
· The annual statement of the federal government’s outlays and revenues of Canada, together with laws and regulations that approve and support those outlaws and revenues
· Provincial budget = the annual statement of outlays and revenues of a provincial government, together with the laws and regulations that approve or support those outlays and revenues
· The fiscal policy = the use of the federal budget to achieve macroeconomic objectives, such as full employment, sustained economic growth, and price level stability
· The Federal Budget Making 
· Long process to make fiscal policy begins with long drawn out consultations, the Minister of Finance presents a budget plan to Parliament 
· Parliament debates the plan and enacts the laws necessary to implement it
· Highlights of the 2013 Budget 
· Revenues come from personal income taxes(largest revenue source), corporate income taxes, indirect taxes, and investment income
· Outlays are transfer payments, expenditure on goods and services, and debt interest
· Budget Balance 
· Budget Balance = Revenue –outlays
· Budget surplus = - revenues > Outlays
· Budget deficit = revenues < Outlays
· Balanced Budget = revenues = Outlays
· The Budget in Historical Perspective 
· 1960s government expanded but tax outlays and revenues increased 
· 1970s and 1980s the federal budget was in deficit, at an average of 4.2% 
· 1990 the deficit increased again, and remained above 4%
· 1997 Government eradicated the deficit by cutting outlays 
· A deficit re-emerged during the 2008–2009 recession
· Revenues:
· Deficit and debt = the total amount of government borrowing
· Debt and capital = individuals and business incur debt in order to buy capital
· The Supply-Side Effects of Fiscal Policy
· The effects of income tax
· Tax on labour income influences potential GDP and aggregate supply by changing the full-employment quantity of labour
· Tax wedge = the gap created between the before tax and after tax wage rates
· Taxes on Expenditure and the Tax Wedge 
· The tax wedge affects labour supply decisions, but taxes on consumption expenditure add to the tax wedge
· Reason is that a tax on consumption raises the prices paid for consumption goods and services and is equivalent to a cut in the real wage rate
· The incentive to supply labour depends on the goods and services an hour of labour can buy(the higher the tax the lower the wage rate, which lowers incentive) 
· Taxes and the Incentive to Save and Invest 
· A tax on capital income lowers the quantity of saving and drives a wedge between the after-tax interest rate earned by savers and the interest rate paid by firms
· Similar effect to tax on labour income, but more serious:
· Effect on tax rate on the real interest rate:
· The real after tax interest rate subtracts the income tax rate paid on the interest income from the real interest rate
· Taxes depend on nominal interest rate, not real interest rate, so the higher inflation rate, the higher the true tax rate on interest income
· Effect of income tax on saving and investment
· Tax on income interest has no effect on the demand of loanable funds
· For each dollar before tax interest, savers must pay the government an amount determined by the tax code, so savers look at the after-tax real interest rate when deciding how much to save
· When tax is imposed the supply of loanable funds shifts leftward, and the amount of tax payable is measured by the vertical distance between the old and the new SLF curve
· Therefore a tax wedge is driven between interest rate and after-tax interest rate, and the equilibrium quantity of loanable funds decreases
· Tax Revenues and the Laffer Curve
· The effect of taxes and employment is that a higher tax rate does not always bring a higher tax revenue
· Higher tax rate brings more revenue per dollar earned, but a higher tax rate decreases the number of dollars earned(opposites)
· The relationship between the tax rate and the amount of tax revenue collected is called the Laffer curve
· X-axis = tax rate, Y-axis = tax revenue and the T* represents the point where tax revenue is maximized
· The supply side debate
· A group of supply-siders who began to argue the virtues of cutting taxes 
· They were disliked, but they correctly argued that tax cuts would increase employment and increase output, but incorrectly argued that tax cuts would increase tax revenues and decrease budget deficit
· Today’s view is that tax cuts can be powerful incentives, but tax cuts without spending cuts would swell the budget deficit and bring further problems
· Fiscal Stimulus
· Fiscal stimulus = the use of fiscal policy to increase production and employment
· Automatic fiscal policy =  a fiscal policy action that requires no action by the government
· Discretionary fiscal policy = a fiscal policy action that is initiated by an act of Parliament
· Regardless of automatic or discretionary, an increase in government outlays or increase in government revenue can stimulate jobs and production
· An increase in expenditure directly increase aggregate expenditure, and an increase in transfer payments or a decrease in tax revenues increases disposable income and enables people to increase consumption
· Automatic Fiscal Policy and Cyclical and Structural Budget Balances 
· Tax revenues
· Tax laws down legislate the number of tax dollars a government will raise
· Tax dollars people pay depend on tax rates and incomes, but incomes vary with real GDP, so tax revenues depend on real GDP
· When the real GDP increases in an expansion, tax revenues increase. When real GDP decreases in a recession, tax revenues decrease.
· Transfer payments
· The spending on programs that pay benefits to qualified people and business result in transfer payments and depends on economic state 
· In a recession, unemployment is high, so people receiving theses benefits increase, so transfer payments increase
· Automatic Stimulus 
· Since Government revenues fall and outlays increase in a recession, the budget provides automatic stimulants to shrink the recessionary gap, and vice versa for inflation
· Cyclical and Structural Budget Balances 
· Structural surplus or deficit = the budget balance that would occur if the economy were at full employment
· Cyclical surplus = the actual surplus or deficit minus the structural surplus or deficit
· Outlays decrease as real GDP increase, so outlays curve slopes downward, and revenue curve slopes upward
· So if real GDP is at potential GDP revenue intersects outlays at potential GDP, and there is no structural surplus or deficit, but if real GDP is greater or less then there would be a cyclical surplus/deficit 
· if potential GDP is greater or less then there would be a structural surplus/deficit
· Discretionary Fiscal Stimulus 
· fiscal stimulus focuses and aggregate demand
· Changes in government expenditure and taxes change aggregate demand and have multiplier effects
· government expenditure multiplier = Quantitative effect of a change in government expenditure on real GDP
· When an increase in government expenditure increases real GDP, income rises, which means an increase in computation occurs. It also brings an increase in government borrowing and raises the real interest rate, which partially offsets government spending 
· The multiplier depends on which of the above effects is stronger
· Tax multiplier = the quantitative effect of a change in taxes on real GDP
· When the fiscal stimulus is removed
· The government expenditure is cut, and/or taxes are increased which causes aggregate demand to decrease , the process reverses
· Therefore care must be taken otherwise another recessionary gap will occur
· Fiscal stimulus and  Aggregate supply
· The negative effects of taxes on real GDP mean that a tax cut increases real GDP ad its growth rate increases employment
· These supply-side effects of a tax cut occur along with the demand-side effects and are much larger, which makes the overall tax multiplier larger than the government multiplier
· Since government crowds out investment it lowers future real GDP
· Thus a fiscal stimulus package that is heavy on tax cuts, and light on government spending works, but an increase in government expenditure alone is not an effective way to stimulate production and create jobs
· Time lags
· Recognition lag = the time it takes to figure out that fiscal policy action is needed
· Law-making lag = the time it takes Parliament to pass the laws needed to change taxes or spending
· [bookmark: _GoBack]Impact lag = the time it takes from passing a tax or spending change to its effect on real GDP being felt
