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The Self-Organizing Economy
Economy: a complex system in which scarce resources are allocated among competing uses
Economics: study of the use of scarce resources to satisfy unlimited human wants
economies based on free-market transactions are self-organizing
individual consumers and producers act independently to pursue self-interest, responding to prices determined in open markets, outcome is coordinated “spontaneous economic order”

Efficient Organization
spontaneous economic order is relatively efficient
Efficiency: resources available to nation are organized so as to produce all goods/services that people want with the least possible amount of resources
key to explaining market behavior is decision makers all respond to the same set of prices, which are determined in markets that respond to scarcity an plenty

Main Characteristics of Market Economies
Self-Interest: individuals pursue their own self-interest, buying and selling what seems best for them and their families
Incentives: people respond to incentives, sellers sell more when prices are high, buyers buy more when prices are low
Market Prices & Quantities: prices and quantities are determined in free markets in which would-be sellers compete to sell their products to would-be buyers
Institutions: all these activities are governed by a set of institutions created by gov’t (private property, freedom of contract, and the rule of law) defined by laws passed by legislature and enforced by police/courts

Resources
Factors of Production: resources used to produce goods and services, a society’s resources are separated into 3 categories
Land: natural endowments (arable land, forests, lakes, crude oil, and minerals)
Labour: mental and physical human resources
Capital: all manufactured aids to production (tools, machinery, and buildings)
Goods: tangible commodities
Services: intangible commodities
Production: act of making goods/services
Consumption: act of using goods/services to satisfy wants

Scarcity & Choice
scarcity occurs when existing resources cannot fulfill peoples desires
scarcity implies choices must be made and making choices implies existence of costs

Production Possibilities Boundary
Opportunity Cost: cost of using resources for a certain purpose ,measured by the benefit given up by not using them in their best alternative use
Production Possibilities Boundary: curve showing which alternative combinations of commodities can just be attained if all available resources are used efficiently; boundary between attainable and unattainable output combinations
has a negative slope because when all resources are being used efficiently, producing more of one good requires producing less of others
concave shape indicates that opportunity cost of either good increases as we increase the amount of it is produced, straight line mean that opportunity cost of one good stays constant no matter how much produced

4 Key Economic Problems: What Is Produced & How?
Resource Allocation: allocation of an economy’s scarce resources of land, labour, and capital among alternative uses
since resources are scarce it is desirable for them to be used efficiently meaning the method of production of a good is important

4 Key Economic Problems: What Is Consumed & By Whom?
questions concerning what is produced and how, and what is consumed and by whom fall within the realm of microeconomics
Microeconomics: study of the causes and consequences of the allocation of resources as it is affected by the workings of the price system and gov’t policies that seek to influence it

4 Key Economic Problems: Why Are Resources Sometimes Idle?
people cant find jobs/could operate at a higher level of activity 

4 Key Economic Problems: Is Productive Capacity Growing?
growth in productive capacity can be represented by an outward shift of the production possibilities boundary
questions relating to idleness of resources and the growth of productive capacity fall within the real of macroeconomics
Macroeconomics: study of the determination of economic aggregates, such as total output, total employment, the price level, and the rate of economic growth

Flow of Income & Expenditure 
individuals own factors of production they sell services of these factors to producers in the factor market and receive payments in return(income)
producers use factor services to make goods/services which are sold to individuals in goods market receiving payments in return(income of producers)
prices that are determined in these markets determine the incomes that are earned
Distribution of Income: refers to how nation’s total income is distributed among its citizens

Maximizing Decisions
consumers and producers(maximizers) are basic decision makers in a market economy, gov’t also
consumers maximize utility
producers maximize profit

Marginal Decisions
maximizers weigh costs and benefits of their decisions at the margin

The Complexity of Production: Specialization
Specialization of Labour: the specialization of individual workers in the production of particular goods or services, 2 reasons why its more efficient compared to universal self-sufficiency
allows people to do what they are good at
a person concentrating on one activity is better than a jack-of-all-trades

The Complexity of Production: Division of Labour
Division of Labour: breaking up of a production process into a series of specialized tasks, each done by a different worker
Mass Production: work is divided into highly specialized tasks by using specialized machinery, each individual repeatedly does one or a few small tasks that represent only a small fraction of what is necessary to produce any one product
Artisans & Flexible Manufacturing: employees work as a team; each person is able to do every team member’s job

Markets & Money
people who specialize must satisfy their wants by consuming things made by others, in early societies exchange of goods/services took place by simple mutual agreements
later on trading became centered on gathering places called markets
Barter: economic system in which goods/services are traded directly for other goods and services, costly in terms of time hard to find a coincidence of wants
money creates smooth trade

Globalization
market economies constantly change due to globalization(globalization of manufacturing)
2 major causes of globalization
rapid reduction in transport costs
revolution in information technology
globalization links national economies to the global economy increasing share of jobs and incomes created
Transnational Corporations(TNC’s): firms that have operations in more than one country

Types of Economic Systems: Traditional Economies
Traditional Economy: economy in which behavior is based mostly on tradition
behavior based primarily on tradition, custom, and habit
little change in pattern of goods produced from year to year other than those imposed by nature
works best in an unchanging environment, people don’t need to continually make choices can prove effective in meeting economic and social needs
common in earlier times

Types of Economic Systems: Command Economies
Command Economy: economy in which most economic decisions are made by a central planning authority
centralization of decision making
takes a lot of data and plans must continually be changed to match new data
30 years ago 1/3 of world lived in command economy
after fall of Berlin Wall and collapse Soviet Union

Types of Economic Systems: Free-Market Economies
Free-Market Economy: economy in which most economic decisions are made by private households and firms in a unhindered market 
decentralization of decision making
despite absence of a central plan decentralized decisions are nonetheless coordinated
main coordinating device is the set of market determined prices which is why free-market systems are often called price systems
state provides background of defining property rights and protecting citizens against foreign and domestic enemies, beyond that markets determine all resource allocating and income distribution

Types of Economic Systems: Mixed Economies
Mixed Economy: economy in which some economic decisions are made by firms and households and some by gov’t
every economy is a mixed economy in the sense that it combines significant elements of all three systems in determining economic behavior
within the economy the degree of the mix varies from sector to sector

The Great Debate
free-market economies are successful in producing high levels of output, but could not be relied on to ensure that its output would be justly distributed
central planned economies depressed living standards
as time past more and more command economies began changing into freer markets 
problem is free markets may not be able to handle urgent matters such as controlling pollution, providing public goods, or preventing financial-market disasters 
is there an alternative to the market economy
there is no practical alternative to a mixed system with major reliance on markets but some gov’t presence in most aspects of the economy
within the framework of a  mixed economy there are substantial alternatives among many different and complex mixes of free-market and gov’t determination of economic life

The Failure of Central Planning
failure of coordination, prices don’t signal relative scarcity and abundance causing shortages
failure of quality control, reward plants that exceeded production targets and punished those who fell short so producers do whatever it takes to meet quota nothing to signal customer satisfaction
misplaced incentives, complete job security didn’t provide incentive to work hard
environmental degradation, failure to protect environment came from pressure to fulfill production plans and without a “political marketplace” for citizens to voice their opinions 

Government in the Modern Mixed Economy
today’s market economies are based primarily on voluntary transactions between individual buyers and sellers
key institutions are private property and freedom of contract both which must be maintained by active gov’t
gov’t provides the institutions, such as police and courts, to enforce these laws
gov’t also intervenes in market transactions to correct market failures
public goods (defense and police protection) are not provided by markets because their use cannot be restricted to those who pay for them
sometimes private transactors impose costs called externalities on those who have no say in the transaction
equity issues arise from free markets as output distribution is not equal gov’t intervention helps balance these inequalities
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Positive and Normative Advice
Normative Statement: statement about what ought to be as opposed to what actually is, depend on value judgments and cannot be proved by facts
Positive Statement: statement about what actually is (was or will be) as opposed to what ought to be, do not involve value judgments and can be proved by facts

Disagreements Among Economists
often disagree because of poor communication
failure to acknowledge the full state of their ignorance
different economists have different values, these views play in discussion of public policy

Economic Theories
theories are constructed to explain things
abstractions of reality, if not the complexity of the world would be depicted and nothing would be learned
distinguished by their variables, assumptions, and predictions
Economic Model: a term used in several related ways: sometimes for an abstraction designed to illustrate some point but no designed to generate testable hypotheses, and sometimes as a synonym for theory

Economic Theories: Variables
Variable: any well-defined item, such as the price or quantity of a commodity, that can take on various specific values
Endogenous Variable: variable that is defined within a theory, aka induced or dependent variable
Exogenous Variable: variable that is determined outside the theory, aka autonomous or independent variable

Economic Theories: Assumptions
assumptions concern motives, direction of causation, and conditions under which the theory is meant to apply
fundamental assumption is that people pursue their self-interest, they know what they want and know how to go about getting it within constraints faced
when it is assumed that one variable is related to another, usually a casual link between the two exist

Economic Theories: Predictions
Hypothesis: a theories predictions are propositions that can be deduced from it

Testing Theories
a theory is tested by confronting its predictions with evidence
a theory cease to be useful when it cannot predict better than an alternative theory
when a theory consistently fails to predict better than an alternative, it is either modified or replaced
the scientific approach to testing: empirical observation  construction of theories  theories generate specific predictions  predictions are tested by more detailed empirical observation

Rejection Versus Confirmation
testing a theory for confirming evidence is dangerous because the world is complex so confirming evidence can be found for any theory no matter how unlikely the theory can be

Statistical Analysis
most theories generate a prediction of the form “if X falls, then Y increases.”
statistical analysis can be used to test such predictions and to estimate the numerical values of the function that describes the relationship
the same data can be used to test whether the relationship exists and, if it does, to provide an estimate of the magnitude of the that relationship
economics is primarily a non-lab science, it lacks controlled experiments instead it uses millions of uncontrolled experiments
they use data collected by others so they do not know the limitations of the data collected but they save time

Correlation Versus Causation
“if X rises, Y rises”  positively correlated
“if X rises, Y falls”  negatively correlated
finding that X and Y are positively correlated means only that X and Y tends to move together, direction of causality can be from Y to X or X to Y or may be caused by a third variable Z
most economic predictions involve causality
economists must take care when testing predictions to distinguish between correlation and causality
correlation can establish that the data is consistent with the theory; establishing the likelihood of causality usually requires advanced statistical techniques

Index Numbers
Index Number: an average that measures change over time such of variables as the price level and industrial production; conventionally expressed as a % relative to a base period, which is assigned the value 100

              Value of a index in      Absolute value in given period
               any given period    =                      ÷                        × 100
                                  Absolute value in base period

Graphing Economic Data
Cross-Sectional Data: a set of observations made at the same time across several different units(such as households, firms, or countries)
Time-Series Data: a set of observation made at successive periods of time
Scatter Diagram: a graph of statistical observations of paired values of two variables, one measure on the horizontal and the other on the vertical axis, each point on the coordinate grid represents the values of the variables for a particular unit of observation

Graphing Economic Theories
X is related for Y, for every X value is a corresponding Y value there is a functional relation between the variables
functional form  C=$800+0.8Y
slope shoes how much one variable changes as the other changes “marginal change” or “marginal response”
diminishing marginal response  slope gets smaller
increasing marginal response  slope gets larger
functions with either max/min have a slope of zero at its curve 
marginal response of Y to a change in X is zero
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Quantity Demanded
Quantity Demanded: the amount of a good or service that consumers want to purchase during some time period
a desired quantity is influenced by
products price
consumer income
price of other products
taste
population
expectations of the future
refers to a flow of purchases so it must be expressed as so much per period
is not how much is actually purchased (quantity bought/quantity exchanged)
2 steps are required to measure the distinct effect of changes in one variable 
hold all but one constant, let the desired variable vary and study its affects on quantity demanded (ceteris paribus) 
then combine all separate influences to see the affects of many changing variables

Quantity Demanded & Price
a basic economic hypothesis is that price and quantity demanded are related negatively, ceteris paribus
as price goes up people look for substitutes

Demand Schedules & Demand Curves
Demand Schedule: a table showing the relationship between quantity demanded and the price of a commodity, ceteris paribus
Demand Curve: the graphical representation of the relationship between quantity demanded and the price of a commodity, ceteris paribus
one point on the curve is the quantity demanded at a certain point
Demand: the entire relationship between the quantity of a commodity that buyers want to purchase and the price of that commodity, ceteris paribus

Shifts in the Demand Curve
if more is desired at each price the demand curve shifts rightward so that each price corresponds to a higher quantity than it did before
less desired at each price the demand curve shifts leftward so that each price corresponds to a lower quantity than it did before

Shifts in the Demand Curve-Consumers Income
if average income rises, consumers as a group can be expected to desire more of most products, ceteris paribus
rise in income causes demand curve to shift right
fall in income causes demand curve to shift left
Normal Goods: goods for which the quantity demanded rises when income rises
Inferior Goods: goods for which the quantity demanded falls when income rises
a change in the distribution of income can also lead to a changes in demand

Shifts in the Demand Curve-Prices of Other Goods
negative slope of a products demand curve occurs because the lower its price, the cheaper the product becomes relative to other products that can satisfy the same needs/desires
Substitutes in Consumption: goods that can be used in place of another good to satisfy similar needs/desires
rise in the price of a substitute for a product shifts the demand curve for the product right
fall in the price of a substitute for a product shifts the demand curve for the product left
Complements in Consumption: goods that tend to be consumed together
a fall in the price of one will increase the quantity demanded of both products, thus a fall in price of a complement for a product will shift that products demand curve right
a rise in the price of one will decrease the quantity demanded of both products, thus a rise in price of a complement for a product will shift that products demand curve left

Shifts in the Demand Curve-Taste
change in taste has a powerful effect on peoples desired purchases
change in taste can be long-lasting or short-lived
a change in favor of a product shifts the demand curve right
a change against a product shifts the demand curve left

Shifts in the Demand Curve-Population
an increase in population means a increase in purchasing power, therefore demands for all products purchased increase
population increase causes demand curve to shift right
population decrease causes demand curve to shift left

Shifts in the Demand Curve-Expectations of the Future
the knowledge that the demand of the product in the future will rise causes the demand curve to shift right
the knowledge that the demand of the product in the future will fall causes the demand curve to shift left

Movements Along the Curve Vs. Shits of the Whole Curve
Change in Demand: a change in the quantity demanded at each possible price of the commodity, represented by a shift in a the whole demand curve 
Change in the Quantity Demanded: a change in the specific quantity of the good demanded, represented by a change from one point on a demand curve to another point, either on the original demand curve or a new one
change in quantity demanded can result from a shift in the demand curve with price constant; from movement along a give demand curve due to a change in the price; or combo or the two

Quantity Supplied
Quantity Supplied: the amount of a commodity that producers want to sell during some time period
not necessarily how much is sold (quantity sold/quantity exchanged)
quantity supplied is influenced by
products price
price of inputs
technology
gov’t taxes/subsidies
prices of other products
number of suppliers
is a flow so it is expressed as so much per unit of time
use ceteris paribus to study influence of the variables at one time

Quantity Supplied & Price
a basic hypothesis of economics is that the price of the product and the quantity supplied are related positively, ceteris paribus
higher product’s price more producers will supply
lower product’s price less producers will supply
reason for positive relationship is that firms are profit maximizers

Supply Schedules and Supply Curves
Supply Schedules: a table showing the relationship between quantity supplied and the price of a commodity, ceteris paribus
Supply Curve: the graphical representation of the relationship between quantity supplied and the price of a commodity, ceteris paribus
one point on the curve is the quantity supplied at a certain point
Supply: the entire relationship between the quantity of some commodity that producers wish to sell and the price of that commodity, other things being equal

Shifts in the Supply Curve
a shift in the supply curve means that at each price there is a change in the quantity supplied
a change in any of the variables that affects the quantity supplied will sift the supply curve to a new position

Shifts in the Supply Curve-Price of Inputs
Inputs: all things a firm uses to produce its output (materials, labor, and machines)
a rise in the price of inputs causes the supply curve to shift right
a fall in the price of inputs causes the supply curve to shift left

Shifts in the Supply Curve-Technology
technological innovation causes the supply curve to shift right
technological deterioration causes the supply curve to shift left

Shifts in the Supply Curve-Government Taxes or Subsidies
taxes cause the supply curve to shift left
subsidies cause the supply curve to shift right

Shifts in the Supply Curve-Prices of Other Products
if the price of a substitute goes up the supply curve shifts left
if the price of a substitute goes down the supply curve shifts right
if the price of a complement goes up the supply curves of both products shifts right
if the price of a complement goes down the supply curve of both products shifts left

Shifts in the Supply Curve-Number of Suppliers
increasing the number of suppliers shifts the supply curve right
decreasing the number of suppliers shifts the supply curve left

Movements Along the Curve Versus Shifts of the Whole Curve
Change in Supply: change in the quantity supplied at each possible price of the commodity, represented by a shift in the whole  supply curve
Change in Quantity Supplied: change in the specific quantity supplied, represented by a change from one point on a supply curve to another point, either on the original supply curve or on a new
a change in the quantity supplied can result from a change in supply, with the price constant; change in the price; or a combination of the two

The Concept of a Market
originally the term market designated a physical place where products were bought and sold
Market: any situation in which buyers and sellers can negotiate the exchange of goods/services
individual markets differ in the degree of competition among the various buyers and sellers

Graphical Analysis of a Market
Excess Demand: situation in which, at the given price, quantity demanded exceeds quantity supplied
cause upward pressure on price
Excess Supply: situation in which, at the given price, quantity supplied exceeds quantity demanded
causes downward pressure on price
when quantity demanded is the same as quantity supplied there is no incentive to change anything
Equilibrium Price: price at which quantity demanded equals quantity supplied, also called market clearing price
will persist till disturbed by some change in market conditions that shifts the curves
Disequilibrium Price: price at which quantity demanded does not equal quantity supplied
Disequilibrium: situation in a market in which there is an excess demand or excess supply

Changes in Market Prices
changes in any of the variables other than price that influence quantity/supply demanded will cause a shift in their curves
Comparative Statistics: derivation of predictions by analyzing the effect of a change in some exogenous variable on the equilibrium
derive predictions about how the endogenous variable(equilibrium price and quantity) will change following a change in some exogenous variable(variables whose changes cause shifts)
start from position of equilibrium then introduce changes to be studied then compare the two positions

Relative Prices and Inflation
Absolute Prices: amount of money that must be spent to acquire one unit of a commodity, also called Money Price
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Relative Price: ratio of the money price of one commodity to the money price of another commodity, a ratio of two absolute prices

Macroeconomics
Macroeconomics: study of the determination of economic aggregates, such as total output, total employment, the price level, and the rate of economic growth
aggregates result from activities in many different markets and from the combined behavior of millions of different decision makers
studying economic aggregates allows us to view the big picture
macroeconomists study two different aspects of the economy
short-run behavior of macroeconomic variables, concerns study of business cycles
Long-run behavior of macroeconomic variables, concerns study of economic growth
two different streams of research in macroeconomics
microeconomic foundations, build models of economy populated by workers, consumers, and firms, then aggregate their choices to arrive at values for aggregate employment, investment, consumption, output, etc.
build macroeconomic models based only implicitly on same micro foundations, construct models using aggregate relationships for employment, investment, consumption, etc. which have been subjected to extensive empirical testing
economists using first method believe wages and prices are flexible
economists using second method believe wages and prices are slow to adjust, therefore markets can be in disequilibrium for longer periods of time

Output & Income
most comprehensive measure of a nations overall level of economic activity is the value of its total production of goods and services, called national product=national income

Output & Income-Aggregating Total Output
to measure total output, quantities of many different goods are aggregated
add up values of different products, multiply the number of units of each good produced by the price at which each unit is sold, this yields a dollar value of production for each good, sum these values across all different goods produced in the economy to give us quantity of total output 
Nominal National Income: total national income measured in current dollars, current-dollar national income
change in this measure can be caused by a change in either the physical quantities or the price on which it is based
Real National Income(Y): national income measured in constant(base-period) dollars, it changes only when quantities change, constant-dollar national income
measures value of individual outputs, at constant prices—comparing different years provides a measure of the change in real output that has occurred during intervening period

National Income: Recent History
one of the most commonly used measures of national incomes, Gross domestic product can be measured in either real or nominal terms
features short-term fluctuations and long-term economic growth
Business Cycle: fluctuations of national income around its trend value that follow a more or less wavelike pattern that occurs in around the long-term trend

Potential Output & the Output Gap
national output represents what the economy actually produces
Potential Output(Y*): the real GDP that the economy would produce if its productive resources were employed at their normal levels of utilization, Potential GDP/Full-employment output
advanced statistical techniques used, cannot be as precisely measured as real GDP
Output Gap: actual national income minus potential national income, Y-Y*
Recessionary Gap: situation in which actual output is less than potential output Y<Y*
Inflationary Gap: situation in which actual output exceeds potential output, Y>Y*

Why National Income Matters?
a important measure of economic performance
short-run movements in business cycle receive most attention, but long-term growth reflected by potential GDP is more important
Recession: downturn in the level of economic activity, often defined precisely as two consecutive quarters in which real GDP falls
recession occurs when actual GDP is below potential GDP
inflation occurs when actual GDP exceeds potential GDP

Employment, Unemployment, and the Labor Force
national income and employment are closely related
if more is to be produced, either more workers must be used, or existing must produce more
in short-run changes in productivity tend to be small but in long run changes are significant
Employment: the number of persons 15 years of age or older who have jobs
Unemployment: the number of persons 15 years of age or older who are not employed and are actively searching for a job
Labor Force: the number of persons employed plus the number of persons unemployed
Unemployment Rate(U): unemployment expressed as a percentage of labor force
                     
                Number of people unemployed
Unemployment rate =                         ÷                      X100
                    Number of people in the labor force

Frictional, Structural, & Cyclical Unemployment
when economy is at potential GDP it is at full employment, but there will still be unemployment
constant turnover of individuals in given jobs and a constant change in job opportunities, frictional unemployment
mismatch between the characteristics of the labor force and the characteristics of the available jobs, mismatch between structure of supplies and structure of labor, structural unemployment
full employment can only occur when the only unemployment is frictional and structural, factors of production are used at normal intensity and economy is at potential GDP
when GDP is below potential GDP, unemployment falls below full employment level
unemployment that is neither structural or frictional is called cyclical unemployment because it changes with the ebb and flow of the business cycle
unemployment has seasonal fluctuations, data is seasonally adjusted

Why Unemployment Matters?
social significance of unemployment is enormous because it involves economic waste and human suffering
human effort is least durable of economic commodities
waste of potential output is a cause of concern
loss of income causes poverty, broken spirit leading to crime, mental illness, and social unrest
modern welfare systems create a safety net to protect citizens during short term unemployment

Productivity
a measure of the amount of output that the economy produces per unit of input
many inputs of production, so there are several measures of productivity
Labor Productivity: level of real GDP divided by the level of employment(total number of employed or total hours worked)

Why Productivity Matters?
productivity growth is the single largest cause of rising material living standards
short-run fluctuations are dwarfed by years of steady upward trend in real GDP-caused by rising productivity
reason why real wages are higher now is because productivity of a worker is higher, better physical capital

Inflation & the Price Level
inflation means prices of goods/services are going up on average
for studying inflation there are two related but different concepts
Price Level(P): the average level of all prices in the economy, expressed as an index number
Inflation: a rise in the average level of all prices(the price level)
to measure price level a price index is needed (index number)
Consumer Price Index(CPI): an index of the average prices of goods and services commonly bought by households
price index is a pure number and does not have units

Why Inflation Matters?
Purchasing Power of Money: the amount of goods/services that can be purchased with a unit of money, negatively related to price level
inflation reduces the purchasing power of money, and real value of any fixed nominal(dollar) terms
when analyzing effects of inflation a distinction of anticipated and unanticipated inflation is needed
if anticipated changes can be made to adjust 
if unanticipated leads to more changes in real value of prices and wages than in anticipated
inflation is rarely fully anticipated or fully unanticipated

Interest Rates
Interest Rates: the price paid per dollar borrowed per period of time, expressed either as a proportion(eg. 0.06) or as a percentage
a bank will lend money to an industrial customer at a lower rate, less risk on not being repaid
rate charged on a loan that is not to be repaid for a long time will usually differ from rate on a loan that is to be repaid quickly
the prime interest rate, charged to best business customers, is noteworthy because when it changes other rates change in the same direction

Interest Rates & Inflation
Nominal Interest Rate: the price paid per dollar borrowed per period of time
Real Interest Rate: the nominal rate of interest adjusted for the change in purchasing power of money, equal to the nominal interest rate minus the rate of inflation
the burden of borrowing depends on the real, not nominal, rate of interest 

Interest Rates and “Credit Flows”
a loan represents a flow of credit between lenders and borrowers, with interest rate representing the price of this credit
credit is essential to the healthy functioning of a modern economy
banks play a crucial role in the economy intermediating between households and firms
interrupting the vital flows of credit can cause a financial crisis 

Why Interest Rates Matters?
changes in real interest rates affect the standards of living of savers and borrowers
changes in real interest lead to changes in cost of borrowing and thus to changes in firms investment plans

The Exchange Rate
Exchange Rate: the number of units of domestic currency required to purchase one unit of foreign currency
Foreign Exchange: foreign currencies that are traded on the foreign-exchange market
Foreign-Exchange Market: the market in which different national currencies are traded

Depreciation & Appreciation
Depreciation: a rise in the exchange rate—it takes more units of domestic currency to purchase one unit of foreign currency
Appreciation: a fall in the exchange rate—it takes fewer units of domestic currency to purchase one unit of foreign currency
in countries with trade more evenly spread across several trading partners, more attention is paid to the trade weighted exchange rate—this is a weighted-average exchange rate between home country and its trading partners, where the weights reflect each partner’s share in the home country’s total trade

Exports & Imports
Net Exports: difference between exports and imports, Trade Balance
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National Output and Value Added
production occurs in stages: some firms produce outputs that are used as inputs by other firms, and other these other firms in turn produce outputs that are used as inputs by yet other firms
error of double counting/multiple counting occurs when the estimating the nations output by adding all sales of firms, DIFFERENT TYPES OF OUTPUT
Intermediate Goods: all outputs that are used as inputs by other producers in a further stage of production
Final Goods: goods that are not used as inputs by other firms but are produced to be sold for consumption, investment, gov’t, or exports during the period under consideration
difficult to distinguish between final and intermediate 
Value Added: the value of a firms output minus the value of the inputs that it purchases from other firms, used to avoid double counting

Value Added = Revenue – Cost of Intermediate Goods

        Value Added = Payments to Factors of Production

value added is the correct measure of each firms contribution to total output, the amount of market value that is produced by that firm
sum of all values added in an economy is a measure of the economy’s total output

National Income Accounting The Basics
the value of domestic output is equal to the value of the expenditure on that output and is also equal to the total income claims generated by producing that output
the circular flow of income suggest 3 ways of measuring national income, which all yield same total GDP
add up value of all goods/services produced in the economy, requires concept of value added, GDP by value added
add up the total flow expenditure on final domestic output, GDP on the expenditure side
add up the total flow of income generated by the flow of domestic production, GDP on the income side
Gross Domestic Product(GDP): the total value of goods/services produced in the economy during a given period

GDP From the Expenditure Side
total expenditure on final output is the sum of four broad categories 
consumption
investment
gov’t purchases
net exports

GDP From the Expenditure Side-Consumption
Consumption Expenditure(C): household expenditure on all goods/services
services (eg. haircuts, dental care, and legal advice)
non-durable goods (eg. vegetables, clothing, flowers, and fresh meat
durable goods (eg. cars, tv, and air conditioners)
actual measured consumption expenditure is denoted by symbol Ca

GDP From the Expenditure Side-Investment Expenditure
Investment Expenditure(I): expenditure on the production of goods not for present consumption, investment goods
(eg. inventories; capital goods, such as factories, machines, and warehouses; and residential housing)
Inventories: stocks of raw materials, goods in process, and finished goods held by firms to mitigate the effect of short-term fluctuations in production or sales
drawing down of inventories is called decumulation
Capital Stock: the aggregate quantity of capital goods
Fixed Investment: the creation of new plant and equipment
building of a new house is counted as a new investment expenditure
total investment that occurs in the economy is called gross investment, split into two parts
replacement investment, amount of investment needed to replace capital stock lost through depreciation
net investment, when it is positive economy’s capital stock is growing, if negative(rarely) capital stock is shrinking

      Net Investment = Gross Investment – Depreciation

Depreciation: the amount by which the capital stock is depleted through the production process
all investment goods are part of the nations total current output, and their production creates income whether the goods are part of net or replacement
all gross investment is included in the calculation of national income, actual total investment expenditure(Ia)


GDP From the Expenditure Side-Government Purchases
when gov’t provide goods/services that households want, they add to sum of total of valuable output in the economy
Gov’t Purchases(G): all gov’t expenditure on currently produced goods/services, exclusive of gov’t transfer payments
Actual gov’t purchases(Ga)
gov’t ouput is valued at cost rather than at market value
only gov’t purchases of currently produced goods/services are included as part of GDP
Transfer Payment: a payment to an individual or institution not made in exchange for a good/service, not included in GDP, but recipient spends money adding to consumption expenditure


GDP From the Expenditure Side-Net Exports
foreign imports
Imports: the value of all domestically produced goods/services purchased from firms, households, or gov’ts in other countries
Exports: the value of all goods/services sold to firms, households, and gov’ts in other countries
actual imports(IMa)
actual exports(Xa)
Net Exports(NX): the value of the total exports minus the value of total imports, total exports minus total imports

                            NXa = Xa – IMa

when exports exceed imports, net exports are positive
when imports exceed exports, net exports are negative


GDP From the Expenditure Side-Total Expenditures
gross domestic product is measured from the expenditures side equal to sum of 4 major expenditure categories

                 GDP = Ca + Ia + Ga + (Xa – IMa)

GDP From the Income Side
calculating GDP from the income side involves adding up factor income and other claims on the value of output until all of that value is accounted for

GDP From the Income Side-Factor Incomes
3 main components of factor incomes
wages and salaries, payment for the services of labour, including all pre-tax labour earnings
interest, includes interest that is earned on bank deposits, loans, and other investment income
business profits, some profits are paid out as dividends, the rest are held by firms called retained earnings

GDP From the Income Side-Net Domestic Income
the sum of wages and salaries, interest, and business profits is called net domestic income at factor cost
its “net” because it excludes the value of output that is used as replacement investment
it is “domestic income” because it is the income accruing to domestic factors of production
it is “at factor cost” because it represents only that part of the value of final output that accrues to factors in the form of payments due to them for their services

GDP From the Income Side-Non-Factor Payments
every time a consumer spends $10, less than $10 is generated as income for factors of production
indirect taxes and subsidies
depreciation, value of capital that has been used up in process of producing final output


GDP From the Income Side-Total National Income
from the income side GDP is the sum of factor incomes plus indirect taxes plus depreciation

GDP & GNP
Gross National Product(GNP): the value of total incomes earned by domestic residents
GDP income produced, GNP income received

Which Measure is Better?
GDP is superior to GNP as a measure of domestic economic activity
GNP is superior to GDP as a measure of the income of domestic residents

Disposable Personal Income
Disposable Personal Income: the part of national income that accrues to households and is available to spend or save
subtract from GNP the parts of GNP that are not available to household (taxes, depreciation, retained earnings, interest paid to institutions) then add in transfer payments made to households
recent years made up 60% of GDP

Real & Nominal GDP
total GDP valued at current prices is nominal GDP
GDP valued at base-period prices is real GDP
change in nominal GDP reflects the combined effects of changes in quantities and prices
when real income is measured over different time periods by using a common set of base period prices, changes in real income reflect only changes in quantities 

GDP Deflator
if nominal and real GDP change by different amounts over a time period, then prices must have changed over that period
GDP Deflator: an index number derived by dividing nominal GDP by real GDP, its change measures the average change in the price of all items in the GDP

           GDP at Current Prices                   Nominal GDP
GDP Deflator =                 ÷                    X 100 =         ÷            X100
        GDP at Base-Period Prices                   Real GDP

GDP Deflator Vs. CPI
GDP inflator does not change in line with changes in CPI, the two indexes measure two different things
movements in CPI measure change in avg. price of consumer goods
GDP deflator measures change in the average price of goods produced in region

Omissions From GDP
GDP does not measure illegal activities
some illegal activities get included in national income measures although they are generally misclassified by industry
illegal income is reported as part of earnings from legal activities

The Underground Economy
a significant omission from GDP is the so called underground economy
transactions are legal only illegality involved is that such transactions are not reported for tax purposes

“Home Production” & Other Non-Market Activities
home production and volunteer activities add to economic well-being, and both use economic resources, yet both are not part of GDP as they are non-market activities 

Economic “Bads”
externalities are not part of GDP

Do The Omissions Matter?
increase in GDP implies greater opportunities for employment for households that sell their labour services in the market
unless the importance of unmeasured market activity changes rapidly, changes in GDP will do a satisfactory job in measuring changes in economic opportunities
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Desired Aggregate Expenditure
Desired Aggregate Expenditure(AE): the sum of desired or planned spending on domestic output by households, firms, governments, and foreigners

               AE = C + I + G + (X – IM)

desired expenditure does not need to equal actual expenditure, either in total or individual category
national income accounts measure actual expenditures in each of the four expenditure categories
national income theory deals with desired expenditure in each of these four categories

Autonomous Vs. Induced Expenditure
Autonomous Expenditure: elements of expenditure that do not change systematically with national income, can change but in response to changes in national income
Induced Expenditure: any component of expenditure that is systematically related to national income, plays key role in determination of equilibrium national income

Important Simplifications
to create the simplest model of national-income determination, we must focus on 2 of the 4 components of desired aggregate expenditure-consumption and investment
consumption, which is typically between 55 and 60% of GDP
largest component of aggregate expenditure
most important link between desired aggregate expenditure and real national income
investment, 20% of GDP
volatile
understanding is important for understanding fluctuations in real national income
Closed Economy: an economy that has no foreign trade in goods, services, or assets
suppose there is no gov’t and price level is constant

Desired Consumption Expenditure
in a simple model with no gov’t and no taxation
disposable income(YD) = national income(Y)
Saving: all disposable income that is not spent on consumption
two possible uses of disposable income, consumption and saving

The Consumption Function
Consumption Function: the relationship between desired consumption expenditure and all the variables that determine it; in the simplest case, the relationship between desired consumption expenditure and disposable income
disposable income
wealth
interest rates
expectations about the future
in building simple macro model we emphasize role of disposable income influencing desired consumption, but changes in other variables are also important
increase in disposable income will cause an increase in desired consumption

Average & Marginal Propensities To Consume
Average Propensity to Consume(APC): desired consumption divided by the level of disposable income

                           APC = C/YD

Marginal Propensity to Consume(MPC): the change in desired consumption divided by the change in disposable income that brought it about

                            MPC = ∧C/∧YD

The Slope of The Consumption Function
positive slope of consumption function shows that MPC is positive, increases in income lead to increases in desired consumption expenditure
constant slope of the consumption function shows that MPC is the same at any level of disposable income

45 Degree Line
a line constructed by connecting all points where desired consumption equals disposable income
has a positive slope of 1, that forms a 45 degree angle
“break-even” point, desired consumption = disposable income, therefore desired saving is zero
when consumption function is above line, desired consumption exceeds disposable income
when consumption function is below line, desired consumption is less than disposable income and so desired saving is positive, and households are paying back debt

The Saving Function
households decide how much to spend and how much to save
if the relationship between desired consumption and disposable income is known then relationship between desired saving and disposable income is know
Average Propensity to Save(APS): desired saving divided by disposable income

                               APC = S/YD

Marginal Propensity to Save(MPS): the change in desired saving divided by the change in disposable income that brought it about

                              MPS = ∧S/∧YD

APC and APS must sum to 1; MPC and MPS must sum to 1
amount desired saving is equal to vertical distance between the consumption function and the 45 degree line
when desired consumption exceeds income, desired saving is negative; when desired consumption is less than income, desired saving is positive

Shifts of the Consumption Function
consumption depends on 4 things
disposable income 
wealth
interest rates
household expectations
changes in disposable income lead to movements along the consumption function
changes in the other 3 factors lead to shifts of the consumption function

A Change In Household Wealth
household wealth is the value of all accumulated assets minus accumulated debts
Assets
savings accounts
mutual funds
registered retirement saving plans
cars and homes

Debts
mortgages
car loans
outstanding lines of credit from banks
an increase in household wealth shifts the consumption function up; decrease in wealth shifts consumption function down

A Change In Interest Rates
household consumption can be divided into consumption of durable and non-durable goods
durable goods are usually expensive so households purchase them on credit
a fall in interest rates usually leads to an increase in desired consumption at any level of disposable income; the consumption function shifts up, rise in interest rates shifts the consumption function down

A Change In Expectations
expectations about the future state of the economy influence desired consumption
optimism leads to an upward shift in the consumption function; pessimism leads to a downward shift in the consumption function

Desired Investment Expenditure
3 categories of investment
inventory investment
residential investment
new plant and equipment
extremely volatile due to 
the real interest rates
changes in the level of sales
business confidence

Desired Investment and the Real Interest Rate
real interest rate represents the real opportunity cost of using money for investment purposes
a rise in real interest therefore reduces the amount of desired investment expenditure
this relationship is easily seen when investment is split into 3 parts
inventories
residential construction
new plants and equipment

Inventories
changes in inventories represent only a small percentage of private investment 
one of the more volatile elements of total investment, it has an important influence on fluctuations in investment expenditure

Residential Construction
expenditure on residential housing is also volatile
most houses are purchased with money borrowed, meaning mortgages, interest makes up most of annual mortgage payments
therefore changes in interest rates have a substantial effect on demand for housing

New Plant & Equipment
when interest rates are high it is expensive for firms to borrow funds that can be used to build new plants of purchase equipment
high real interest rates lead to a reduction in desired investment in plant and equipments, whereas low real interest rates increase desired investment

real interest rate reflects the opportunity cost associated with an investment, the higher the real interest rate, the higher the opportunity cost of investment and thus the lower the amount of desired investment

Desired Investment & Changes in Sales
firms hold inventories to meet unexpected changes in sales and production, and they usually have a target level of inventories that depend on their level of sales
size of inventories is related to the level of sales, the change in inventories is related to the change in the level of sales

Desired Investment & Business Confidence
investment depends on firms expectations about the future state of the economy
optimism about the future leads to more desired investment; pessimism leads to less desired investment

The Aggregate Expenditure Function
Aggregate Expenditure(AE) Function: the function that relates desired aggregate expenditure to actual national income
in a simplified economy with no gov’t and international trade AE is equal to desired consumption plus desired investment

                      AE = C + I

The Marginal Propensity to Spend
Marginal Propensity to Spend(Z): the change in desired aggregate expenditure on domestic output divided by the change in national income that brought it about

                                  Z = ∧AE/∧Y

this is the slope of the aggregate expenditure function, greater than zero less than 1
marginal propensity to spend should not be confused with marginal propensity to consume
marginal propensity to spend is the amount of extra total expenditure induced when national income rises by $1
marginal propensity to consume is the amount of extra consumption expenditure induced when households disposable income rises by $1

Equilibrium National Income
for any level of national income at which desired aggregate expenditure exceeds actual income, there will be pressure for actual national income to rise
for any level of income at which desired aggregate expenditure is less than actual income, there will be pressure for national income to fall
equilibrium level of national income occurs where desired aggregate expenditure equals actual national income 

                          AE=Y

equilibrium is when the 45 degree line intersects the AE line

Shifts of the AE Function
AE functions shifts when one of its components shifts
consumption function
investment function


Upward Shifts in the AE Function
an increase in wealth causes an increase in desired levels of consumption spending at each level of disposable income
optimistic future expectations will cause an increase in planned investment
2 type of shifts
if the same addition to expenditure occurs at all levels of income, AE function shifts parallel to itself
change in marginal propensity to spend, slope of AE function changes
an upward shift in AE will increase equilibrium national income
after increase AE curve is no longer at equilibrium at original level, because at that level of desired aggregate expenditure exceeds actual national income
excess demand causes firms inventories to deplete and firms respond by increasing production

Downward Shifts in the AE Function
a decrease in wealth causes an decrease in desired levels of consumption spending at each level of disposable income
pessimistic future expectations will cause an decrease in planned investment
2 type of shifts
if an equal reduction in desired expenditure at all levels of income, AE function shifts parallel to itself
a change in marginal propensity to spend out of national income, slope of AE function changes
a downward shift in AE will decrease equilibrium national income
after decrease AE curve will no longer be a equilibrium, because at that level of desired aggregate expenditure is less than actual national income
excess supply causes firms inventories to overflow and firms respond by decreasing production

The Multiplier
Simple Multiplier: the ratio of the change in equilibrium national income divided by the change in autonomous expenditure that brought it about, calculated for a constant price level; in simple macro model it is greater than 1

The Size of the Simple Multiplier
size of the simple multiplier depends on slope of AE function that is on the marginal propensity to spend(Z)
a high marginal propensity to spend means a steep AE curve
a low marginal propensity to spend means a flat AE curve

·                      Simple Multiplier = ∧Y/∧A = 1/(1 – Z)
· 
A Realistic Estimate for the Simple Multiplier
to estimate the size of the simple multiplier in an actual economy, we need to estimate the value of the marginal propensity to spend out of national income in that economy
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Introducing Government
Fiscal Policy: the use of the gov’ts tax and spending policies to achieve gov’t objectives
gov’t spending and taxation influence national income in both short and long run

Government Purchases
desired gov’t purchases(G), are part of aggregate desired expenditure
transfer payments effect aggregate expenditure but only indirectly
gov’t purchases are autonomous with respect to the level of national income
as GDP rises or falls, the level of gov’t transfer payments will generally change
assume it does not automatically change just because GDP changes
any change is a result of gov’t policy decision

Net Tax Revenues
taxes reduce household disposable income relative to national income
transfer payments increase household disposable income 
net effect of taxes and transfer payments is what matters most
Net Taxes(T): total tax revenue minus transfer payments
when income rises, more taxes are to be paid even though tax rates are unchanged
when income rises, gov’t pays less transfers to households

                    T = tY

Net Tax Rate(t): the increase in net tax revenue generated when national income rises by one dollar, marginal propensity to tax
in presence of taxes the marginal propensity to consume our of national income is less than the marginal propensity to consume out of disposable income

The Budget Balance
budget balance is the difference between total gov’t revenue and total gov’t expenditure, it equals net tax revenue(T) minus gov’t purchases
Budget Surplus: any excess of current revenue over current expenditure
Budget Deficit: any shortfall of current revenue below current expenditure
when budget surplus and deficit are equal gov’t has a balanced budget
when gov’t runs a budget deficit, it must borrow the excess of spending over revenues, by issuing gov’t debt
when gov’t runs a surplus, it uses the excess revenue to buy back outstanding gov’t debt

Net Exports
exports depend on spending decisions made by foreign households and firms that purchase Canadian products
typically exports will not change as a result of changes in Canadian national income, therefore an autonomous expenditure
imports depend on the spending decisions of domestic households and firms
almost all goods have an import content
as consumption rises imports will also increase, consumption rises with national income
positive relationship between imports and national income

                                  IM = mY

Marginal Propensity to Import(m): the increase in import expenditures induced by a $1 increase in national income

                                NX = X – mY

exports are autonomous with respect to Y, but imports are positively related to Y, net exports are negatively related to national income
negative relationship is called the net export function

Shifts in the Net Export Function
net export function is drawn under assumption that everything affecting net exports except domestic national income, remains constant
2 major factors must be held constant
foreign national income 
international relative prices
change in income will cause a parallel shift of the function
change in proportion of income that domestic consumers want to spend on imports changes the slope o the function

Changes in Foreign Income
change in foreign income, ceteris perebis
increase/decrease of quantity of goods demanded by foreign countries
causes a parallel shift

Changes in International Relative Prices
change in price of domestic goods relative to those of foreign goods will cause both exports and imports to change
domestic products more expensive compared to foreign, function will be steeper
foreign products more expensive compared to domestic, function will be flatter

AE Function
C = a + bYD           Consumption
I                             Autonomous Investment
G                            Autonomous Government Purchases
T = tY                    Net Tax Revenues
X                            Autonomous Exports
IM = mY                Imports

                            AE = [a + 1 + G + X] + [b(1 – t) – m]Y

                                       Autonomous             Induced
                                       Expenditure          Expenditure

The Multiplier With Taxes & Imports

                 SM with taxes and imports = 1/ 1 – [MPC(1 – t) – m]

the higher is the marginal propensity to import, the lower is the simple multiplier
the higher is the net tax rate, the lower is the simple multiplier

Net Exports
if net export shifts up, equilibrium national income will rise
if net exports shifts down, equilibrium national income will fall
generally exports are autonomous with respect to domestic national income
foreign demand depends on 
foreign income
foreign and domestic prices
exchange rate
tastes

Fiscal Policy
Stabilization Policy: any policy designed to reduce the economy’s cyclical fluctuations and thereby stabilize national income
fiscal policy involves the use of gov’t spending and taxation, often motivated by desire to alter national income and hence employment
gov’t purchases increase desired aggregate expenditure
taxation decreases desired aggregate expenditure
timing and magnitude are difficult issues
takes uncertain amount of time before fiscal policies have effect on GDP
level of potential output is not measured directly and can only 
be estimated imperfectly

Changes in Government Purchases
change in gov’t purchases will lead to a change in equilibrium national income equal to simple multiplier times ∧G

Changes in Tax Rates
if tax rates change relationship between disposable income and national income changes
as a result relationship between desired consumption and national income also changes
a change in tax rate will also cause change in marginal propensity to spend out of national income
reduction in tax will cause increase in consumption, increase slope of AE curve
increase in tax will cause decrease in consumption, decrease slope of AE curve
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Exogenous Changes in the Price Level
AE curve shifts in response to a change in the price level
shift occurs due to change in the price level, affects desired consumption expenditures and desired net exports

Changes in Consumption
relationship between price level and desired consumption has to do with how changes in price level lead to changes in household wealth and thus changes in desired spending
private sector wealth is held in form of assets with nominal value, money
rise in price level lowers real value of money held by private sector
fall in price level rises real value of money held by private sector
gov’t and corporate bonds are other examples of assets that have fixed nominal value
changes in the price level change the wealth of bondholders and bond issuers, changes offset each other, so there is no change in aggregate wealth

Changes in Net Exports
rise in domestic price level(with constant exchange rate) shifts the net export function downward
causes a downward shift in the AE curve
fall in domestic price level shifts the net export function upward 
causes AE curve upward

Changes in Equilibrium GDP
causes downward shifts in both the net export function and the consumption function
an exogenous rise in price level causes downward shift in AE curve
AE cure shifts down, equilibrium level of real GDP falls
fall in price level, decreases price of domestic goods, increasing purchasing power of nominal assets, which increases desired expenditure
AE curve shifts up, equilibrium level of GDP rises

The Aggregate Demand Curve
price level and real equilibrium GDP are negatively related, shown in aggregate demand curve
Aggregate Demand(AD) Curve: a curve showing combinations of real GDP and the price level that make desired aggregate expenditure equal to actual national income
price level on vertical axis and real GDP on horizontal axis
for any given price level, AD curve shows the level of real GDP for which desired aggregate expenditure equals actually GDP
AD curve relates equilibrium GDP to price level, changes in price level cause shifts in AE curve are simply movements along the curve
movement along AD curve thus traces response of equilibrium GDP to a change in price level

The AD Curve Is Not a Micro Demand Curve
rise in the price level causes the AE curve to shift downward and hence leads to a upward and left movement along the AD curve
reflects a fall in equilibrium level of GDP
fall in the price level causes the AE curve to shift upward and hence leads to a downward and right movement along the AD curve
reflects a rise in equilibrium level of GDP
AD curve is different from micro demand curve because
dollar value of national income is not being held constant as the price level changes and we move along the AD curve
change in price level does not change the relative prices of domestic goods and thus does not cause consumers to sub between them, but change in domestic price  level does lead to a change in international relative prices thus some substitution
AD curve is negatively sloped
fall in price level leads to a rise in private sector wealth, increasing desired consumption thus and increase in equilibrium GDP
fall in price level leads to a rise in net exports and thus leads to an increase in equilibrium GDP

Shifts In The AD Curve
for a given price level, any event that leads to a change in equilibrium GDP will shift the AD curve
change in gov’t purchases or taxation
change in household consumption expenditure, firm investment behaviour, foreigners demand for domestic exports
any change other than a change in price level that causes AE urve to shift will also cause AD curve to shift
Aggregate Demand Shock: any shift in the aggregate demand curve
for a given price level, increase in autonomous aggregate expenditure shifts the AE curve upward and the AD curve to the right
for a given price level, a fall in autonomous aggregate expenditure shifts the AE curve downward and AD curve to the left

The Simple Multiplier and the AD Curve
multiplier gives the size of the horizontal shift in AD curve in response to a change in autonomous expenditure

The Aggregate Supply Curve
Aggregate Supply Curve(AS): a curve showing the relation between the price level and the quantity of aggregate output supplied, for given technology and factor prices

The Positive Slope of the AS Curve
to study the positive slope we must look at
how cost are related to output
how prices are related to output

Cost and Output
Unit Cost: cost per unit of output, equal to total cost divided by total output
as output increase, unit cost increase

Prices and Output
must consider firms that sell in two distinct types of markets
price taker
price setter
if unit cost rise with output, price taking firms will product more only if price increases, produce less if price falls
price setting firms will increase their prices when they expand output into the range where unit costs are rising, eventually prices will decrease if a reduction in their output leads to a reduction in unit cost
when output is below potential output, firms have excess capacity
increase in price of their output will induce production expansion

The Increasing Slope of the AS Curve
at low levels of GDP AS curve is relatively flat as GDP rises curve become steeper

Shifts in the Aggregate Supply Curve
for any given level of output, anything that changes firms production cost will cause AS curve to shift
changes in prices of inputs
changes in productivity
Aggregate Supply Shock: any shift in the aggregate supply curve caused by an exogenous force

Changes in Input Prices
when factor prices changes, AS curve shifts
factor price increase, profitability of current production reduced, rise in price level is required
if price level doesn’t increase reduction in production will occur
factor price increase, AS curve shifts upward left
factor price decrease, AS curve shifts downward right

Changes in Productivity
if labour productivity rises each worker can produce more, unit cost will fall, leads to lower prices competitors will try to match 
productivity increase, AS curve shifts right
productivity decrease, AS curve shifts left

Macroeconomic Equilibrium
to see how real GDP and price level are simultaneously determined by the interaction of aggregate demand and aggregate supply
hold input prices and technology constant
macroeconomic equilibrium is at prevailing price level, desired aggregate expenditure must be equal to actual GDP, which is fulfilled by every point on AD curve
macroeconomic equilibrium is at prevailing price level, where firms wants to produce this prevailing level of GDP, fulfilled every point on AS curve

Changes in the Macroeconomic Equilibrium 
rightward shift in AD curve, means at all price levels, expenditure decisions will be consistent with a higher level of real GDP
this is a positive shock
leftward shift in AD curve, means at all price levels, expenditure decisions will be consistent with a lower level of real GDP
this is a negative shock
rightward shift of AS, means at all price levels, more real GDP will be supplied 
positive shock
leftward shift of AS, means at all price levels, less real GDP will be supplied 
negative shock

The Multiplier When the Price Level Varies
when the AS curve is upward sloping, AD shock leads to a change in price level
as a result, the multiplier is smaller than the simple multiplier

The Importance of the Shape of the AS curve
over a flat range, any change in AD leads to no change in price
over intermediate range, along which AS curve is positively sloped, shift in AD curve gives rise to changes in both real GDP and price level
increase in the price level, the multiplier in this case is positive, but smaller than the simple multiplier
over the steep range, change in AD leads to a sharp change in price level with little or no change in real GDP
multiplier is nearly zero in this case
effect of any shift in AD will be divided between change in GDP and price level, depending on AS
steeper AS, greater price effect and smaller output effect

Aggregate Supply Shocks
increase in supply, price level falls and GDP rises
decrease in supply, price level rises and GDP falls
[bookmark: _WNSectionTitle_8][bookmark: _WNTabType_7]Output & Prices in the Short Run	12-02-22 7:37 PM
 

 The Short Run
factor prices are assumed to be exogenous; they may change, but any change is not explained within model
technology and factor supplies are assumed to be constant, therefore Y* constant
short-run equilibrium is determined by intersection between AD and AS curves, both subject to shocks of various kinds
level of real GDP(Y) fluctuates around a constant potential output(Y*)
allows for analysis of the fluctuations of Y around Y*, business cycle

The Adjustment of Factor Prices
factor prices are assumed to adjust in response to output gaps
technology and factor supplies are assumed to be constant, therefore Y* constant
models prediction, deviations of Y from Y* will cause wages and factor prices to adjust
allows for analysis of evolution from short-run to long-run equilibrium, adjustment process

The Long Run
factor prices are assumed to have fully adjusted to any output gap
technology and factor supplies are assumed to be changing, therefore Y* is changing
models prediction, after factor prices have adjusted, Y will return to level of Y* 
changes in Y* determines changes in Y
allows for analysis of the nature of economic growth; why Y* increases over time, economic growth

The Adjustment Process: Potential Output and the Output Gap
potential output is the total output that can be produced when all productive resources are being used at normal rates of utilization
difference between actual and potential output is the output gap
recessionary gap is when GDP is below potential
inflationary gap is when GDP is above potential
output gap changes, as actual GDP changes around a constant potential

Factor Prices and the Output Gap
when real GDP is above potential, there will be pressure on factor prices to rise, because of higher demand for factor inputs
when real GDP is below potential, there will pressure on factor prices to fall, because of lower demand for factor inputs

Output Above Potential, Y>Y*, Inflationary Gap
increased demand for factor inputs
upward pressure on wages(factor prices)
increase in factor prices will increase firms unit cost, higher price are required in order to supply at given level
AS curve will shift up, reducing equilibrium of real GDP and raising price
real GDP moves back to potential and inflationary gap closes
once Y=Y*, AS curve stops shifting

Output Below Potential, Y<Y*, Recessionary Gap
lowered demand for factor inputs
reduction in factor prices
decrease in unit cost
AS curve will shift down, increasing equilibrium of real GDP and reducing price
real GDP moves back to potential and recessionary gap closes
once Y=Y*, AS curve stops shifting

Downward Wage Stickiness
both upward and downward adjustment to wages and unit costs do occur, but they differ in speed
booms cause wages to rise rapidly
recessions cause wages to fall slowly

The Phillips Curve
wages tend to fall in periods of high employment and rise in periods of low employment
negative relationship between unemployment and the rate of change in wages has been called the Phillips curve
Phillips Curve: originally a relationship between the unemployment rate and the rate of change of money wages, often drawn as a relationship between GDP and the rate of change of money wages

Expansionary AD Shocks
adjustment in wages and other factor prices eventually eliminate any boom caused by a demand shock; real GDP returns to potential level

Contractionary AD Shocks-Flexible Wages
flexible wages that fall rapidly in presence of a recessionary gap provide an automatic adjustment process that pushes the economy back quickly toward potential output

Contractionary AD Shocks-Sticky Wages
if wages are downwardly sticky, the economy’s adjustment process is sluggish and the recessionary gap may not be eliminated quickly
a stabilization policy maybe used to achieve a rightward shift in the AD curve

Aggregate Supply Curve
when real GDP falls and price increases it is called, stagflation
exogenous changes in input prices cause the AS curve to shift, creating and output gap
adjustment process then reverses the initial AS shift and brings the economy back to potential output and the initial price level

Long-Run Equilibrium
after Y returns to Y*, economy is said to be in long-run equilibrium
vertical Y*, long-run aggregate supply curve, classical aggregate supply curve
vertical line that shows relationship between price level and the amount of output supplied by firms
in long run real GDP is determined by Y*, role of AD is to determine price level

Fiscal Stabilization Policy
increase in gov’t purchases(G) increases aggregate demand and increases(T) 
if output is below potential, fiscal policy will be designed to increase GDP with an increase in G and decrease in T
vice versa
timing, magnitude and mixture of changesimportant issues

The Basic Theory of Fiscal Stabilization
increase in G and decrease in T, will shift AD curve right
decrease in G and increase in T, will shift AD curve left

How Fiscal Stabilization Works-Closing Recessionary Gap
3 ways
private-sector demand recovers and the AD curve shifts right
when recovery does not occur rapidly, factor prices fall shifting AS curve downward to potential
when recovery does not occur rapidly, gov’t increase purchases and decrease tax to shift AD curve right
advantage of using fiscal policy
shorten recession time
disadvantage of using fiscal policy
 may cause over stimulation of economy, causing inflationary gap

How Fiscal Stabilization Works-Closing Inflationary Gap
3 ways
private-sector demand falls and AD curve shifts left
when recovery does not occur rapidly, factor prices increase shifting AS curve upward to potential
when recovery does not occur rapidly, gov’t decrease purchases and increase tax to shift AD curve left
advantage of using fiscal policy
avoid inflationary increase of prices
disadvantage of using fiscal policy
GDP maybe pushed down below potential, causing recessionary gap

The Paradox of Thrift
paradox is, what may be good for one when viewed in isolation ends up being undesirable for the economy as a whole
if everyone saves money shift AD curve left reducing short-run equilibrium
act of saving has a effecting long-run
increasing investment therefore potential output

Automatic Fiscal Stabilizers
fiscal policies, are discretionary gov’t uses discretion 
gov’t tax-and-transfer system, is an automatic stabilizer
reduces value of multiplier 
Automatic Stabilizer: elements of the tax-and-transfer system that reduce the responsiveness of real GDP to changes in autonomous expenditure
without stabilizer multiplier would be larger causing larger shift in AD curve 
lower net tax rate larger multiplier, vice versa
reduction in tax rate=less stable to shocks

Decision and Execution Lags
Decision Lag: the period of time between perceiving some problem and reaching a decision on what to do about it
Execution Lag: the time that it takes to put policies in place after a decision has been made

Temporary Versus Permanent Tax Changes
temporary changes in taxation are less effective than permanent ones

The Role of Discretionary Fiscal Policy
Fine Tuning: the attempt to maintain output at its potential level by means of frequent changes in fiscal or monetary policy
Gross Tuning: the use of macroeconomic policy to stabilize the economy such that large deviations from potential output do not persist for extended periods of time
some economist argue that stabilization policy should not be used in any circumstance
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What Is Money?
any generally accepted medium of exchange
Medium of Exchange: anything that is generally acceptable in return for goods and services sold
acts as medium of exchange, store of value, and unit of account
different kinds of money vary in the degree of efficiency which they fulfill these actions
money supply is measured by using different definitions for different purposes

Money as a Medium of Exchange
Barter: a system in which goods and services are traded directly for other goods and services, when money isn’t used
double of coincidence of wants is needed, takes a great deal of time
money makes transactions easier, efficient 
money must be
recognizable 
readily accepted
high value relative to weight
divisible 
durable
difficult to counterfeit 

Money as a Store of Value
money is convenient means of storing purchasing power
to be a effective store of purchasing power price level must be stable

Money as a Unit of Account
money can be used purely for accounting purposes without having physical existence
goods can have an assigned price and each consumers purchases are recorded

The Origins of Money-Metallic Money
all sorts of commodities have been used as money, gold/silver most effective
precious because of supply, and heavily demanded which meant a high stable price
easily recognizable, divisible, durable
before invention of coins, chunks of metal were weighed for value
invention of coinage eliminated weighing, seal from gov’t created a face value that was commonly accepted 
some people would chip precious metal off coins, which called for minting of the coins to produce a rough edge 
some gov’ts would use debasement, adding non precious metals which caused inflation of economy(net increase in demand, bid up prices)

Gresham’s Law
Gresham’s Law: theory that “bad” or debased, money drives “good” or undebased, money out of circulation
predicts that when two types of money are used side by side, the one with the greater intrinsic value will be driven out of circulation

The Origins of Money-Paper Money
artisans stored gold with goldsmiths, and were given receipts promising to return gold on demand
when purchasing artisans would go reclaim gold, if seller had no need for gold would go store back with goldsmith
Bank Notes: paper money issued by commercial banks, nominally convertible into gold

Fractionally Backed Paper Money
banks issued more paper money than redeemable, currency issued in this situation is fractionally backed by the reserves
good because money could be invested profitably in interest earning loans
bad because in times of slightly higher withdrawals banks could not meet demand

The Origins of Money-Fiat Money
as time went on currency issued by private banks disappeared replaced by currency issued by central banks
gold was brought to central banks and “gold certificates” were issued, asserted that gold was available on demand
Gold Standard: a currency standard whereby a country’s currency is convertible into gold at a fixed rate of exchange
period between world wars saw the abandonment of gold standard, replaced by fiat money
Fiat Money:  paper money or coinage that is neither backed by nor convertible into anything else but is decreed by the gov’t to be accepted as legal tender

Modern Money: Deposit Money
after private banks lost ability to issue bank notes they created deposit money
Deposit Money: money held by the public in the form of deposits with commercial banks
as with in past, banks create money by issuing more promises to pay than they have cash reserves available to pay out

The Canadian Banking System
Central Bank: bank that acts as banker to the commercial banking system and often to the gov’t as well
usually gov’t owned institution that controls the banking system and is the sole money-issuing authority
financial intermediaries are privately owned institutions that serve the general public
called intermediaries because they stand between savers(deposits) and investors(loaners)

Organization of a Central Bank
early central banks were private but developed close ties to gov’t due to importance
organization of bank is designed to keep the operation of monetary policy free from day-to-day political influence, follows a joint responsibility system
joint responsibility keeps the conduct of monetary policy free from day-to-day political influence while ensuring that gov’t retains responsibility for monetary policy

Basic Functions of a Central Bank
banker for private banks
bank for gov’t
regulator of nations money supply
regulator and supporter of financial markets

Banker to Commercial Banks
accepts deposits from commercial banks and will, on order transfer them to the account of another bank
provides commercial bank with chequing account with means of settling debts to other banks
lend money to commercial banks with sound investments 

Banker to the Federal Gov’t
keeps gov’ts chequing deposits
when gov’t requires more money it needs to borrow by issuing gov’t securities to financial institutions and large institutional investors

Commercial Banks
Commercial Bank: a privately owned, profit-seeking institution that provides a variety of financial services, such as accepting deposits from customer and making loans and other investments
hold deposits for customers 
permit certain deposits to be transferred by cheque from an individual account to other accounts held in any bank branch in country
invest in gov’t securities
make loans
divide loans into smaller pieces and repackage into securities, securitization

Provision of Credit
commercial banks play the important role of financial intermediary
offer credit which is “lifeblood” of economy

Interbank Activities
sometimes banks will agree to “pool loans”, agreeing to common terms dividing loan into manageable segments
bank credit cards
cheque clearing and collections
Clearing House: an institution in which interbank indebtedness, arising from the transfer of cheques between banks, is computed and offset and net amounts owing are calculated 

Banks as Profit Seekers
banks are private firms that seek to make profits
convenience of deposits that can be transferred by personal cheque or debit card
safe and convenient place to earn a modest but guaranteed return on savings 
financial advice and wealth management services

Reserves
commercial banks keep sufficient cash on hand to be able to meet depositors day-to-day requirements 
if a bank failed to do this, confidence would be lost
Bank Run: situation in which many depositors rush to withdraw their money, possibly leading to a banks financial collapse
banks need to close until either they had borrowed enough funds or sold enough assets to reach demand
reserves can be provided by central bank in 2 ways
can lend reserves directly on the security assets that are sound but not easy to liquidate quickly
enter open market and buy all government securities being sold

Target and Excess Reserves
Fractional-Reserve System: banking system in which commercial banks keep only a fraction of their deposits in cash or on deposit with the central bank
Reserve Ratio: fraction of its deposits that a commercial bank holds as reserves in the form of cash or deposits with the central bank
Target Reserve Ratio is the fraction of a banks deposits it would ideally like to hold as reserves, not constant over time
Excess Reserves: reserves held by a commercial bank in excess of its target reserves

Money Creation by the Banking System
money supply refers to both currency and deposits in commercial banks
fractional-reserve system provides leverage that permits commercial banks to create new deposits thus new money

Some Simplifying Assumptions
essential aspects of how banks create money, suppose that banks can invest in one asset(loans) and on kind of deposit(chequable deposit)
fixed target reserve ratio, assume all banks have same target reserve ratio which does not change
no cash drain from the banking system, assume public holds a fixed amount of currency in circulation which stats constant ratio of their bank deposits

What is a New Deposit?
individual might immigrate and bring cash, deposits in a commercial bank constitutes as a new deposit
individual who had cash stashed deposits in a commercial bank
if central bank buys gov’t security from an individual/firm, it purchases with a cheque drawn from central bank

The Expansion of Money from a Single New Deposit
if v is the target reserve ratio, a new deposit to the banking system will increase the total amount of deposits by 1/v times the new deposit, multiple expansion of deposits
with no cash drain from the banking system a banking system with a target reserve ratio of v can change its deposits by 1/v times any change in reserves

                  ∧Deposits = ∧Reserves / V

multiple expansion of deposits applies in reverse to withdrawal of funds deposits of banking system will fall by 1/v times amount withdrawn, multiple contraction of deposits

Excess Reserves
deposit creation does not happen automatically; it depends on the decisions of bankers
if banks do not choose to lend their excess reserves there will not be an expansion of deposits
money supply is partly determined by commercial banks

Cash Drain
as amount of deposits multiplies, some fraction of deposit will be added to cash held by public
this reduces the maximum expansion of bank deposits in exactly the same way that taxes and imports reduced value of simple multiplier

                        ∧Deposits =  ∧New Cash Deposit/ (c + v)
c, is the ratio of cash to deposits that people want to maintain(cash drain)
larger the cash drain, smaller the total expansion of deposits created by a new cash deposits

The Money Supply
Money Stock: the total quantity of money in an economy at a point in time, supply of money
money supply is the amount of currency plus types of deposit liabilities of the financial institutions

                          Money Supply = Currency + Bank Deposits

Kinds of Deposits
demand deposits, earned little/no interest but chequable 
savings deposits, earned higher interest but not chequable
Term Deposit: an interest earning bank deposit, subject to notice before withdrawal 
term and other non-chequable deposits pay higher interest rates than chequable
money market mutual funds and money market deposit accounts are chequable and earn high interest, but have minimum/notice of withdrawal restrictions

Definitions of the Money Supply
a common definition of money supply was M1, which included currency in circulation plus chequable deposits held at the chartered banks
does not include smaller deposits at other financial institutions or any non-chequable deposits
two more common broader measures of money supply are now used
M2: currency plus deposits at charted banks
M2+: M2 plus deposits at other financial institutions
there are broader measures (M2++, M3), broader the measure of money supply the more the concept of money being measure includes assets that do not serve as direct medium of exchange but can be transferred into a medium of exchange

Near Money and Money Substitutes
Near Money: liquid assets that are easily convertible into money without risk of significant loss of value and can be used as short term stores of value but are not themselves media of exchange
eg. term deposit
inconvenient, have to exchange
Money Substitute: something that serves as a medium of exchange but is not a store of value
eg. credit card
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Understanding Bonds
at any moment, households have a stock of financial wealth that they hold in several forms
money, in bank or wallet (non-interest earning)
bonds, all other forms of financial wealth (interest earning)

Present Value and the Interest Rate
a bond is a financial asset that promises to make one or more specified payments at specified dates in the future
Present Value(PV): the value now of one or more payments or receipts made in the future; often referred to as discount present value
depends on interest rate, used to discount value of future payments

                                          PV = R1 / 1 + i
R1, amount received one year from now

A Sequence of Future Payments
many bonds promise to make “coupon” payments every year and then return face value at end of term 

            PV = (R1 / 1 + I) + (R2 / (1 + i)^2) + . . . . (RT / (1 + i)^T)

higher interest rate suggest that any future payments are discounted at a higher rate and thus have a lower present value

A General Relationship
many types of bonds
treasury bills, gov’t bond that makes no coupon payments just one single payment in future (short-term)
other bonds, gov’t/ corp bond make regular coupon payments as well as final payment in future (long-term)
share one thing in common
promise to make some payment or sequence of payments in the future
present value of any bond that promises a future payment or sequence of future payments is negatively related to the market interest rate

Present Value and Market Price
most bonds are bought and sold in financial markets with large numbers of buyers and sellers 
present value is important because it is the most someone is willing to pay now to own the bond
market equilibrium price of any bond will be its present value

Interest Rates, Market Prices, and Bond Yields
an increase in the market interest rate will reduce bond prices and increase bond yields
reduction in market interest rate will increase bond prices and reduce bond yields
cost of investment is the price of bond, return of investment is the payout, lower bond price implies higher bond yield

Bond of Riskiness
sometimes yields can rise or fall when there is no change in market interest rate
this occurs when there is a change in the perceived riskiness
increase in riskiness of bond leads to decline in its expected present value and thus a decline in bonds price, lower bond price implies a higher bond yield

The Demand for Money
Demand for Money: the total amount of money balances that the public wants to hold for all purposes
at any given time households and firms have specific stocks of financial assets and must decide which form to hold these assets 
choosing to hold more of money, means holding same amount less of bonds

Three Reasons for Holding Money
hold money in order to carry out transactions, transactions demand for money
hold money as precaution to avoid the problems associated with missing a transaction, precautionary demand for money
hold money due to speculations of how interest rates are likely to change in future, speculative demand for money

The Determinants if Money Demand
three factors
the interest rate
level of real GDP 
price level

The Interest Rate
increase in interest rate leads firms and households to reduce desired money holdings
reduction in interest rate means holding money is costly and firms and households increase their desired money holdings
ceteris peribus, demand for money is assumed to be negatively related to interest rate

Real GDP
an increase in real GDP increases the volume of transactions in the economy an is assumed to cause an increase in desired money holding
vice versa

The Price Level
increase in the price level is assumed to cause an increase in desired money holdings
positive relationship

Money Demand: Summing Up
demand for money means firms and households have preference for holding wealth in the form of a liquid asset(money) rather than a less liquid asset(bonds)
                                                        -  +  +
                                           MD = MD (i, Y, P)

money demand depends on 3 variables

Monetary Equilibrium
in the money market 
Ms curve is vertical line, shifts right if central bank increases reserves in banking system or if commercial banks decide to lend out a larger fraction of those reserves (vice versa)
MD curve is downward sloping, shifts right if real GDP or price level rises, or increased preference to hold money, or riskiness of bond holding
Monetary Equilibrium: situation in which the demand for money equals the supply of money
interest is the price that adjusts to bring about equilibrium
at any moment the economy’s total supply of money and bonds are fixed, changes in demand can cause excess supply of money or bonds

The Monetary Transmission Mechanism
Monetary Transmission Mechanism: channels by which a change in the demand for or supply of money leads to a shift of the aggregate demand curve
occurs in three stages
1.changes in the demand for money or supply of money cause a change in the equilibrium interest rate
2.the change in the interest rate leads to a change in desired investment and the consumption expenditure(and net exports in an open economy)
3.the change in desired expenditure leads to a shift in the AD curve and thus to short-run changes in real GDP and the price level

1.Changes in the Interest Rate
money supply => excess supply of money at initial interest rate => firms and households buy bonds => bond prices => equilibrium interest rate

money demands => excess demand for money at initial interest rate => firms and households sell bonds => bond prices => equilibrium interest rate

2.Changes in Desired Investment and Consumption
money supply => interest rate => increase in desired investment expenditure  

3.Changes in Aggregate Demand
increase in money supply causes a reduction in the interest rate and an increase in desired investment and other interest-sensitive expenditure
therefore a rightward shift of AD curve
decrease in money supply causes a increase in the interest rate and an decrease in desired investment and other interest-sensitive expenditure
therefore a leftward shift of AD curve
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Changes in Employment 
over many years increases in labor force is being more or less matched by increases in employment 
but over short term unemployment rate fluctuates considerably 
actual level of employment, determined by both demand for labor and the supply of labor
in Canada
labor force has increased every year since end of second world war, supply side
jobs are created and eliminated every year, demand side
in most years enough jobs have been created to replace old jobs that have been eliminated and to provide for growing labor force
a net increase in employment is the result

Changes in Unemployment
during periods of rapid economic growth, unemployment rate falls
during recessions or of slow growth, unemployment rate rises

Flows in the Labor Market
the amount of activity in the labor market is better reflected by flows into and out of unemployment than by the overall unemployment rate

Consequences of Unemployment-Lost Output
when a person is unemployed they are a resources that is currently not producing, loss for society
although the person can find a job later the loss that occurred is permanent, serious waste of resources

Personal Cost
loss of self-esteem and the dislocation of families that often results from unemployment

Unemployment Fluctuations
new keynesians, emphasize the distinction between unemployment that exists when real GDP is equal to Y*, and unemployment that is due to deviations of real GDP from Y*
nairu, made up of frictional and structural unemployment
Cyclical Unemployment: unemployment not due to frictional or structural factors, due to deviations of GDP from Y*
Keynesians believe it exist because real wages do not quickly adjust to clear labor markets in response to shocks of various kinds
new classical, unemployment rate does fluctuates but only because of changes in the amount of friction or structural unemployment no cyclical unemployment

New Classical Theories
two major characteristics
agents continuously optimize and markets continuously clear
seek to explain unemployment as outcome of voluntary decisions
two reasons for fluctuations in employment and real wages
changes in tech that affect marginal product of labor will lead to changes in demand for labor
changes in willingness to work
flexibility of real wages results in clearing of labor market
unemployment  can be only caused by NAIRU(involuntary)

New Keynesian Theories
seek to explain why wages do not quickly adjust to eliminate involuntary unemployment
wages do not respond quickly to changes in supply and demand in labor markets 
believe that people are wiling to work but cannot find employment

Long-Term Employment Relationships-Key
one set of theory that is based on advantages to both workers and employers of relatively long-term and stable employment
workers want stable employment
employers want workers who understand the firms organization, production and marketing plans
wages and wage rate do not fluctuate to clear the market continuously

Menu Costs and Wage Contracts-Key
a typically large firms finds it costly and time consuming to constantly change prices and wages so they set constant menu costs 
output and employment will respond to changes in aggregate demand
wages are inflexible in short term, as they are set occasionally

Efficiency Wages-Key
firms pay high wages so that working is a clearly superior alternative to being laid off, employees work harder to stay away from involuntary unemployment

Union Bargaining-Key
in labor markets with powerful unions, wages are set in bargaining process
if union act in interest of “insiders” wages will be high and unemployment will exist
if union act in interest of everyone wages and unemployment will be lower

Convergence of Theories
both new classical and new key believe in long run unemployment rate tends toward, NAIRU (U*)

Frictional Unemployment
Frictional Unemployment: unemployment that results from the turnover in the labor market as workers move between jobs
people who are unemployed and are looking for jobs are said to be frictionally/search unemployed
still occurs when economy is at potential output

Structural Unemployment
Structural Unemployment: caused by mismatch in skills, industry, or location between available jobs and unemployed workers
takes time for workers to adjust to labor demands, some structural unemployment always exist

Natural Causes
structural unemployment will increase if there is an increase/decrease in pace at which demand for labor changes 

Policy Causes
government policies can influence speed with which labor markets adapt to changes
unemployment insurance contributes to structural unemployment

Why Does NAIRU Change? Demographic Shifts
greater labor force participation by groups with high unemployment rates increases NAIRU

Why Does NAIRU Change? Hysteresis
greek for lagged effect, NAIRU increases
caused by importance of experience and on the job training
unions that deny outsiders from entering

Why Does NAIRU Change? Globalization and Structural Change
globalization makes labor market larger which causes larger adjustments to economic events occurring in other parts of the world
NAIRU increases

Why Does NAIRU Change? Policy and Labor-Market Flexibility 
any gov’t policy that reduces labor-market flexibility is likely to increase NAIRU

Reducing Cyclical Unemployment
using stabilization policies, expansionary fiscal and monetary policies to reduce cyclical unemployment

Reducing Frictional Unemployment
inevitable, employment insurance can help those coping with unemployment
employment insurance can also contribute to search unemployment

Reducing Structural Unemployment
inevitable, two approaches
resist changes 
accept changes and assist adaptation
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