
Commercial Bank and the MS
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First National Bank

Assets : Reserves $100

Liabilities : Deposits $100

MS: Currency + Demand deposit = 0 + 100 = $100

If banks hold all deposits in reserve, banks do not influence MS
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Liabilities : Deposits $100: Total Liabilities :$100

Assets: Reserves :$10 and Loans :$90

Total Assets : $100

What happens to the MS?

MS - Currency + Demand deposits - 90+100 = $190
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Answer:

i) Money Multiplier = 1/0.1 = 10
ii)  Change in Money Supply = Change in currency + Change in demand deposits
Change in Demand Deposits = Change in reserves x Money Multiplier





     = 100 * 10 = $1000

Change in Money Supply = -$100 + $1000 = $900
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Change in money supply = Change in demand deposits + Change in Currency

Change in Demand Deposits = Change in reserves * Money Multiplier

Money Multiplier = 1/R = 1/.1 = 10

Change in reserve = $100 ( initial change is 100 not the 10 percent)



         = 100 *10



         = $1000



Slide 13

Assets : Reservers : $25 Loans : $225

Liabilities : Deposits : $250

a) Deposits go down by 10 %:Deposits : $240
c) Change in money supply = Change in currency + change in demand deposit = 10 - 100
Demand Deposit = Change in reserves * Money Multiplier =-10 * (1/0.1) = -$100

d) Borrow from the bank of Canada 
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When Bank of Canada buys bonds - Money to the public , MS goes up

When Bank of Canada Sells Bonds - Money taken away from the public, MS goes down
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Buying Bonds Causes the MS to increase as it puts currency in the hands of public or increase bank deposits

Selling bonds causes the MS to decrease as the public pays. money is taken from the public, MS goes down

These are examples of open market operations
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Foreign Exchange Market operations

- If the bank of Canada thinks the value of Canadian dollar is low

· Bank of Canada buys 100 million Canadian with the use of foreign currency 
· If it wants the value of the dollar to go up, it buys. if not and decides to lower the value of the currency it sells.
How does it affect MS?

* Money Supply increases when the BofC buys foreign currency with Canadian currency  (more cash in the hands of the public).

· Money supply decreases when the BofC sells foreign currency (less cash in the hands of the public).
*Sterilization

This is the process of offsetting a foreign exchange market operation with an open-market operation for example, selling foreign currencies and using foreign currency received in exchange to buy govt. of Canada bonds.

Buying foreign currency and selling government bonds.
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11. 

a)  The bank of Canada is selling BP sterling. The Canadian money supply would go down. By about $240 million = 100 million * 2.4

Change in money supply = ($240) (1/R)

b) Buy government bonds of about $240 million, this would increase Money supply in the Canadian market.
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An increase in the overnight rate discourages banks from borrowing reserves from the BofC which means that banks will want to make fewer loans so that they are less likely to have to borrow from the BofC. This therefore decreases the money supply.

Buys bonds the price of bonds go up and a decrease in interest rate.

· A decrease in the overnight rate, increase in the money supply.
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Open market operations

· If BofC buy govt bonds, the public gets money, then money supply goes up
· If BofC sell govt bonds, the banks take money from the public, then money supply goes down
Changing the bank rate ( and by the extension the overnight rate)

· If BofC increase bank rate, then money supply goes down
· If BofC decrease bank rate, then money supply goes up
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Quantitative Easing ( A form of open-market operation)

A form of open-market operation whereby the central bank buys govt.bonds or other financial assets (e.g. mortgage back assets).
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---------------------------------------------------------------------------------------------------------------------

March 7th,2011
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Suppose government buys government bonds, money supply increases, the value of the dollar, price level goes up.

Graphically, it means the money demand curve is downward sloping

Nominal GDP = $1000.

The amount of money available in the economy = $20

Velocity is equal to nominal GDP/Stock of money = 1000/20 =50

then V = (P*Y)/M

M * V = P * Y

Quantity Equation ( relates the quantity of money to the nominal value of output)

The quantity equation provides insight on the impact 

March 14th,2011
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· Open economy buys and sells goods and services in the world product markets.
· It buys and sells capital assets in world financial markets
Closed economy

· There are no exports, no imports and no capital flows. E.g.: North Korea
When

If net exports, trade deficit

If net exports, trade surplus

Balanced trade, when net exports is equal to 0

For example, total exports less than 20% of GDP in 1960,
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What do you think will happen to Canadian NX if:

A. Our exports will go down, NX will go down, as americans would not consume as much as before.
B. Canadian consumers decide to be patriotic and buy more products “Made in Canada”
C. Imports would go down and exports will go down, hence net exports will go up.
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- When a Canadian buys stocks in BMW, Canadian Net capital outflow will go up

- When a japanese resident buys a canadian government bond, Canadian net capital outflow will go down.

- Example of FDI: Tim Hortons opens a fast food outlet in Russia.

- Example of FPI: Purchases by Canadian residents of foreign financial assets (e.g. BMW stocks)
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Variables that influence NCO

· For example, if Canadian real interest rates are lower than U.S. real interest rates (and assuming that investors anticipate no change in exchange rates), then financial assets will move from Canada to the U.S. (i.e., NCO will go up).
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Example, exports would go up by 100 million USD and foreign assets held in Canada go up by 100 million USD (US dollars are foreign assets). That is,

Change in net exports = 100 million USD

Change in net capital outflow = 100 million USD
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Saving= Domestic Investment + Capital Outflow
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Trade deficit

· Imports is greater than exports
· Net exports less than 0
· Domestic saving is lower than domestic investment
· Must import financial capital- must borrow from foreigners
Balanced Trade

· Exports > Imports
· NX > 0
· S > I
· NCO > 0
Trade Surplus

- Exports = Imports 

- NX = 0

- S = I

- NCO = 0 (Export financial capital-lend money to foreigners)
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· Low national saving around 1993 lead to trade deficit
· High national saving around 2000s lead to trade surplus
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a) Foreign direct investment, net capital outflow would go up. 
b) Foreign portfolio investment, Net capital outflow would go up.
c) Foreign direct investment, net capital outflow would down
d) Foreign portfolio investment, net capital outflow would go down.
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Example 

a) Dutch pension funds holding Canadian government bonds would be happy because they would obtain more euros if they sold Canadian bonds.
b) Canadian manufacturing industries would be unhappy, because the cost of their goods would be go up from point of view of foreign (foreign investment). Some of them will be happy such as those who import machinery or raw materials.
c) Unhappy because it would be more expensive to travel in Canada.
d) Happy because it costs less to invest
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Real Exchange Rates

Real exchange rate = P/P*
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- What happens if the Canadian real exchange rate goes down?

 A depreciation in the Canadian real exchange rate means that Canadian goods have  become cheaper relative to foreign goods. This encourages consumers both at home and abroad to buy more Canadian goods and fewer goods from other countries. As a result, Canadian exports rise, and Canadian imports fall and both of these changes raise Canadian, NX.

· What happens if the Canadian real exchange rate goes up?
If the Canadian real exchange rate means that Canadian goods have become more expensive compared to foreign goods, so Canadian, NX goes down.
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· According to the law of one price, a good must sell for the same in all locations
· If the law of one price were not true, unexploited profit opportunities would exist
· According to the PPP theory, a currency must have the same purchasing power in all countries and exchange rates move to ensure that.
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a) Buy wheat in Canada and sell wheat to Russia.
Profit is 1200 rubles per busel

b) If everyone buys Canadian wheat and sells in Russia, then the price of Canadian wheat is going to go up. Price of Russian wheat i.e. P* would go down. Real exchange rate would go up. until it equals one. 
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With tsunami and earthquake, what do you think would happen to the yen?

· It went up because, “Speculators” anticipate an increase in the yen because of the construction cost.
·  Money would have to be borrowed abroad. 
· Financial assets abroad would have to be repatriated. 
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Question# 13 pg.318

· All other things equal investment in Canada went down. Net capital outflow would go up.
· Real exchange rate went down, because of less demand for Canadian dollar. 
· Under PPP, if Bank of Canada increases Money supply: currency depreciates
· Under IRP, if Bank of Canada increases money supply: To increase money supply, the bank of Canada, would lower the bank rate or buy bonds. 
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· Time intervals between recessions vary (Canada had not had a recession in more than 17 years when it entered a recession in fourth quarter of 2008)
· Length of recessions varies
· In each of the recession, investment spending declines and the unemployment rate rises substantially
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· Canada’s last recession lasted three quarters- from the fourth quarter of 2008 to the second quarter of 2009.
· Reason, the sharp drop in exports. 
The Aggregate demand Aggregate supply model,

· Economists use the model of aggregate demand (AD) and aggregate supply (AS) to explain short-run economic fluctuations
· The AD curve shows the quantity of goods and services that households, firms and the government want to buy at each price level.
Y = C + I + G + NX

if Price level goes down = Consumption would go up.

If prices level goes down = Investment would go up. Do not need to hold as much money, therefore saving will go up. Investment becomes fancy. Interest rate goes down.

· AD increases (G1), which meant that the AD curve shifts right.
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Suppose a recession in the U.S. What is the impact on the AD curve?

AD decreases (NX goes down) which meant that the AD curve shifts left.
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Shifts in the Aggregate Demand Curve - Effect of a change in MS

Fact: an increase in money supply shifts the AD curve to the right and vice-versa

Intuition 

· To increase money supply, the B of C must buy govt bonds or reduce the bank rate
· One way or the other, this decreases interest rates.
· if interest rate decreases, it makes borrowing less costly, which increases 
· As a result , AD increases ( the AD curve shifts right).
Example: 

Suppose the BofC wants to decrease AD. How can it do that?

By reducing MS. That is, by open market sales or by increasing the bank rate.

The long-run AS curve

in the long run, an economy’s production of goods and services depends on its supplies of labor ,capital and natural resources and on the available technology used to turn these factors of production into goods and services (recall chp.7)

the price level does not affect these variables ( recall the classical dichotomy)
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Long run aggregate supply is vertical
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The LRAS curve is vertical at the natural rate of output. 

The level of production is also referred to as potential output or full-employment output.
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Any change that alters potential output shifts the LRAS curve

Shifts may be categorized according to the various factors that affect productivity

· Labour (e.g. significant increase in immigration which increases the stock of labour and therefore potential output - a shift of the LRAS curve to the right)
· Capital (e.g. a sustained increase in investment which leads to higher capital stock, higher productivity and therefore a higher potential output)
· Natural resources (e.g. new discoveries of oil for example, means higher potential output)
· Technological knowledge (e.g., invention which typically results in higher productivity and therefore higher potential output)
What do you think happened the LRAS in japan after earthquake?

It actually shifts to the left for a short time but the japanese economy is strong.

March 28th,2011
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Shifts arising from 

· Labor
· capital
· Natural Resources
· Technology
are the reasons why LAS curve might shift (often called <supply shocks>
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Answer: 

· Nominal wage increases with expected price level
· Real Wage = nominal wage/P
· So, if expected Price level increases then 
· Real Wage increases for every P, which means production cost increases for every P, hence short-run AS curve shifts left.
The Aggregate Demand (AD) - Aggregate supply (AS model) is important for the exam
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Objective for the end of the chapter

Use this model to examine basic causes of short run fluctuations and see if the govt can do anything do them.
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Initial equilibrium point is A.

b) Aggregate Demand will shift to the right, interest rates will go down Point B. Output would go up
c) Aggregate Supply will move to the left, moving back into an equilibrium, expected prices are going to revised. Point C
d) Nominal wage at A = Nominal wage at B, expected prices have been revised. Second part of the question Nominal wage at A < nominal wage at B
e) real wage A > real wage B second part of the question real wage at B = real wage at C
f) Yes, increases in money supply, increase in output in the short run, but only increase in price level in long run. 
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Suppose that for some reason a wave of pessimism overtakes the economy (e.g a crash in the stock market) and that this causes households and firms to cut their spending. what is the impact of the economy?

Start with a long-run equilibrium situation What curve is affected? AD curve direction of the shift to the left, A decrease in aggregate demand

Causes P, Y and (although not shown here) employment to fall in the short run (i.e. a recession).

but over time, price expectations are revised downward (e.g. nominal wages downward) and the AS curve shifts right so that the three curves intercept at equilibrium
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· in the short run, shifts in AD cause fluctuations in the economy’s output of goods and services
· For example, a decrease in AD reduces output 
· In the long run m if the economy is left to itself (no policy intervention) shifts in AD affect the overall pirce level but do not affect output
· For example a decrase in AD will reduce the price level in the long run but not affect output ( and not affect employment)
April 4,2011
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Start with the short-run equilibrium situation of the previous example (that is we start with a low aggregate demand) what could the government do?

· Increase government expenditures or expanding the money supply by taking action to increase AD, would shift AD to the right.
· It could for example take action to increase AD by “judiciously” increasing govt expenditures or expanding the money supply.
· But, if you keep increasing the money supply, it would increase the price level by a lot leading to inflation.
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· Start with a long-run equilibrium situation, what curve is affected? AS curve 
· Direction of the shift ? To the left
· A decrease in aggregate supply shift in the AS curve to the left
· Causes P to increase and Y and employment to fall in the short-run (i.e. a recession - a stagnation)
· If left to itself, the recession will remedy itself as wages, prices and perceptions adjust to higher production costs, and output will return to its natural rate.
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· In the short run, shifts in AS cause fluctuations in the economy’s output of goods and services
· For example, a decrease in AS reduces output and employment and increases the price level ( stagflation - a combination of recession and inflation)
· In the long run, if the economy is left to itself, shifts in the aggregate supply will not affect output nor the price level
· At the beginning, firms and workers may raise their expectations of the price level and setting higher nominal wages, which will more the SRAS curve even further to the left, thus further increasing unemployment (case of wage-price spiral)
· However at some point this spiral will slow and reverse itself as high unemployment will put downward pressure on workers’ nominal wages because workers will have less bargaining power
· The SRAS curve will then shift back to the right and output and unemployment will go back to their natural rates.
· Policymakers who want to influence AD in the short run cannot offset both the reduction in output and inflation simultaneously. In fact, they can bring back output to its natural rate but at the cost of a higher price level.
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Policymakers may respond to a drop in AS recession in one of the following ways:

· Do nothing and wait for prices and wages to adjust
· Take action to increase aggregate demand by using monetary and/or fiscal policy.
1) When short-run aggregate supply falls
2) Policymakers can accommodate the shift by expanding aggregate demand
3) Which causes the price level to rise further
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- MS curve is vertical 

Changes in r do not affect MS, which is fixed by the BOC.

· MD curve is downward sloping: a fall in r increases money demand
· r is the opportunity cost of holding money
· if r is high, people want to hold less cash i.e quantity demanded of money is low.
· This reflects people’s “preference for liquidity”
· People prefer to hold on to cash
· They will hold less cash only if they are paid some interest.
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· Reducing MS increases r.
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- An increase in the price level shifts the MD curve to the right

· All other things equal, the higher the prices are, the more cash people want to hold on to.
· This results in a higher interest rate.
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If MPC=0.5 then, multiplier = 2

· This says that a $20 b increase in govt spending would increase Y by $40 b
· There is a lot of controversy about the size of the multiplier 
· Estimates vary between 0.5 and 2
Chapter 17: Five debates over macroeconomic policy

Definition:

· Automatic stabilizers are changes in fiscal policy that stimulate AD when economy goes into recession, without policymakers having to take any deliberate action.
Automatic stabilizers: examples
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The tax system

· Taxes are tied to economic activity. When economy goes into recession, taxes fall automatically
· This stimulates AD and reduces the magnitude of recessions
Govt Spending

· In a recession, incomes fall and unemployment rises,
· More people apply for public assistance (e.g. employment insurance, welfare)
· Govt outlays on these programs automatically increase, which stimulates AD and reduces the magnitude of recessions.

