Unemployment Rate: Number of unemployed/Labor Force X 100
= 1,364,800 / 19,351,700 X 100 = 7.1%
Participation Rate: Labor Force / Working Age population x 100
= 19,351,700 / 29,401,200 X 100 = 65.8%
Employment Population Ratio: Number of Employed/Working Age Population x 100
17,986,800 / 29,401,200 X 100 = 61.2%
GDP Deflator = Nominal GDP / Real GDP X 100 
Increase in GDP Deflator = New GDP Deflator - Previous GDP Deflator / Previous GDP deflator
Types of Unemployment
· Frictional Unemployment
· Structural Unemployment
· Cyclical Unemployment
· Seasonal Unemployment
Natural Rate of Unemployment: The normal rate of unemployment. Consists of frictional and structural. Sometimes include cyclical.
Efficiency wage: Wage that's higher than normal wage to increase worker production by incentives.
CPI: Expenditures Now / Expenditures in base year X 100
(Future expenditures are always on the numerator.)
Value in future dollars = Value in old dollars X CPI in Future/CPI in old days
= $30,000 X 127.2/79.5 = $48,000
Real Interest Rate = Nominal Interest Rate - Inflation Rate

Chapter 8
Aggregate expenditure model: A macroeconomic model that focuses on the short-run relationship between total spending and real GDP, assuming that the price level is constant
Aggregate Expenditure (AE): Total Spending in the economy; The SUM of consumption, planned investment, government purchases, and net exports
Four components in the model (same as GDP)
1. Consumption ( C )
2. Planned Investment (I): Planned spending by firms on capital goods, and by households on new homes
3. Government Purchases (G): Spending on all levels of government on goods and services
4. Net Exports (NX): Export-Import 
AE = C + I + G + NX
Planned Investment vs Actual Investment

Aggregate Expenditure Model = Planned Investment (differs from GDP)
· The difference is that planned investment spending does not include the build-up of inventories: Goods that have been produced but not yet sold.
PLANNED INVESTMENT = Actual Investment - unplanned change in inventories
Equilibrium in the economy occurs when spending on output is equal to the value of output produced; AGGREGATE EXPENDITURE = GDP

If 
Planned AE equals GDP, inventory doesn’t change and it is in the equilibrium
Planned AE is less than GDP, inventory rises and GDP and employment decreases
Planned AE is greater than GDP, inventory falls and GDP and employment increases

Components of Real Aggregate Expenditure
CONSUMPTION
Consumption tends to follow a relatively smooth, upward trent; its growth declines during periods of recession.

Factors that affect the level of consumption
· Current disposable income
Consumer expenditures are determined by how much money consumers receive in a given year. 
Personal Income - Personal taxes + government transfer payments
Income increases most years, thus consumption increases also
· Household wealth
Can be thought of as its assets (homes, stocks, bonds, and bank accounts) minus liabilities (mortgages, student loans, ect)
Households with greater wealth will spend more on consumption, even with similar incomes. 
· Expected future income
Most people prefer to keep their consumption stable from year to year, this is known as CONSUMPTION-SMOOTHING
· The price level
As prices rise, household wealth falls. If you have $100,000 in the bank, that will buy fewer products at higher prices. Thus, higher prices results in lower spending
· The interest rate
Higher real interest rates encourage saving rather than spending; so they result in lower spending, especially on durable goods.
Consumption spending depends on how people feel about the future. If people are confident they spend more. If they’re uncertain, they spend less. This is how you predict consumption

Income and consumption have a very strong relationship. A straight line (Consumption function) indicates that households spend a consistent fraction of each extra dollar of real disposable income on consumption.

This indicates that consumers seem to have a relatively constant marginal propensity to consume.
MPC is the slope of the consumption function, relationship between consumption spending and disposable income.

MPC = Change in consumption / change in disposable income 
Example:
Suppose 2011-2012, we find
31.4 billion / 39 billion = 0.80
So if incomes rose by $10,000 , we estimate consumption would rise by $10,000 X 0.80 = $8000

The distinction between national income and GDP is relatively minor; for this simple model, we will assume they are equal, and use the terms interchangeably.
Since:
	Disposable Income = National income - Net taxes
Where “net taxes” are equal to taxes minus transfer payments, we can write
	National income = GDP = Disposable income + Net taxes
MARGINAL PROPENSITY TO CONSUME = change in consumption / change in income

Disposable income not spent is saved.
National Income = Consumption + Saving + Taxes
Y = C + S + T
Any changes in national income can be decomposed into changes in the items on the right hand side.
Changes in national income = C in C + C in S + C in T
And we assume net taxes do not change so C in T is 0
Now divide through by Changes in Y
C in Y = C in C + C in S / C in Y

Planned Investment
Investment has increased over time, but smoothly. Recessions can cause investment to fall rapidly.

Factors that affect the level of investment:
1. Expectations of future profitability
Investment goods, such as factories, office buildings, machinery and equipment are long-lived. Firms build more of them when they are optimistic about future profitability. Recessions reduce confidence in future profitability. Thus firms reduce planned invest during recession.
Purchases of new housing are included in planned investment. In recessions, households have reduced wealth, and less incentive to invest in new housing.
2. Interest rate
Since business investment is sometimes financed by borrowing, the real interest rate is an important consideration for investing
(A higher real interest rate results in less investment spending, and a lower real interest rate results in more investment spending.)
3. Taxes
Higher CORPORATE INCOME TAXES on profit decrease the money available for reinvestment and decrease incentives to invest by diminishing the expected profitability of investment. 
Similarly, investment tax incentives tend to increase investment.
4. Cash flow
Firms often pay for investment out of their own cash flow, the difference between the cash revenues received by a firm and the cash spending by the firm.
The largest contributor to cash flow is profit. During recessions, profits fall for most firms, decreasing their ability to finance investment. 
Government Purchases
Real government purchases include purchase at all levels of government federal, provincial and local.
	This category does NOT include transfer payments; only purchases for which the government receives some good or service.

Government purchases have generally increased over time; exceptions include the early 1990s and the early 2010s as the federal government made cuts to balance the budget. 

Net Exports
Net exports equals minus imports
The value of net exports is affected by:
· Price level in Canada vs the price level in other countries
· Canadian growth rate vs growth rate in other countries
· Canadian dollar exchange rate
Net exports have been negative for about 10 years. 

If canadian price level RISES FASTER than foreign price levels, Net export will DECREASE because Canadian goods become more expensive so import rise and exports fall.
If it rises slower, it's the opposite.

If Canadian GDP grows FASTER than foreign GDP, Net export will decrease because canadian demand for import rises faster than foreign demand for our exports.

If Canadian dollar RISES in value relative to other currencies, Net export will decrease because imports are cheaper, and our exports are more expensive. So imports rise and exports fall. 

On the 45 degree diagram or Keynesian diagram, the equilibrium can only be on the line.
· Any point on the 45 line could be an equilibrium; but how do we know which one will be the equilibrium in a given year?
· To determine this, recall that when they receive additional income; households consume some of it and save some of it
· The resulting consumption function tells us how much consumers will spend (real expenditure) when they have a particular income (Real GDP)
This will determine Consumption ( C ) in the equation
Y = C + I + G + NX
Macroeconomic equilibrium simply means the left side (real GDP) must equal the right side (planned aggregate expenditure)
· The trick is to find the “right” level of C. For that, we use the 45 line diagram
Start by building aggregate expenditure one element at a time in the diagram. We end up with AE.
Equilibrium occurs when Income = Expenditure when Y = C + I + G + NX
1. C ,
2.  C + I*p, 
3. C + I*p + G,
4.  C + I*p + G + NX

If real GDP decreases, Aggregate expenditure would be higher than GDP, so inventories would fall.
This would signal firms to increase production, increasing GDP. 

The reverse would occur if real GDP we above.

Even tho equilibrium can occur anywhere on the 45 line but ideally, we would like it to occur at the level of potential GDP
If equilibrium occurs at this level, unemployment will be low -- at the NATURAL RATE OF UNEMPLOYMENT, or the FULL EMPLOYMENT level.
But for various reasons, this might not occur. For example, maybe firms are pessimistic and reduce investment spending. Then the equilibrium will occur below potential GDP which means its in a recession.

Inventories play a critical role in this model of the economy

When planned aggregate expenditure is less than real GDP, firms will experience unplanned increase in inventories
· Then even if spending returns to normal levels, firms have excess inventories to sell; and they will do this instead of increasing production to normal levels.
When unplanned change in inventories decreases, real GDP increases and if changes in inventories increases, real GDP will decrease

Real GDP changes, consumption changes but planned investment, government purchases and net exports stay constant
Macroeconomic equilibrium can occur only at $1600 billion; otherwise the unplanned change in inventories will cause firms to change production and real GDP will change.

Multiplier Effect
You may have noticed that a small change in planned aggregate expenditure causes a larger change in equilibrium real GDP. 
Planned investment, government purchases and net exports are AUTONOMOUS EXPENDITURES; their level does not depend on the level of GDP
· But consumption has both an autonomous and induced effect. So its level does depend on the level of GDP and this produces the upward-sloping AE line.
An increase in an autonomous expenditure shifts the aggregate expenditure line upward. 
When this happens, real GDP increases by MORE than the change in autonomous expenditures; this is the multiplier effect.
· The value of the increase in equilibrium real GDP divided by the increase in autonomous expenditures is the multiplier
· Initially, real GDP rises by the amount of the increase in autonomous expenditure. This causes an increase in real GDP, which causes an increase in production, which causes an increase in real GDP
· Change in real GDP / Change in investment spending
· = 400 billion / 80 billion = 5
· With a multiplier of 5, each $1 increase in planned investment (or any other autonomous expenditure) eventually increases equilibrium real GDP by $5.
Spending Multiplier: 
· 1 / Marginal propensity of save eg: 1/0.5 = 2
· This means, $2 billion government spending becomes $4 billion total spending
Tax Multiplier
· MPC/MPS 
· Tax Multipliers are always 1 less than the spending multiplier
· Therefore, if spending multiplier is 9, tax multiplier is 8
Money Multiplier
· Deposited money multiplying from the banks
· 1/reserve requirement
· If the res.req is .1, money multiplier is 10
The Paradox of Thrift
Saving identity: Savings equals investment (implies that savings were the key to long-term growth)
However, if this applies to short-term, consumption decreases, incomes decrease, so consumption decreases more; potentially pushing the economy into recession.
John Maynard Keynes referred to this as the PARADOX OF THRIFT: What appears to be favorable in the long-run may be counterproductive in the short-run

The Price level and Aggregate Expenditure
As demand for a product rises, we expect that two things will occur: production will increase and so will the product’s price.
· Our model has concentrated on the first of these, but what about price changes?
In the larger economy, we also expect that increase in demand for everything (aggregate expenditure) would increase the price of everything (price level).

Will this price level change have a feedback-effect on aggregate expenditure?
· We generally expect that it will: increases in the price level will cause aggregate expenditure to fall, and decreases in the price level will cause aggregate expenditures to rise.
So how does the price level affect aggregate expenditure?
The price level affects aggregate expenditure in three ways:
1. Rising price levels decrease the real value of household wealth, causing consumption to fall.
2. If price levels rise in the Canada faster than in other countries, Canadian exports fall and imports rise, causing net exports to fall.
3. When prices rise, firms and households need more money to finance buying and selling. If the supply of money doesn’t change, the interest rate must rise; this will cause investment spending to fall.
These effects work in reverse if the price level falls.
Rising price levels decrease aggregate expenditure (AE) while falling price levels increase AE

Overall, 
· Increases in the price level cause AE and real GDP to fall
· Decrease in the price level cause AE and real GDP to rise
The Aggregate Demand Curve
Consequently, there is an inverse relationship between the price level and real GDP. 
· This relationship is known as the aggregate demand curve.
Aggregate Demand Curve (AD): A curve that shows the relationship between the price level and the level of planned aggregate expenditure in the economy, holding constant all other factors that affect aggregate expenditure. 
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Aggregate demand and aggregate supply model: A model that explains short-run fluctuations in real GDP and the price level.

In the short run, real GDP and the price level are determined b the intersection of the aggregate demand (AD) curve and the short-run aggregate supply (SRAS) curve.

Aggregate demand (AD) curve: A curve that shows the relationship between the price level and the quantity of real GDP demanded by households, firms, and the government.

Short-Run Aggregate Supply (SRAS): A curve that shows the relationship in the short run between the price level and the quantity of real GDP supplied by firms.

The aggregate demand curve shows the relationship between the price level and real GDP demanded, holding EVERYTHING ELSE CONSTANT.
A change in the price level not caused by a component of real GDP changing results in a MOVEMENT along the AD curve. 
A change in some component of aggregate demand, on the other hand will SHIFT THE AD CURVE.

AD shifts: Changes in Monetary Policy
A government policy change could shift aggregate demand. There are two categories of government policies here:
Governments propose these policies to get out of recession OR inflation!!!!! IMPORTANT

WHEN IT'S USED FOR RECESSION
1. Monetary Policy: The actions the Bank of Canada takes to manage the money supply and interest rates to pursue macroeconomic policy objectives.
TO CONTROL MONEY SUPPLY TO AFFECT INTEREST RATES AND INCREASE AGGREGATE DEMAND!
BASICALLY PRINT OUT MORE MONEY TO INCREASE INVESTMENT AND CONSUMPTION AND DECREASE INTEREST RATE TO SHIFT AGGREGATE DEMAND.!
So what they do is DECREASE RESERVE REQUIREMENT. DECREASE DISCOUNT RATE WHICH MEANS THE CENTRAL BANK LOAN OUT MORE MONEY TO COMMERCIAL BANKS. OR OMO WHICH IS BUYING BONDS.
a. If the bank of Canada causes interest rates to RISE, investment spending will fall; vice versa if it falls. Therefore, AD curve will shift to left
2. Fiscal Policy: Changes in federal taxes and purchases that are intended to achieve macroeconomic policy objectives.
Increase GOVERNMENT SPENDING (TO INCREASE AGGREGATE DEMAND!)  OR!!! REDUCE TAXES (TO INCREASE DISPOSABLE INCOME AND THUS CONSUMPTION INCREASES AND AGGREGATE DEMAND ALSO INCREASE!)
a. Increasing or decreasing taxes affect disposable income, and hence consumption. The government can also alter its level of government purchases. Therefore, personal income taxes or business taxes will shift the AD curve to the left. However, if government purchases increase, AD curve will shift to the right.
b. Households or firms could become more optimistic about the future, increasing consumption or investment respectively. Therefore, if there is an INCREASE in households’ expectation of future income or firms’ expectations of the future profitability of investments, AD curve will shift to the RIGHT.
c. If foreign incomes rise more slowly than ours, their imports of our goods fall; if ours rise more slowly, our imports fall. If our exchange rate (the value of the $CND) rises, our exports become more expensive, so foreigners buy less of them (and we buy more imports, also). Therefore, If there is an INCREASE in the growth rate of domestic GDP relative to GDP in other countries, AD curve will shift to the left because imports will increase faster than exports. (reduced net exports)
d. If the exchange rate relative to foreign currencies increase, AD curve will also shift to the left because imports will rise and exports will fall.
Low inflation and falling GDP means that the AD curve had shifted to the left.
If consumption didn’t fall, it is not because of the recession.

WHEN IT’S USED FOR INFLATION (MONETARY AND FISCAL)
(BASICALLY THE OPPOSITE OPTION OF RECESSION)
NO POLICY: WAGES GOES UP, COSTS GO UP AND AS WILL GO DOWN! SHIFTING TO THE LEFT TO RESTORE BUT THIS IS TO EVENTUALLY RESTORE NO EFFORT AT ALL
FISCAL POLICY: GOVERNMENT SPENDING DECREASES, TAX INCREASES AND THEREFORE DISPOSABLE INCOME GOES DOWN AND AGGREGATE DEMAND SHIFTS LEFT.
DONT FORGET!! NO POLICIES AFFECT AGGREGATE SUPPLY AND FISCAL POLICY AFFECT AGGREGATE DEMAND!
MONETARY POLICY: INCREASE RESERVE REQUIREMENT, INCREASE DISCOUNT RATE WHICH MEAN LESS MONEY CENTRAL BANK LENDING TO COMMERCIAL BANKS AND OMO (Open Market Operation) TO SELL BONDS INSTEAD OF BUY.
THIS WILL DECREASE MONEY SUPPLY, WHICH WOULD INCREASE INTEREST RATE, DECREASE INVESTMENT AND SHIFT AGGREGATE DEMAND TO THE LEFT.

The problem with FISCAL POLICY is that the NATIONAL DEBT INCREASES when the GOVERNMENT SPENDING INCREASES AND TAXES DECREASE WHICH WILL CREATE A NATIONAL DEBT BECAUSE THEY ARE SPENDING MORE THAN THEY MAKE!



Fall in investments are caused by a reduction in spendings on developments and such. 

Aggregate supply refers to the quantity of goods and services that firms are willing and able to supply.
The relationship between this quantity and the price level is different in the long and short run.
· Therefore, short run and long run aggregate supply curve are developed.
Long Run Aggregate Supply Curve: A Curve that shows the relationship in the long run between the price level and the quantity of real GDP supplied.
· In the long run, the level of real GDP is determined by the number of workers, the level of technology, and the capital stock (factories, machinery, etc) None of these elements are affected by the price level.
· So the long run aggregate supply curve does not depend on the price level; it is a vertical line, at the level of POTENTIAL or FULL-EMPLOYMENT GDP.
While the LRAS is vertical, the SRAS is upward sloping. Why?
· As prices of final goods and services rise, prices of inputs such as the wages of workers or the price of natural resources rise more slowly.
· A secondary reason is that some firms are slow to adjust their prices when the price level rises or falls.
Economists tend to believe that some firms and workers fail to accurately predict changes in the price level.
Based on this, there are three potential explanation for why the SRAS curve is upward-sloping
1. Contracts make some wages and prices “sticky”
Prices and wages are said to be sticky when they do not respond quickly to changes in demand or supply.
2. Firms are often slow to adjust wages
Annual salary reviews are “normal” for example.
Also, firms dislike cutting wages, it’s bad for morale
3. Menu costs make some prices sticky
Altering prices is sometimes costly in itself. Firms have menu costs when it costs them money to change prices, for example by having to print new catalogs. A small “optimal” change in price may not be worth the hassle for a firm to perform

An increase in the availability of the factors of production, like labor and capital, allows more production at any price level. So does improvement in technology. Hence, it will shift the SRAS to shift right.

A SUPPLY SHOCK is an unexpected event that causes the short-run aggregate supply curve to shift. Eg: Wages increase suddenly. Firms immediately anticipate rising input prices, and as a consequence will only produce the same amount of output if their own prices rise.

Unexpected input price Increases SRAS; Unexpected input price decreases would shift SRAS to the right instead.

Long - Run Equilibrium
The long-run macroeconomic equilibrium occurs when the AD and SRAS curves intersect at the LRAS level.

When interest rates rise, AD moves left because planned investments decrease and unemployment goes up. Therefore, AD shifts to the left and SRAS shifts to the right.

In an EXPANSION, firms become more optimistic about the future, therefore, AD shifts back right and SRAS shifts left restoring long run equilibrium.

In an supply shock, SRAS moves suddenly because things such as increase in oil prices shifts SRAS to the left. This causes STAGFLATION, combination of inflation and recession.

To recover from the supply shock, people are unemployed and products go unsold. Workers accept a lower wage and firms decrease prices in order to clear inventories.
With the decrease in expectations about prices, SRAS moves to the right, restoring long-run equilibrium.

Restore process takes few years but depends on the severity of the supply shock. An alternative to waiting this long is to use fiscal or monetary policy to increase aggregate demand.
· This will result in permanently higher prices but may be worth the cost.

Three elements affect net exports:
1. The price level
2. The real GDP growth
3. Exchange rate
· 2 and 3 can SHIFT AD but 1 causes MOVEMENT along AD.
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Money is one of the most important inventions of mankind
· Economists consider money to be any asset that people are generally willing to accept in exchange for goods and services, or for payment of debts
· Asset: anything of value owned by a person or a firm.
· Barter: trading goods and services directly for other goods and services
· Trade would require a double coincidence of wants.
Societies started using COMMODITY MONEY; goods used as money that also have value independent of their use as money such as animal skins or precious metals.
· The existence of money makes trading much easier and allows specialization, an important step for developing an economy.
Money has four primary functions:
1. Medium of exchange: Acceptable to a wide variety of parties as a form of payment
2. Unit of account: allows a way of measuring value in a standard manner
3. Store of value: allows saving and easily exchanged for goods
4. Standard of deferred payment: Facilitates exchanges across time when we anticipate that its value in the future will be predictable
In order to serve as an acceptable medium of exchange it needs to have the following characteristics:
1. Must be acceptable to people
2. Standardized quality so any two units are alike
3. Durable
4. Valuable relative to its weight
5. Divisible
Commodity money has a value independent of its use as money.
· Shells
· Precious metals such as gold and silver
· Beaver pelts
· Cigarettes in prison and such
Fiat Money
· Paper money first invented by China in the 10th century.
· In modern world, paper money is generally issued by a central bank run by the government
· Bank of Canada is the central bank in canada. 
· The Bank of Canada issues currency known as FIAT MONEY
· Fiat money refers to any money, such as paper currency that is authorized by a central bank or governmental body and that does not have to be exchanged by the central bank for gold or some other commodity money




Advantages of Fiat Money
· Governments do not have to be willing to exchange for commodity money
· This makes central banks more flexible in creating money.
Disadvantages of Fiat Money
· Only acceptable as long as households and firms have confidence that if they accept paper dollars in exchange for goods and services, the dollars will not lose much value during the time they hold them.
· If people stop using the money, it will be useless
M1+ THE NARROWEST DEFINITION OF MONEY
	Includes CASH, TRAVELERS CHECKS, and CHECKABLE BANK DEPOSITS (BASICALLY CHECKING, SAVING AND MONEY MARKET ACCOUNTS)
HIGH LIQUIDITY = CAN BE EASILY CONVERTED INTO CASH 
· Currency outside banks
· All chequable deposits at chartered banks
· Chequable deposits at trust and mortgage loan companies (TMLs)
· Chequable deposits at credit unions and caisses populaires (CUCPs)
M1++
· Includes all the M1+ and non-chequable deposits.
M2
· Currency outside banks
· Personal deposits at banks
· Non-personal demand and notice deposits at banks
· Fixed term deposits
M2+
· M2
· Deposits at TMLs and CUCPs
· Life insurance companies individuals annuities
· Government owned savings institutions
· Money market mutual funds
M2++
· M2+
· Canada Savings Bonds
· Non-Money market mutual funds.
M3
· M2
· Non-personal term deposits at banks
· Foreign currencies deposits of Canadians at banks
When talking about money supply, any one of the three might be valid, but we are mostly interested in money’s role as the medium of exchange, so this suggests using M1+
· Treat both currency and chequing and non-chequing account balances as “money”, but nothing else.
· Realize that banks play an important role in the money supply, since they control what happens to money when it is in an account.
Credit Cards and Debit Cards are not money but the checking account balance is
Credit cards are ways for people to make short-term loan from the bank issuing the card.

Banks play a critical role in the money supply.
· There is more money held in checking accounts than there is actual currency in the economy
· So the money is being created by banks.
Further, banks are profit-making private firms: among the largest corporations in the country.
· Their activities are designed to allow themselves to make a profit.
Banks use money deposited with them to make loans and buy securities (investments)
Their largest liabilities are their deposit accounts: money they owe to their depositors

Reserves are deposits that a bank keeps as cash in its vault or on deposit with the Bank of Canada.
· Notice that the bank does not keep enough deposits on hand to cover all of its deposits. This is a big part of how the bank makes a profit: lending out or investing money deposited with it.
However, bank must keep some cash available for its depositors: it does this through a combination of VAULT CASH and deposits with the Bank of Canada
These funds are reserves: deposits that a bank keeps on hand to meet customers’ withdrawals.
Banks in Canada are NOT required to hold a specific level of reserves.
Banks desire to keep a fraction of their deposits (about 5 percent) on hand as reserves
This 5% is known as the DESIRED RESERVE RATIO: The fraction of deposits banks want to keep as reserves.
Banks might increase their desired reserve ratio or reduce it depending on the state of the economy or state of financial markets.

The basic job of banks is taking deposits from some people and making loans to others. They often want collateral before making a loan (an asset they get if you don't pay the loan back)
· They also consider a borrower's credit rating in making loans.
· New online businesses are being created to lend to people who can’t get bank loans.
A T-account is a tripped down version of a balance sheet, showing only how a transaction changes a bank’s balance sheet.
When you deposit by how much whatever, reserves also increase by the same amount.
Reserves = ASSETS. 		Deposits = LIABILITIES
But when reserves and deposits occur, banks need a way to make profit. So it keeps 10% for example of the deposit as reserves and lend out the rest. 
EG: deposits $1000 and reserves. Bank takes 10% from the $1000. So Loans (ASSET) increase by $900, Deposits also increase by $900. Deposits are basically banks’ money supply. So After that, Reserves go down to $100 (10%) and Loans increased by $900 and deposits has to equal the asset side therefore, it increases to $1000.

Simple Deposit Multiplier
1 / 1- ratio of allowance of deposits
Eg:  Every round, 10$ of the deposits are kept as reserves
1. Bank of Montreal = $1000
2. Royal Bank = $900 (=0.9 X $1000)
3. Third Bank = $810 (=0.9 X 900)
4. And so on….
5. To Add up to $10,000 in TOTAL CHANGE in CHECKING ACCOUNT DEPOSITS
To find this easier without counting and adding all the rounds, simply, do 
	= 1 / 1 - 0.9 = 10 
	= $1000 X Deposit Multiplier which is 10 (The ratio of the amount of deposits created by banks to the amount of new reserves) = $10,000 
So with a 10% desired required reserve ratio, the deposit multiplier is 10
And with 20% desired required reserve ratio, the simple deposit multiplier is 5 
Then:
Change in checking account deposits = Change in bank reserves x 1/1-ratio of allowance of deposits.
Eg: Change in checking account deposits = $100,000 X 1/.10 = $1,000,000
Real-World Deposit Multiplier
With a 10% desired reserve ratio, the simple deposit multiplier tells us that a currency deposit will be multiplied 10 times but in reality this goes unnoticed. 

In general, we can assume that the real-world deposit multiplier is greater than 1. So we conclude that:
1. When banks gain reserves, they make new loans and the money supply expands.
2. When banks lose reserves, they reduce their loans, and the money supply decreases

Federal Government approves the choice of governor and has the ultimate responsibility for monetary policy.

The Bank of Canada signals its stance on monetary policy by announcing a target for the overnight interest rate. 
The overnight interest rate is the interest rate banks charge each other for overnight (24 hour) loans.

The Bank of Canada sets an operating band for this interest rate of 50 basis points (half a percent) 
Bank Rate: ib and ib-0.50 = The rate Bank of Canada targets.
The Bank of Canada is willing to lend to banks at the bank rate ib.
The Bank of Canada will pay ib - 0.5 banks deposits they make at the Bank of Canada.

By being ready to lend and borrow at either end of the operating brand, the Bank of Canada ensures the overnight rate will remain in that range. 

Open Market Operations: Refers to the buying and selling of government securities by the Bank of Canada in order to control the money supply.
· Purchase and resale agreement is just buying it and selling it later and it increases money supply
· Sale and repurchase agreement is selling and buying it back to decrease money supply.
· It can occur very quickly
Shadow Banking System

Hedge fund: firm carrying out a function that at one time was almost exclusively carried out by the commercial banks (banking activities that is not carried by the bank)
· Types of shadow banking system
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Monetary Policy
Goals
1. Price stability
2. High employment rate
3. Stability of financial institution
4. Economic Growth

For Demand for Money, higher interest rates = lower money demanded vice versa
Shifts in the Money Demand Curve 
· Decrease in real GDP or price level will shift the money demand to the left
· Increase in real GDP or price level will shift the money demand to the right
Equilibrium occurs when the money supply equals Money demand

Two models of interest Rates
1. The loanable funds model
-Interested in long term real rate of interest
2. The money market model
-Interest in short term nominal interest rate
How interest rates affect aggregate demand
Consumption
· Lower interest rate = attractive buying on credit which increases spending
· Vice versa higher interest rate
Investment
· Lower interest rates encourage capital investment by firms:
· By making it cheaper to borrow (sell corporate bonds)
· By making stocks more attractive for households to purchase, allowing firms to raise funds by selling stocks
· Lower interest rate means people will more likely to borrow money to invest (good for firms)
Net Exports 
· High Canadian interest rates attract foreign funds, raising the $CDN exchange rate, causing net exports to fall and vice versa.
· Basically HIGH INTEREST RATE = INCREASE IN CURRENCY causing net exports to fall

The Taylor Rule: Links a central bank’s target for the overnight rate to economic variables
Overnight rate target = Current inflation rate + Real equilibrium overnight rate + ((½) x inflation gap) + ((½) x output gap)
Inflation gap = Current inflation - target rate of inflation ( could be + or - )
Output gap = Current real GDP - Potential GDP ( could be + or - ) 

Asset Price Bubbles
A BUBBLE in a market refers to a situation in which prices are too high relative to the underlying value of the asset
Can form due to:
1. Herding Behaviour: Failing to correctly evaluate the value of the asset, and instead relying on other people’s apparent evaluations
2. Speculation: Believing that prices will rise even higher and buying the asset intending to sell it before prices fall. 
Eg: Stock prices of internet-related companies were “optimistically” high in the late 2000s, before the “dot-com bubble” burst, starting in March 2000. 

Chapter 12
Fiscal Policy
For Dynamic AD-AS, Expansion is used to shift AD even more to the right to reach equilibrium
Contraction is used to shift AD back a little to the left 
AD and the multiplier effect
1. Increase in government spending shifts AD to the right. This is the autonomous increase in AD
2. People perceive this as increased income and increase consumption therefore AD shifts right even more. This is the Induced increase in aggregate demand
3. The series of induced increases in AD that results from the autonomous expenditures is known as the multiplier effect.


Multipliers for Government Purchases and Taxes
Government purchases multiplier = C in equilibrium real GDP / C in G
Tax Multiplier = C in Equilibrium real GDP / C in Taxes
· The tax multiplier will be a negative number: an increase in taxes will decrease equilibrium real GDP, and vice versa 
· We expect the tax multiplier to be smaller (in absolute value) than the government purchases multiplier.
· Why? A $10 billion increase in purchases initially increases spending by $10 billion, but a $10 billion tax cut is partially spent and partially saved.
Tax multiplier applies to changes in the amount of taxes without changes in tax rates
Decreases in tax rates have a slightly different effect:
1. Increasing the disposable income of households, leading them to increase their consumption spending.
2. Increasing the size of the multiplier effect, since more of any increase in income becomes disposable income.
Since SRAS is upward sloping, autonomous and induced effects causes to shift AD twice to the right and increase BOTH price level and real GDP.
Decrease in G and increase in Taxes have a negative multiplier effect. 

Fiscal Policy is harder to use because
· Legislative delay: Parliament needs to agree on the actions
· Implementation delay: Large spending projects may take months or years to begin even when it’s approved.
Crowding Out: A decline in private expenditures as a result of an increase in government purchases.
(CROWDING OUT): So when the government fucking borrows more money, the interest rates will go up and CROWDS OUT INVESTORS AND CONSUMERS from taking out LOANS and BUYING MORE STUFF (CONSUMPTION)

Eg: Expansionary fiscal policy causes the AD curve to shift to the right. However, AD will decrease after due to crowding out. (increased interest rate due to G)

In the long-run G will have no effect on real GDP because economy always returns to potential GDP eventually without government’s intervention.
The long run effect is just the increased size of the government sector within the economy.

Recessions cause lost output and cyclical unemployment.
Losing jobs mean changes in health and income.
Christopher Ruhm said it might not be so bad because people will smoke less, drink less, eat better and even exercise more during recession. Also pollution falls.

The Federal Budget Deficit
Deficits are larger during recession than expansions but not always.
Budget Deficit: Occurs when the government’s expenditures are greater than its tax revenue
Budget Surplus is the opposite.
Typical during recessions, as tax receipts fall, and automatic stabilizers such as increases in transfer payments (unemployment insurance, welfare, etc) take effect.

These automatic stabilizers are important for limiting the severity of a recession; many economists believe that the Great Depression of the 1930s was more severe because most of these automatic stabilizers did not exists then.

Cyclically adjusted budget deficit or surplus: The deficit or surplus in the federal government’s budget if the economy were at potential GDP.
· Currently, the fed G is running a deficit while the economy is growing
· Therefore, spending needs to be cut or taxes raised in order to be balanced
· Most of the deficit cannot be explained by automatic stabilizers 
When the federal G runs a budget deficit, it finances its activities by selling securities.
The total value of those securities outstanding (payment that have not been received) is known as the NATIONAL DEBT. 

Post tax wage: workers decides how much to work to increase consumption
Pre tax wage: firm considers how much it has to pay in total for each worker
The difference between these is a tax wedge: The difference between the pretax and post tax return to an economic activity.
Small tax wedge is better because it results in higher levels of economic activity (higher real GDP)

Tax Rates Influences
Individual income tax
· Affects labor supply decisions and the returns to entrepreneurship
Corporate income tax
· Affects the incentives of firms to engage in investment
Tax on dividends and capital gains
· Affects the supply of loanable funds from households to firms, and hence the real interest rate
· Also affect the way firms disburse profits
Difference between deficit and debt
Deficit: Revenue shortfall
Debt: total of prior deficits

Government purchases and multipliers are for the short run; the long run multipliers are necessarily zero. They are still important.

Finding Equilibrium GDP
Y = C + I + G 

Y = C - (MPC x T) + I + G / 1-MPC 
Finding Government Purchases Multiplier
C in Y = C in G / 1 - MPC
Finding Tax Multiplier
Step 1: C in Y = --MPC x C in T / 1-MPC
Step 2: Divide both sides by C in T to get:
C in Y = -MPC / 1-MPC
Eg: If you get -3, (tax multiplier is always negative) A $10 billion increase in taxes decreases real GDP by $30 billion.







Chapter 13
Phillips curve: Comparison between inflation rate and unemployment rate. They have an inverse relationship.
· Consistent with the AD and AS. 
· The stronger AD increases, it would have higher inflation, lower unemployment 
· The weaker AD increases, it would have lower inflation, higher unemployment rate
· This explains the trade off between unemployment and inflation.
Structural Relationship: A relationship that depends on the basic behaviour of consumers and firms and that remains unchanged over long periods. 
· This would be useful in formulating economic policy because policymakers can anticipate that these relationships are constant which means the relationship will not change as a result of changes in policy.
If the long-run Phillips curve is a vertical line, no trade off exists between unemployment and inflation in the long run. 
Real Wage = Nominal Wage / Price level X 100
$31.50/105 X 100 = $30
If..
Actual inflation is greater than expected inflation, then the actual real wage is less than the expected real wage and the unemployment rate falls.
If..
Actual inflation is less than expected inflation, then the actual real wage is greater than the expected real wage and the unemployment rate rises.

Factors that influence natural rate of unemployment
· Demographic Changes
· Labour Market Institution
· Past high rates of unemployment

Rational Expectations: Expectations formed by using all available information about an economic variable. (Low, moderate, high inflation) 
Low Inflation: 
Non Accelerating inflation rate of unemployment (NAIRU): The unemployment rate which inflation rate has no tendency to decrease or increase
Rational Expectations: Expectations formed by using all available information about an economic variable.
Disinflation: Significant decrease in inflation rate
Leverate: The measure of how much debt an investor assumes in making an investment
Balance of Payment: The record of a country’s trade with other countries in goods, services and assets.
Current Account: The part of balance of payments that record a country’s net exports, net income on investments and net transfers.
Balance of trades: The difference between the country’s imports and exports
Financial account: Records purchases of assets a country has made abroad and foreign purchases of asset in the country.	
Net foreign investments: The difference between capital outflows from a country and capital inflows, also equal net foreign direct investment plus net foreign portfolio investment.
Capital Account: The part of the balance of payments that records relatively minor transaction such as migrant’s transfers and sales and purchases of non produced, non financial assets.
Nominal Exchange rate: The value of one country’s currency in terms of another country’s currency.
Currency Appreciation: An increase in the market value of one currency relative to another currency.
Speculators: Currency traders who buy and sell foreign exchange in an attempt to profit from it.
Real Exchange Rate: The price of domestic goods in terms of foreign goods
National Saving = Domestic Investment + Net Foreign Investment
Efficiency Wage: A higher than market wage that a firm pays to increase worker productivity
Low Inflation: Workers and firms tend to ignore it
Moderate Inflation: Doesn’t ignore it but slow to adapt. People are said to have ADAPTIVE EXPECTATION of inflation if they assume that future rates of inflation will follow the pattern of rates of inflation in the recent past. 
High Inflation: Rare occasion, Workers and firms that failed to correctly anticipate the fluctuations in inflation during these years could experience substantial declines in real wage and profits. People tend to have RATIONAL EXPECTATIONS.

When rational expectations occur, expansionary monetary policy would not work. In other words, there might not be a trade-off between unemployment and inflation, even in the short run. 

If workers and firms know that an expansionary monetary policy will raise the inflation rate, they should use this information in their forecasts of inflation. If they do, an expansionary monetary policy will not cause the actual inflation rate to be above the expected inflation rate. Instead, the actual inflation rate will equal the expected inflation rate, the actual real wage will equal the expected real wage and the unemployment rate will not fall below the natural rate. 

When AD shifts, there will be movement along the phillips curve. 
When SRAS shifts, there will be a shift on the phillips curve.
Long run; When we have inflation, wages will go up, resource price will go up. That means that AS will shift back and back at the potential GDP. When this happens, the Phillips curve will also go back to the natural rate of unemployment (LRPC).

The fluctuations in real GDP is caused by technology shocks. Technology shocks are changes to the economy that make it possible to produce either more output equals positive shock or less output equals negative shock with the same number of worker, machines and other inputs. 
Real GDP will be above its previous potential level after the positive shock and vice versa with negative shock.
The model that focuses on real rather than monetary is known as REAL BUSINESS CYCLE MODELS.

