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Part 1: Introduction
Chapter 1 – Thinking Like an Economist 
1.1
· Economics: 
· the study of how people make choices under conditions of scarcity and of the results of those choices for society
· Scarcity problem:
· Trade-offs: people have endless needs and wants, however we have limited resources
· Results in choices: having more of one thing results in less of another
· Trade-offs require choices involving compromises between competing interest
1.2
· Cost-Benefit Principle:
· An individual (or firm/society) will be better off taking an action if the extra benefits from taking the action are greater than the extra costs
· ‘best’ takes into account benefits and costs of things
· Choice under scarcity: must assume people are rational (someone with well-defined goals who tries to fulfill them as best they can)
· Economic surplus:
· Benefit of taking any action, minus costs
· Opportunity cost:
· The value of the next-best alternative that must be foregone in order to undertake a different activity
· Can be implicit/explicit (explicit + implicit = total O.C.)
· Explicit: requires an outlay or payment
· Implicit: does not involve an actual payment 
· Positive Economics (most economic models):
· Cause and effect explanation of economic relationships
· The propositions/hypotheses that emerge from positive economics can be confirmed or refuted by data; in principle data can also be used to measure the magnitude of effects predicted by positive economics
· Normative economics:
· Economic statements that are based on judgements (subjective i.e. – the government should fund school)
· Both must avoid two fallacies/errors
· Fallacy of composition: the argument that because something is true for a part, it is also true for the whole
· Past hoc fallacy: argument that because event A came before event B, A caused B
· Rational people (have well-defined goals and try to fulfill them as best they can) – apply the cost-benefit principle most of the time (intuitive and approximate way); this helps economists predict their likely behaviour
1.3-1.6
· 3 common Pitfalls 
1) Ignoring opportunity costs
· Must recognize the relevant alternative (opportunity costs) 
· Time value of money: the fact that a given dollar amount today is equivalent to a larger dollar amount in the future, because the money can be invested in an interest-bearing account in the meantime
· Therefore,  must weigh future benefits and costs against those of the present
2) Failure to Ignore Sunk Costs
· Sunk cost: cost that is beyond recovery at the moment a decision is made (i.e. non-transferable, non-refundable) 
· Sunk costs must be paid whether or not an action is taken therefore irrelevant to decision
· Rational decision makers weigh the benefit of something against only the additional costs incurred (however, regret sometimes influence this decision) 
3) Failure to Understand the Average-Marginal Distinction
· Marginal cost/benefit: increase in total cost/benefit that results from carrying out one additional unit of an activity
· Average cost/benefit: total cost/benefit of undertaking n units of an activity divided by n
· Use marginal benefits/costs to determine if it is worthwhile to change the amount of an activity 
· Average cost/benefit are irrelevant to this decision
· Principle of Relevant Costs: in considering whether to produce/consume more of a good what matters is the cost of one more unit 
1.7-1.9
· Microeconomics: study of individual choice under scarcity and its implications for the behaviour of prices and quantities in individual markets
· Macroeconomics: the study of the performance of national economies and the policies that governments use to try to improve that performance 
· Both are shaped by the fact that although economic needs and wants are unlimited, the material and human resources are not  trade-offs
· Basic issue underlying economic analysis is scarcity
· Efficiency: obtaining the largest possible total output from a given amount of inputs
· first focus of economic analysis and policy
· however, by itself is not enough (must have equity)
· Equity: state of impartiality and fairness
· Total output of society has to be divided, well-being of each person depends on their particular share of it
· Economic naturalist: someone who uses insights from economics to help make sense of observations from everyday life

Chapter 2 – Comparative Advantage: The Basis for Exchange
2.1
· Economic systems based on specialization and the exchange of goods and services are more productive than those with less specialization 
· Scarcity problem  opportunity cost (spending more time on one activity is having less time to spend on others) 
· Absolute advantage: one person has an absolute advantage over another if he or she takes fewer hours to perform a task than the other person does
· Comparative advantage: one person has a comparative advantage over another if their opportunity cost of performing a task is lower than the other person’s opportunity cost
· When two people or nations have different opportunity costs of performing various tasks, they can increase the total value of available goods and services by trading with one another
· Productivity: units of output per hour divided by units of input per hour 
· Greater productivity = absolute advantage
· Lower opportunity cost = comparative advantage
· The Principle of Comparative Advantage: total output is largest when each person (or country) concentrates on the activities for which his or her opportunity cost is lowest
· Gains made possible from specialization based on comparative advantage are the rationale for market exchange
· Can produce more if we focus on tasks which we are relatively most productive
· Sources of comparative advantage:
· Individual level: innate ability, education, training, experience
· National level: differences in natural resources, society, culture or institutions (i.e. – Canada is good at forestry b/c we have lots of forests)
· Noneconomic factors: technological change, government policies, and language (i.e. English as the world language)
2.2
· Comparative advantage and specialization allow an economy to produce more than if each person tries to produce a little of everything 
· Production Possibilities Curve (PPC): a graph that describes the maximum amount of one good that can be produced for every possible level of production of the other good
· Helps illustrate the scarcity problem: limited resources, .:. having more have one means having to settle for less of another 
· Shows opportunity cost as you move along the line
· Provides a summary of production options open to any society  confronts trade-off 
· Attainable point: any combination of goods that can be produced using current available resources (inside PPC boundary/line)
· Unattainable point: any combination of goods that cannot be produced using current available resources (outside PPC boundary)
· Inefficient point: any combination of goods for which currently available resources enable an increase in the production of one good without a reduction in the production of the other (in the PPC boundary)
· Efficient point: any combination of goods for which currently available resources do not allow an increase in the production  of one good without a reduction in the production of the other (on the PPC line)
· Comparative advantage is relative – must relate productivities of 2+ ppl/countries 
· PPC in a 2 person economy
· concave to origin b/c of individual differences in opportunity costs
· Must plot 4 points  both ppl devote time to both activities, each person spends time on what they are good at
· The Principle of Increasing Opportunity Cost: in expanding the production of any good, first employ those resources with the lowest opportunity cost. Only when all of the lowest cost resources are employed does it make economic sense to use resources that have higher opportunity costs
· PPC in a many person economy
· PPC is concave to origin 
· Resources are well0suited for different tasks
· Shows max attainable production of two goods if all resources were devoted to this
· Opportunity costs increases as economy produces more of one good
· Ranges of opportunity costs across workers is greater than 2 person economy
· Illustrates principle of increasing O.C.
2.3
· Factors that shift the economy’s PPC
· In long run, often possible to increase production of all goods  economic growth
· Economic growth greatly enhances standards of living, results from increase in amount of productive resources, improvements in knowledge or technology that can make resources more productive
· Increase in productive resources?
· Investment in new factories and equipment (technology)
· Population growth (shift of PPC, but cannot raise standard of living by itself, may decrease it)
· Technology  stimulated by opportunities in int’l trade 
· Specialization with trade will increase the quantities of goods being produced 
· Specialization of labour  efficiency
· Capitalizes on existing differences in ind. skills, but also deepens skills through practice and experience
· Also eliminates switching/start-up costs from switching among numerous tasks (i.e. factory work)
· International trade and economic growth are intertwined   economic growth
· Specialization and investment are also intertwined 
· no access to large markets = no reason to invest in specialization and productive capacity that is necessary to serve large markets 
· No capacity to serve large markets, cannot compete in them
· Specialization enhances standard of living:
· When productive activity is organized according to comparative advantage, OC of given amount of output is reduced, meaning amount of goods and services a society can obtain from its resources is increased; the greater the differences in OC, the greater gains are that comparative advantage and trade make available
· Deepens existing skills through practise and expertise, eliminates switching and start-up costs incurred from numerous tasks; these apply to ppl and tools/equipment used. Specialization depends on investment in machinery and education, b/c highly skilled workers need to be specialized  large markets can absorb quantities of goods and services produced .:. specialization depends on access to large markets
· Specialization also has costs 
· Declined variety of work (repetitive factory work has negative psychological impacts)
· Must find right balance between benefits and costs of specialization 
· Must concentrate on tasks we have a comparative advantage in 
· Specialization, exchange and circular flow of income and expenditure
· Specialization and exchange go together 
· If you specialize, must depend on someone else for other goods/services 
· Below shows simple economy (no gov., no foreign trade) TXT PG 53
· Every transaction can be seen from either as sale/purchase 
· Seller/buyer make voluntary transaction because they believe that it will make [image: mod22nf1.gif - 5.57 K]them better off

















2.4
· Comparative Advantage and International Trade
· Trading partner can benefit from exchange, even though one may be more productive then the other in absolute terms 
· Each nation only produces a small fraction of total supply of any good/service
· Price is not influenced by one nation
· The greater the difference between domestic and world OC, more a nation benefits from trade with others
· Exclusion from trade hurt a small, poor nation? 
· Puts economic pressure on government (i.e. US trade embargo on Cuban sugar)
· Controversy of Free-Trade Agreements
· NAFTA (North American Free Trade Agreement): reduces trade barriers btw CDA, USA, MEX 
· Int’l trade can increase total value of goods and services, however may not benefit everyone
· Unskilled workers in high-wage countries may be hurt in short run by reduction of barriers to trade with low-wage nations
· Issues about distribution of benefits btw trading partners, national sovereignty, and extent to which an existing pattern of comparative advantage might change over time
· MEX grow produce more cheaply than others, not honour CDA, USA labour standards  CDA, USA – lower wages/unemployment, global pollution
· Trade agreements: lock existing patterns of comparative advantage into place  difficult to develop new, more desirable patterns
· Int’l trade 
· provides access to worldwide markets
· Increases degree each of us relies on others worldwide to provide G and S 
· Questions: how its benefits will be distributed/used, and how int’l trade will affect a nation’s domestic policies, etc. 

Chapter 3 – Supply and Demand: An Introduction
· Economic issues decided in one of two ways
· Centrally – individual/small group of ppl make decisions for all (communism or on a smaller scale, families or clans)
· Capitalist/Market – individuals make decision of production and distribution within the marketplace
· Pure market economies – no gov't intervention
· Mixed market economies – goods and services are allocated by a combination of free markets, regulation and other forms of collective control 
3.1
· Market: context in which potential buyers and sellers of a good/service can negotiate exchanges
· Market price is determined by cost of production and value to consumer 
· Supply curve
· a curve or schedule showing the total quantity of a good of uniform quality that sellers want to sell at each price during a particular period of time provided that all other things are held constant
· Quantity supplied: total amount of a good of uniform quality that all sellers are willing to produce and sell at a single, specific price during a particular period of time 
· Generally upward sloping supply curve; sellers want to sell more at higher prices
· Supply curve: quantity supplied at a given price, ceteris paribus (all other variables held constant) 
· Qs (quantity supplied) = a (horizontal intercept) + b (slope) Ps (supply price)
·  Demand Curve
· Curve or schedule showing the total quantity of a good of uniform quality that buyers want to buy at each price during a particular period of time provided that all other things are held constant
· Quantity demanded: the total amount purchased by all buyers at a single specific price during a particular period of time, ceteris paribus 
· Qd (Quantity demanded) = c (horizontal intercept) – d (slope) Pd (price) (have a negative because when price increases, D decreases; inversely related)
· Market equilibrium: state that occurs when all of the forces that act on all the variables in a system are in balance, exactly offsetting each other so that none of the variables in the system has any tendency to change
· Equilibrium price and quantity: the price and quantity of a good at the intersection of the supply and demand curves for the good  the actual amount exchanged in a free market
· Market equilibrium occurs when all buyers and sellers are satisfied with their respective quantities at the market price
· Excess supply (surplus): difference between Qs and Qd when the price of good exceeds the equilibrium price; some sellers are dissatisfied when there is excess supply
· Excess demand (shortage): difference btw Qs and Qd when price of a good is below equilibrium; some buyers are dissatisfied when there is excess demand 
· Price will move to equilibrium if there is excess S or D 
3.2
· Equilibrium Principle: a market in equilibrium leaves no unexploited opportunities for individuals
· Efficient quantity of any good is quantity that maximizes the total economic surplus that results from producing and consuming the good
· Cost-benefit principle tells us to keep expanding production of good as long as marginal benefit > marginal cost
· Economic efficiency: occurs when all goods and services in economy are produced and consumed at levels that produce max economic surplus for society
· Efficiency Principle: economic efficiency occurs when total economic surplus is maximized. Efficiency is an important social goal because when the economic pie grows larger, everyone can potentially have a larger slice. 
3.3
· Change in quantity demanded/supplied: movement along the demand/supply curve that occurs in response to a change in price
· Change in demand/supply: shift of entire demand/supply curve
· Caused by ‘ceteris parabis variables’ 
· Supply:  technology (stock of knowledge, useful in producing G/S, that is available to society), cost of inputs (goods or services used in the process of producing a different good or service), expectations of the future, increase in a gov’t subsidy, more firms
· Demand:  cost of substitutes/complements, normal goods (good whose demand curve shifts rightward when income of buyer increases), inferior goods (good whose D-curve shifts leftward when income of buyer increases), preference, population
· Rules for shift of D/S curve
· Increase in D will increase equilibrium price and quantity
· Decrease in D will decrease equilibrium price and quantity
· Increase in S will decrease equilibrium price and increase equilibrium quantity
· Decrease in S will increase equilibrium price and decrease equilibrium quantity

Part 2: Macroeconomics – Issues and Data
Chapter 4: Macroeconomics: The Bird’s-Eye View of the Economy
· Macroeconomics: study of performance of national economics and gov’t policies used to try to improve performance
· Why some economies grow more rapidly than others or experience sever slumps
· Analyze factors that determine aggregate (total) consumer spending 
· Essential for analysis of issues such as unemployment, inflation and economic growth
· Search for factors that cause growth in economics, increased productivity, and living standards (long term)
· Shorter-term fluctuations in the economy (recessions/expansions): unemployment, inflation and economic interdependence among nations
· Macroeconomic policies: gov’t actions to alter overall performance of economy (important b/c major determinant of nation’s economic health)
· Major Macroeconomic Issues
· Economic growth and living standards
· Standard of living: degree to which ppl have access to G and S that makes their lives easier, healthier, safer and more enjoyable; these ppl have more and better consumer goods, longer life expectancy, better general health, higher literacy rate, cultural enrichment, better working conditions (scarcity still exists)
· Measured in output per person (better indicator than total output b/c of population)
· Canada: sustained economic growth  increase quantity and quality of G and S 
· Why? Population growth
· Productivity
· Identifying causes of increase/decrease in productivity
· Change in what average worker can produce  now, we can produce more in a shorter time
· Average labour productivity: output per employed worker
· Long-term improvement in output/worker is impressive, rate has slowed since 1970s
· Recessions and Expansions
· Cause of short-term fluctuations in the rate of economic growth? What can gov’t policy makers do about them?
· Recessions: pronounced slowdowns in economic growth
· Depressions: severe economic slowdowns
· Expansions: economy grows quickly
· Booms: strong economic expansions
· Unemployment
· Why does unemployment rise so sharply during periods of recession? Why does unemployment occur even when economy is booming? Why does unemployment differ so much from country to country?
· Unemployment rate: fraction of labour force who are looking for a job but can’t find work
· Key indicator of state of labour market
· Inflation
· Why does inflation rate change? What difference does it make to average person?
· Rate of inflation: rate at which prices in general increase over time
· Inflation rate changes sharply it can alter distribution of income btw borrowers and savers 
· Both high and negative inflation (deflation) impose costs on economy 
· Inflation and unemployment linked in policy discussions
· Unemployment can be reduced at the cost of higher inflation and vice versa
· Economic interdependence among nations
· National economies are increasingly interdependent 
· Int’l flow of G and S become a matter of political concern (NAFTA)
· Trade imbalances: occurs when quantity of Q and S that a country sells abroad (exports) differs significantly from quantity of G and S its citizens buy from abroad (imports) 
· Trade surplus: when exports > imports (+)
· Trade deficits: unfavourable balance of trade
· Foreign exchange rate (value of one currency relative to another) is another aspect of economic interdependence
4.2
· Macroeconomic policy
· Many factors contribute to economic performance, gov’t policy is among the most important
· Types of Macroeconomic policy:
· Monetary policy
· Central bank management of interest rates to achieve macroeconomic objectives
· Fiscal policy
· Decisions that determine the government’s budget, including the amount and composition of gov’t expenditures and revenues
· Gov’t budget balance: difference btw gov’t revenues and expenditures; zero when r = e, + when r>e (gov’t budget surplus), - when r<e (gov’t budget deficit)
· Structural policy
· Gov’t policies aimed at changing the underlying structure or institutions of the nation’s economy (i.e. – shift away from central planning toward more market-oriented approach in communist countries)
4.3/4.4
· Aggregation: adding up of individual economic variables to obtain economy-wide totals
· Connections between aggregate income and unemployment
· Sensible aggregation involves suppressing details, recognizing the whole can be more than sum of the parts, however must avoid fallacy of composition
· Fallacy of composition: mistake of falsely assuming that what is true at the level of a particular individual, household, firm or industry is necessarily true at a higher aggregate level
· High levels of output per worker are associated with high standards of living

Calculation for rates (growth/unemployment/GDP/inflation etc.) =   

Chapter 5: Measuring Economic Activity: GDP and Unemployment
· Economists must have up-to-date, accurate data in order to understand economic developments
· 3 basic macroeconomic variables
· Gross Domestic Product (GDP)
· Unemployment Rate
· Inflation Rate
5.1
· GDP
· The market value of the final goods and services produced in a country during a given period (most commonly used measure of an economy’s output)
· Intended to measure how much an economy produces in a given period (i.e. 3 months of the year)
· Can be measured in 3 different but equivalent ways: production (or value-added), expenditure and income approaches
· GDP:  
· Market prices provide a convenient way to aggregate the many different goods and services produced in a modern market economy 
· Provide basis for valuing public-sector services, like health care and education
· No market prices for public services provided without charge, but paid labour and other inputs used to produce them are purchased in markets
· Non-marketed public services are valued in GDP according to the market value of the inputs used to produce them
· Not all goods/services with market value go into GDP total; only G/S that are final goods and services (avoids double counting problem) 
· Final goods or services: consumed by the ultimate user; because they are the end products of the production process they are counted as part of GDP
· Intermediate goods or services: used up in the production of final goods and services and therefore not counted as part of GDP
· Process that is equivalent to adding together the value of all final goods and services is adding up the value added by all firms in the production process
Types of Adding up GDP
1) Value Added 
· Value added: for any firm, the market value of its product or service minus the  cost of inputs purchased from other firms 
· Capital good: long-lived good, which is itself produced and used to produce other goods and services (i.e. – factories and machines) 
· GDP  domestic, only production that takes place within the country’s borders is counted
2) Expenditure Method
· Measures purchases of consumer
· Divide users of final goods and services into four categories: households, firms, governments, and foreign sector (foreign purchasers of domestic products)
· Assume that all final goods and services that are produced in a country in a given year will be purchased and used by members of one or more of these four groups
· GDP =  
· Four components of expenditure: consumption (household), private-sector investment (firms), gov’t purchases (gov’t), and net exports (foreign sector)
· Consumption (personal expenditure): spending by households on G and S such as food, clothing and entertainment
· Durable goods: long lived goods such as cars, furniture (houses are treated as part of private-sector investment)
· Semi-durable goods: goods used on multiple occasions; last for +1year (clothes, footwear)
· Non-durable goods: goods used only once or last less than 1 year (gas, food)
· Services: non-tangible purchases
· Not all personal spending is counted as consumption in GDP  transfer of money for no G and S received (i.e. – allowance, donation to homeless)
· Private-sector investment: spending by firms on final goods and services, primarily capital goods and housing
· Investment in non-residential structures and equipment (gross fixed capital formation): purchase by firms of new capital goods (machinery, factories, office buildings, etc.); firms buy capital goods to increase their capacity to produce
· Investment in residential structures (housing investment): purchase of new dwellings for personal use or rental income
· Business investment in inventories (inventory investment: changes in company inventories; goods a firm produces but does not sell during the current period are treated as if the firm had bought those goods from itself making sure production = expenditure (all goods produced are sold); inventory investment decreases/increases after sales/stockpiling 
· Real investment: new physical capital or inventories but financial investment: investment with potential for financial return (stock or bond)
· Government purchases: purchases by federal, provincial and municipal governments of final goods and services; gov’t purchases do not include government transfer payments, nor do they include interest paid on public debt
· Gov’t transfer payments: payments made by the gov’t in return for which no current G or S are received (i.e. – old age security benefits, employment insurance and social assistance payments) 
· Interest paid on public debt is another type of transfer (excluded from gov’t purchases in GDP but is recorded in budgets
· Net gov’t current expenditure on G and S: consists of purchase of office supplies and services of gov’t employees (Department of National Defence spending on warships, military aircraft, weapons, etc.)
· Government gross fixed capital formation: gov’t investment in fixed capital, corresponds to gov’t purchases of new structures and equipment including waterworks, sewage systems, roads, harbours and airports (includes portion of Department of National Defence spending on durable assets for civilian purposes – docks, roads, hospitals)
· Sometimes useful to combine private-sector investment and gov’t investment into a single total  gross investment
· Private-sector and gov’t investment treated as different types of expenditures in calculating GDP by expenditure approach
· Net exports = exports –imports where...
· Exports are domestically produced final G and S that are sold abroad or to visiting tourists 
· Imports are purchased by domestic buyers of G and S that were produced abroad. Import – export = net amount of spending on domestically produced G and S
· GDP = Consumption Expenditure + Private-Sector Investment + Gov’t Purchases + Net Exports
5.3
· GDP can be divided into labour and capital income
· Different types of income:
· Wages, salaries and supplementary labour income: largest single income component of income-based GDP; supplementary labour income: monetary value of fringe benefits
· Corporate and like profits before taxes: net earnings of private-sector corporations and gov’t business enterprises after deducting an allowance (capital consumption allowances) for consumption of fixed capital; includes corporate income (dividends)
· Net farm and small business income: net income of farmers and unincorporated businesses; includes most rental income
· Interest and miscellaneous investment income: interest and other investment income (not dividends), less net investment income received from abroad and interest on public debt
· Capital consumption allowances: accounting allowances for the using up of fixed capital in the production process; major source of difference between gross and net domestic product 
· Circular flow if income and expenditure; they are equal in magnitude (diagram pg. 118)
5.4
· Nominal Vs. Real GDP
· Real GDP (constant-dollar GDP): measure of GDP in which the quantities produced are valued at the prices in a base year rather than at current prices
· Nominal GDP: measure of GDP in which the quantities produced are valued at current year prices; nominal GDP measures current value dollar of production
· Real GDP important for comparing over time b/c prices change calculate by setting base year price and multiplying quantity
· OR : Real GDP = 
5.5
· GDP only intended to measure market value of some things that ppl care about, most economist say that maximizing real GDP is not always right goal for policy-makers
· Shortcomings of using total GDP as a measure of the benefits ppl derive from the output of the economy
· Benefits ppl derive from economic output depend on what is available to them as individuals/households; not primarily related to a total that would increase if the population -increased while the amounts available/individual or household were held constant  remedied by dividing GDP by population to get GDP per capita
· Benefits ppl derive from economic output depend upon distribution of income (i.e. – small number of ppl control most of GDP) 
· GDP is a measure of G and S produced by residents of a country (i.e. – US car factory in CDA: workers are paid but profit of the plants not included in GNI)
· Gross National Income (GNI): market value of G and S produced by factors of production owned by the residents of a country
· “Gross” concepts include the value of investment devoted to replacing obsolete capital goods however, growth is not necessarily related to growth of the benefits ppl derive from economic output .:. Net domestic product/national income may be better economic performance indicators
· Shortcomings of common proposals to increase GDP at the expense of other things that ppl value
· Non-working time: increase the length of standard workweek in CDA could raise GDP, but longer hours would not necessarily make avg employee better off  less time for rest and relaxation
· Environmental quality and resource depletion: proposals regarding environmental regulation and deregulation could increase GDP but, need to be assessed by comparing costs and benefits
· Non-renewable or finite natural resources are a stock  increasing production and sale of these, but value of stock will decline
· Quality of daily and working life
5.6
· Real GDP per capita is related to living standards
· Real GDP per capita does tend to be positively associated with things ppl value
· Availability of G and S: high per capita GDP enjoy better and more G and S
· Health and Education: better living standards: life expectancy,, infant mortality rates, births attended by skilled health personnel and educational opportunity
· Change GDP per capita  measure of well being?
· GDP accounts have many uses (budget forecasting, testing macro theories, int’l comparisons, etc.); cannot be replaced by sthg else
· GDP accounts is closely related to employment
· GDP is measured with a high degree of objectivity in accordance with UN guidelines; broader measure of well being would lack official int’l approval and would require more subjective valuations of difficult-to-measure activities
· GDP should co-exist with other measures, not replace them
· If questionable proposals for increasing GDP at the expense of other things that ppl care about come from special interests concerned with personal gain, it is unclear that replacing GDP with a broader measure would achieve anything beyond a change in the tactics employed by special interests
· GDP can be supplemented with other measures without being replaced by them
5.7
· Best known labour force statistic: unemployment rate (linked with GDP); sensitive indicator of conditions in labour market
· Low unemployment: improving wages and working conditions
· Measuring unemployment (3 categories, after you reach 15):
· Employed: paid work or if a person has a job but not working due to illness, personal or family responsibilities, vacation, or a labour dispute
· Unemployed: no work during the preceding week but was available and made some effort to find work (temporary layoff, job to start in future)
· Not in labour force: not work in past week and did not look for work in the past four weeks (full time students, homemakers, retirees) 
· Find unemployment rate
· Calculate size of labour force: total number of employed and unemployed ppl in economy 
· Unemployment rate: number of unemployed ppl/labour force
· Unemployment rate not a measure of how many CDNs using Employment Insurance benefits
· Participation rate (Labour force participation rate): labour force/working age population 
· Unemployment imposes costs on a country:
· Economic: lost output b/c workforce is not fully utilized; net drain on gov’ts budget is a cost to all tax payers
· Psychological: felt primarily by unemployed workers and families; lead to a loss of self-esteem, loss of control over one’s life, depression and even suicidal behaviour
· Social: result of economic and psychological; unemployed ppl tend to be associated with increases in crime, domestic violence, alcoholism, drug abuse and other social problems (anger, frustration, despair); more public resources spent to counteract these problems
· Supplementary measures of unemployment:	
· Discouraged workers: ppl who say they would like to have a job but have not made an effort to find one in the past four weeks (b/c they believe no jobs are available to them) 
· Involuntary part-time workers: ppl who say they would like  to work full-time, but only able to find part-time work 
· However, official unemployment rate: best indicator of CDN labour-market conditions

Chapter 6: Measuring the Price Level and Inflation

· Implications of inflation economic measurement, impact on economy 
· Inflation: change for economic growth and income distribution dependent on level, rate of change and whether/not it is anticipated
· Quantities that are measured in dollars, or other currency units, then adjusted for inflation are called real quantities
· Real quantities help economists compare real incomes, wages or interest rates
6.1
· price level: overall levels of prices at a point in time as measured by a price index such as the CPI 
· consumer price index: basic tool used by economists to measure price level in the Canadian economy; for any period, measures the cost in that period of a standard basket of goods and services relative to the cost of the same basket of goods and services in a fixed year, called the base year
· CPI = 
· Measures cost of living in a given period (i.e. – month/year) relative to what it was in the base year
· CPI = price index: a measure of the average prices of a given class of goods or services relative to the price of the same goods and services in a base year   used to asses economic trends
· Economists use diff. price indexes i.e. Raw Materials Price Index: forecast change in prices of CDN manufactured goods b/c manufacturers tend to pass on increases in price of raw materials to their customers
· Industrial Product Price Index: measures the prices that producers in CDA receive as their goods leave their production facilities
· Price Indexes of national accounts (i.e. – GDP deflator: important b/c it measures price level of all G and S making up GDP) 
6.2
· CPI: measure of average level of prices relative to prices in the base year
· Inflation: measures how fast average price level changes over time
· Rate of inflation the annual percentage rate of change in the price level as measured, for example, by the CPI 
· Inflation rate: 
· Deflation: situation in which the prices of most G and S are falling over time so inflation is negative
6.3
· CPI allows us to:
· measure changes in cost of living
· adjust economic data to eliminate effects of inflation
· convert quantities measured at current dollar value into real terms (deflating); convert real quantities into current-dollar terms (indexing)  useful for anyone who needs to adjust payments, accounting measures or other economic quantities for the effects of inflation
· CPI adjusts nominal quantities: quantities measured at their current dollar values – for the effects of inflation 
· Must calculate purchasing power in real terms; real quantity: a quantity that is measured in constant or base year dollar terms
· Deflating (a nominal quantity): 
· Real quantities sometimes referred to as inflation-adjusted quantities
· Real wage: the wage paid to workers measured in terms of real purchasing power (nominal wage/CPI)
· GDP deflator: real GDP = nominal GDP/GDP deflator x 100
· CPI used to deflate nominal wages and income, however, GDP deflator is also a general price index
· CPI: workers standpoint, GDP: employers standpoint
· CPI includes import prices (GDP does not)
· CPI includes only prices of consumer G and S; GDP deflator also includes the prices of producer and intermediate goods
· CPI compares price of a fixed basket of G and S today with same basket in the base year; composition of G and S used to compute GDP deflator changes regularly
· Indexing: practice of increasing a nominal quantity each period by an amount equal to the percentage increase in specified price index; indexing prevents the purchasing power of the nominal quantity from being eroded by inflation (maintain buying power) 
6.4
· Fisher effect: high inflation rates will tend to produce high nominal interest rates (hypothesis)
· Nominal interest rate:  the type of interest rate found in everyday life – the price paid per dollar borrowed per year
· Real interest rate: the nominal interest rate – inflation rate 
· Anticipated inflation: when the rate of inflation turns out to be roughly what most ppl had expected
· Unanticipated inflation: when the rate of inflation turns out to be substantially different from what most ppl had expected 
· Nominal interest rates tend to be high when inflation rates are high and vice versa 
· Higher nominal interest rate when inflation rate is high so that their real rate of return will be unaffected (and vice versa)  fisher effect:  the tendency for nominal interest rates to be high when inflation is high and low when inflation is low  (not exact)
6.5
· Distinguish btw price level and relative price of a G/S
· Price level: measure of overall level of prices at a particular point in time as measured by a price index (i.e. CPI) 
· Relative price: price of a specific G/S in comparison to the prices of other G and S 
· Relative price change and change in price level are not the same!  
· Changes in relative prices not the same as a rise in overall price level: increase in the price of some goods counterbalanced by decreases in price of others  price level and inflation rate largely unaffected 
· Inflation can exist without change in relative prices: everything, including wages and salaries increase by 5%/year  no change in rel. prices 
· Distinction important for gov’t changes in macroeconomic policies (monetary/fiscal policies): high inflation vs. increase in price due to imposition of new taxes
Terminology used to describe overall price change
· Zero inflation: when the price level stays roughly constant from one year to the next 
· Stable inflation:  when the inflation rate stays roughly constant from one year to next
· Accelerating inflation: when the inflation rate rises from one year to the next
· Disinflation: when the inflation rate falls from one year to the next 
Intensity: 
· Low inflation: typically means inflation between 1 and 3%/year
· Moderate inflation: 3 and 6%/year
· High inflation: more than 6%/year
· Hyperinflation: more than 500%/year
6.6
· Economic consequences of various types of inflation  
· Unanticipated inflation and income distribution
· Unexpected disinflation can cause workers’ real income to increase (income shift from employer to employee provided employer can cover expense without resorting to layoffs or getting driven out of business)
· Opposite: inflation rate unexpectedly rose, workers’ wages do not increase, real wages would stagnate (income shifts to employer) 
· Wages indexed to CPI to prevent unexpected changes in inflation rate from having an impact on real wages
· Consequences for borrows and lenders: unexpectedly low inflation rates help lenders and hurt borrowers by forcing borrowers to repay in dollars that are worth more than expected when the loan was made; unexpectedly high inflation rates help borrowers and hurt lenders because borrowers are able to repay their loans in less-valuable dollars
·  Full indexing of loans to CPI is not common in CDA, but variable rate mortgages provide a form of indexing
· Anticipated inflation and income distribution
· Public pensions and basic features of the federal income tax systems are now fully indexed for inflation
· Private company pensions not indexed to inflation, at least explicitly 
· Anticipated inflation may result in erosion of living standards, income lost by one group is gained by another; program spending in one area is eroded by inflation, than program spending in another area can be increased (or i.e. – cut taxes) 
· When inflation is anticipated and gov’ts fail to increase nominal program spending to offset the impact of inflation, then the decline in the real value of program spending is more the result of a gov’t spending decision than it is the result of inflation 
· Low and moderate inflation and economic growth
· Zero inflation: optimal for economic growth	
· Inflation interferes with information conveyed by price changes
· Economy with negligible inflation, the supplier of a product will recognize an increase in its price as a relative price increase signalling the profitability of bringing more product to the market
· Demanders interpret price increase as a relative price increase signalling that they should economize the use of product 
· However, with inflation, not all price changes represent relative price changes; any substantial amount of change in the price level will make it difficult for market participants to interpret the extent to which price changes involve relative price changes (price signal distortion hypothesis)
· Inflation interferes with long-term planning of household and firms
· People will sign long term contracts involving interest rates, wages, etc.  no time wasted on renegotiation resulting in a more efficient economy
· Moderate inflation over zero/low inflation
· Zero inflation can produce lower economic growth b/c hampers flexibility of real wages
· Downward nominal wage rigidity hypothesis: the claim that low levels of inflation will reduce efficiency because real wage cuts will then typically require nominal wage cuts which can be resisted  
· If inflation rate is a few percentage points or higher, then appropriate real wage cuts can typically be achieved without nominal wage cuts 
· If inflation rate is zero, 3% cut in real wages requires a 3% cut in nominal wages  perceived as unfair therefore low inflation tends to impair real wage flexibility and hence economic adjustment
· Recessions: banks cut interest rates, however if official rate is already very low in line with low inflation, then macroeconomic policy will be deprived of key policy level 
· Zero bound on nominal interest rates hypothesis: claim that b/c interest rates cannot go below zero a central bank may be unable to stimulate the economy with rate cuts if the official interest rate is low to begin with
· Moderate inflation is that a rapidly growing economy will naturally tend to produce moderate inflation (i.e. when inflation rate increases b/c of oil price or sales tax increases); if gov’t tolerates moderate inflation, then economy may continue to grow at a steady pace
· Disinflation and economic growth
· Can be brought about by incomes policy (gov’t initiated attempt to curb inflation by controlling the growth of labour and capital income)
· Disinflation typically the product of central bank policy (raising official interest rate) 
· 2 biggest recessions in CDN history associated with attempts by Bank of CDA to produce disinflation 
· Deflation and economic growth 
· Deflation associated with weak or negative economic growth for some of the same reasons disinflation has:
· Investors who can earn tax-free annual return of x% by storing cash may be reluctant to make their money available for private-sector investment which would spur employment and productivity increases in economy
· Hyperinflation and economic growth
· Hyperinflation impairs the efficiency of an economy severely  lower growth
· Increases costs of making economic transactions: transaction costs – shoe-leather costs and menu costs
· Shoe leather costs: time and resources used up as ppl attempt to minimize losses they incur from rapidly falling value of money (i.e. – ppl going to bank 2x/day to keep money in inflation-indexed accounts and as little as possible in rapidly depreciating costs)
· Menu costs: frequency with which prices must be changed 
· Shoe-leather costs minimized in a state of rapidly falling prices
· Menu costs increased by rising and falling prices
· High, accelerating inflation and economic growth
· High inflation may/may not harm economic growth directly
· Combined with accelerating inflation it typically means that future inflation rate is difficult to predict and income is randomly distributed btw employers and employees, borrowers and lenders, etc
· May eventually transform into hyperinflation
· Most serious problem: political  high and accelerating inflation create a political consensus in favour of clamping down on inflation, typically through disinflation (costly) induced by central bank policies  disinflation leads to recession 

Part 3: The Economy in the Short Run
Chapter 7 – Short-Term Economic Fluctuations: An Introduction

7.1
· Recession (or contraction): period in which the economy is growing at a rate significantly below normal; extremely severe or protracted recession is called a depression
· Generally when GDP falls for at least 2 consecutive quarters
· Peak:  the beginning of a recession, the high point of economic activity prior to a downturn
· Trough: the end of a recession, the low point of economic activity prior to a recovery 
· Expansion: a period in which the economy is growing at a rate significantly above normal ; a particularly strong and protracted phase of an expansion is called a boom
7.2
· Periods of expansion and recession or fluctuations are referred to as business cycles or cyclical 
· fluctuations  not accurate term because economic fluctuations are not predictable, but irregular in length and severity (difficult to predict despite knowledge)
· Expansions and Recessions are felt throughout the economy (i.e. – Great Depression) 
· Unemployment is a key indicator of short-term economic fluctuations
· Unemployment rate typically rises sharply during recessions and recovers more slowly during expansions 
· Part of unemployment associated with recessions is called cyclical unemployment, labour market conditions also become less favourable to workers during recessions
· Inflation rate follows a typical pattern in recessions and expansions (not as sharply defined); rate of inflation declines soon after recessions start; inflation rate increases have also come before some recessions
· Durable goods industries (i.e. – cars, houses, capital equipment) are more affected by recessions and booms 
· Services and non-durable goods (i.e. – hairstylist or baker) are less sensitive to short term fluctuations
7.3
· When output and unemployment rate deviate significantly from their normal trends it signals whether a recession or expansion is “big” 
· Potential output (or potential GDP or full-employment output): the amount of output (real GDP) that an economy can produce when using its resources such as capital labour, at normal rates; not a fixed number but grows over time (Y*) 
· Cause of short-term economic fluctuations: actual output does not always equal potential output; sometimes actual output = potential, but potential is growing slowly/quickly
· Output gap (or Y* – Y): difference btw the economy’s potential output and its actual output at a point in time
· Recessionary gap: a positive output gap which occurs when potential output exceeds actual output
· Expansionary gap: a negative output gap, which occurs when actual output is higher than potential 
· Goal: output gap zero
· Recessions: actual output falls below potential, implying reduced living standards; embarrassing for policy-makers because imply that the economy has the capacity to produce more but are inefficient (not fully using resources)
· Important indicator of low utilization of resources during recessions: unemployment rate – 4 types
· Frictional unemployment: short-term unemployment associated with the process of matching workers with jobs; least costly of four types
· Structural unemployment: unemployment that occurs when workers are unable to fill available jobs because they lack the skills, or do not live where jobs are available (mismatch) 
· Seasonal unemployment: unemployment associated with the seasons and/or weather
· Cyclical (or demand-deficient) unemployment: the extra unemployment brought about  by periods of recessions
· Natural rate of unemployment (or u*): the part of the total unemployment rate that is attributable to frictional, structural and seasonal unemployment; or the unemployment rate when cyclical unemployment is zero, so the economy has neither a recessionary nor an expansionary output gap
· Frictional, structural and seasonal unemployment depend upon institutions, structural policies, technology and other factors  natural rates of unemployment vary among countries
· Cyclical unemployment: diff. btw total unemployment rate and natural unemployment rate: u – u*(u: actual unemployment rate); + = recession, - = expansion
· Okun’s law: states that each extra percentage point of cyclical unemployment is associated with about a 2 percentage point increase in the output gap, measured in relation to potential output; used to infer information
7.4
Why do short-term fluctuations occur?
· Growth in potential output may slow down/speed up, reflecting changes in the growth rates of available capital and labour and in the pace of technological progress
· Even if potential output is growing normally, actual output may be higher or lower than potential; output gaps may develop
How output gaps arise/what policy-makers should do in response:
· G and S prices do not automatically adjust to balance the quantity supplied and demanded; rather than changing prices, firms adjust changes in demand in the short run by varying quantity of output produced and sold (“meeting the demand” at a preset price)
· Changes in economy-wide spending are the primary cause of output gaps;  gov’t policies can help eliminate output gaps by influencing total spending (i.e. – by changing its own level of purchases)
· Although firms tend to meet demand in the short run, they will not be willing to do so indefinitely: adjust prices relative to demand (eliminate output gaps)
· Eventually price changes by firms and adjustments to wages may work to eliminate output gaps and bring production back into line with the economy’s potential output (process: slow, policy-makers such as central bankers must take action to speed up elimination of output gaps)
Calculations for Chapter 7
· Rule of 72: to find out how much time it will take the real GDP to double
· 72 / [growth rate]
· Find real GDP after x amount of years
· [initial real GDP] × [1 + ([growth rate]/100)] x years

Chapter 8: Spending and Output in the Short Run
8.1
· Keynesian model (only for short run) : 
· Decline in aggregate spending may cause output to fall below potential output, a model of how recessions and expansions may arise from fluctuations in aggregate spending
· Basic assumption: in the short run, firms meet the demand for their products at preset prices; do not change price to meet every change in demand, typically set a price for some period, then meet demand at that price (firms produce just enough to satisfy their customers at the prices that have been set)
· Do not change prices frequently because doing so would be costly  menu costs: cost of changing prices
· Menu costs will not prevent firms from changing prices indefinitely  decision to change prices reflects a cost-benefit comparison: prices should be changed if the benefit of doing so outweighs the menu costs associated with making the change
8.2
· Planned aggregate expenditure (PAE): total planned spending on final goods on services; output at each point in time determined by the amount that people want to spend (total planned spending sometimes called total desired spending)
· Four components of total (aggregate) spending on final goods and services
· Consumer expenditure (consumption (c)): spending by households on final goods and services (i.e. – food, clothes, entertainment and durable goods like cars); largest component of planned aggregate expenditure is consumption spending
· Private-sector investment (I): spending by firms on new capital goods such as office buildings, factories and equipment; spending on new houses and buildings (residential investment) and changes in inventories (inventory investment) are also included
· Government purchases(G): spending by governments (federal, provincial and municipal) on goods and services (exclude CPP, EI and interest on public debt)
· Net exports (NX): exports – imports ; exports are sales of domestically produced G and S to foreigners ; imports are purchases by domestic residents of G and S produced abroad ; net exports represent the net demand for domestic goods by foreigners 
· Planned spending vs. actual spending 
· PAE = C + Ip + G + NX
· Ip: planned investment spending by firms; I = actual private-sector investment spending 
· Important determinant of amount ppl consume is their after-tax or personal disposable income
· Higher disposable income: consume more than lower
· Disposable income: total production of the economy – net taxes; consumption spending increases as disposable income (Y – T) increases
· C = C + c(Y-T) (consumption function): relationship between consumption spending and its determinants such as disposable (after-tax) income)
· First term C: captures factors other than disposable income that affect consumption; an increase in desired consumption at any given level of disposable income would be represented in the consumption function as an increase in the term C
· Wealth effect: the tendency of changes in asset prices to affect households’ wealth and thus their spending on consumption goods and services
· Second term: c(Y-T): reflects effect of disposable income Y – T on consumption, c: marginal propensity to consume (MPC): amount by which consumption rises when current disposable income rises by $1; 0<c<1
· Marginal propensity to consume will generally differ from average propensity to consume (APC): consumption divided by disposable income
· Conclusion: higher disposable income implies higher consumption
· Planned aggregate expenditure can be divided into two parts: part that depends on output (Y) and a part independent of output
· Autonomous expenditure: the portion of planned aggregate expenditure that is independent of output
· Induced expenditure: the portion of planned aggregate expenditure that depends on output Y 
· Short-run equilibrium output: the level of output at which output Y equals planned aggregate expenditure; the level of output that prevails during the period in which prices are predetermined; Y = PAE 
· Can be solved numerically or graphically
· Graphical solution: Keynesian cross  two lines, a 45o line that captures the condition Y = PAE and the expenditure line, which shows the relationship of PAE to output
· Short –run equilibrium output is determined at the intersection of the two lines
· If short-run equilibrium output differs from potential output, an output gap exists
· Increases in autonomous expenditure shift the expenditure line upward, increasing short-run equilibrium output and vice versa
· Decreases in autonomous expenditure that drive actual output below potential are a possible source of recessions
· Generally, a one-unit increase in autonomous expenditure leads to a larger increase in the short-run equilibrium output result of : income-expenditure multiplier: the effect of a one-unit increase in autonomous expenditure on short-run equilibrium output
· Multiplier rises b/c a given initial increase in spending raises the incomes of produces which leads them to spend more, raising incomes and spending of other producers etc.
 8.3
· Stabilization policies: gov’t policies that are used to affect planned aggregate expenditure, with the objective of eliminating output gaps
· Expansionary policies: gov’t policy actions to increase planned spending and output (may lead to increase in inflation)
· Contractionary policies: gov’t policy actions designed to reduce planned spending and output; offset an expansionary gap
· 2 types of stabilization policy, monetary and fiscal policy (monetary: central banks and interest rates, fiscal: gov’t spending and tax revenue collection) 
· Keynes felt that changes in gov’t spending was probably the most effective tool for reducing/eliminating output gaps
· Gov’t purchases of G and S are a component of planned aggregate expenditure, so planned spending is directly affected by changes in gov’t purchases  gov’t can help guide economy toward full employment by changing its own level of spending
· Fiscal policy also includes level of tax collections and gov’t transfer payments
· Interest on public debt is a significant transfer from gov’t to households but it is largely determined by the stock of outstanding public debt and by market interest rates rather than by fiscal policy makers (assume it is constant) 
· Changes in taxes or transfer payments do not affect planned spending directly  indirectly changing disposable income in the household sector
· Tax cut or increase in gov’t transfer payments increases disposable income in the household sector; only affect spending to the extent that they change level of spending by the household sector 
8.4
6 fiscal policy issues
· May affect potential output as well as planned spending
· May have some effect on potential GDP; distinct from supply-side economics, the view that cuts in taxes will produce such large increases in potential GDP that total tax revenue will increase; mainstream economists insisted no convincing statistical evidence of this
· Affects more than just actual and potential GDP (i.e. – distribution of income, economic security, environmental protection, leisure time, etc. 
· Changes in taxes typically have consequences for the distribution of income and degree of economic security 
· Fiscal policy makers generally want to avoid large and persistent budget deficits
· Decisions to change levels of gov’t spending and taxation to stabilize planned spending (discretionary fiscal policy: changes in gov’t spending and taxation deliberately made to stabilize planned aggregate expenditure) take time to formulate and implement, meaning that in some situations gov’ts may not be able to eliminate output gaps quickly
· (also monetary policy issue) given the inevitable delay btw economic events and the reporting of them there is a recognition lag btw the onset of an economic slowdown or recession and the realization by fiscal authorities that a discretionary response may be appropriate
· Fiscal policy need not take the form of discretionary fiscal policy (automatic stabilizers: provisions in the law that imply automatic increases in gov’t spending or decreases in taxes when real output declines) ; move the budget balance towards deficit, impact of stabilizers is that surpluses tend to offset deficits
8.5
· Income-expenditure multiplier impacted not only by marginal propensity to consume, but also marginal propensity to import and economy wide marginal tax rate
· Marginal propensity to import: the amount by which imports rise when income rises by $1
· Economy wide marginal tax rate: amount by which taxes rise when income rises by $1
· Income-expenditure multiplier is smaller when the marginal propensity to import and/or the economy-wide marginal tax rate are positive than when they are zero; a smaller multiplier means it takes a larger increase in autonomous expenditure to close any given output gap
Calculations:
· Multiplier: 1/(1-c) or 1/(1-slope of PAE=MPC)
· Gov’t multiplier: 1/(m+1-c(1-t))

Chapter 9: Stabilizing the Economy: the Role of the Central Bank
9.1
· Bank of CDA is responsible for monetary policy and it uses interest rates to achieve its monetary policy objective, objective is NOT profit maximization (other banks: chartered banks)
· Economic objectives: growth, exchange rate stability, low unemployment and low inflation
· Does not strictly follow Bank of Canada act; i.e. from 2003-07 when the Canadian dollar appreciated sharply the bank ignored this and had consequences for manufacturing exports and jobs
· Key policy instrument: low inflation rates; headed by a governor who is selected for a 7 yr term
9.2
· Modern central banking theory: the view that the central bank changes its official interest rate directly and commercial banks respond by changing market interest rates
· Commercial banks change market interest rates (particularly short-term ones) they charge customers, starting with the prime business rate: interest rate that commercial banks charge to their least risky business borrowers (prime rate) 
· Overnight rate target: interest rate the Bank of Canada wants to prevail in the financial market where major CDN institutions borrow and lend funds to settle daily transactions with one another
· By announcing a change in the overnight rate target, the bank is able to alter the range in which the rate will move (must stay close to announced target) 
· Overnight rate: market interest rate that financial institutions charge other for overnight loans
· Banks participate in a nat’l system for clearing and settlement of cheques and electronic fund transfers
· Large Value Transfer System (LVTS): an electronic wire system overseen by the Bank of Canada that allows major financial institutions operating in CDA to send large payments back and forth to each other
· Now carries more than $140 B in payments each day
· Certainty of settlement is guaranteed b/c net payment obligations are settled from account balances, known as settlement balances: accounts held at the Bank of Canada by financial institutions for the purpose of settling their net payment obligations to one another
· Bank holds collateral from LVTS participants
· If at the end of the working day one bank has a surplus of funds, it will lend them, overnight to another bank short of funds  borrowing bank will pay overnight rate and their net LVTS positions will be covered
· Operating band: term used by the Bank of Canada to describe the range of possible overnight interest rates: from 0.25 percentage points below the overnight rate target to 0.25 percentage points above
· The lower limit is a rate at which the BoC will pay interest on overnight funds deposited at the bank by commercial banks unable to obtain a better rate from other commercial banks
· The upper limit of operating band (bank rate); commercial bank is not able to borrow overnight funds from another commercial bank at a rate below the upper limit, then the BoC will lend money overnight to the commercial bank at the upper limit 
· Bank manages overnight rate by monitoring overnight loans market on a daily basis; when rate exceeds target, settlement balances: deficit  Bank buys gov’t of CDA bonds from market participants with an agreement to buy them back the next day(special purchase and resale agreement: financial transaction used to reinforce overnight rate target in which the BoC buys gov’t of CDA bonds in the overnight market with an agreement to buy them back the next business day; SPRAs are initiated by the bank when overnight funds are trading above target) 
· Special sale and repurchase agreement (SRA): financial transaction, used to reinforce overnight rate target in which the BoC sells gov’t of CDA bonds from market participants with an agreement to buy them back the next day; initiated by the bank when overnight funds are trading below rate target
9.3
· Modern central banking theory claims that the central bank is able to control nominal interest rate
· B/c inflation is slow to adjust, in the short run central banks can control real and nominal interest rate (r = i – π)
9.4
· Planned aggregate expenditure depends on real interest rate; lower rate encourages spending, higher rate reduces spending 
· Assuming firms produce just enough to meet demand for their output, the stabilization of PAE leads to stabilization of aggregate output and employment 
Planned aggregate expenditure and the real interest rate
· Real interest rate influences behaviour of households and firms; higher interest rate reduces ppls willingness to purchase/capital investments
· Both consumption spending and planned private sector investment spending decline when the real interest rate increases 
The bank of Canada prevents recession/inflation 
· Recessionary gap: real output below potential output
· BoC reduce real interest rate, stimulating consumption and private-sector investment spending 
· Increase output, restoring economy to full employment 
· Monetary easing or expansionary monetary policy: reduction in interest rates with the intention of reducing a recessionary gap
· Expansionary gap stimulates inflation, therefore, when output is “too high” relative to potential, bank will raise real interest rate
Keynesian cross model of monetary policy compared to BoC’s Explanation
Bank of Canada’s view of monetary policy: 
· Increase in overnight rate target would quickly cause interest rates to rise and exchange rate to appreciate, slow growth of consumer spending and private-sector investment
· Stronger exchange rate also gradually slow growth of aggregate expenditure (reduce net exports) 
· Slower growth tend to reduce price and cost increases and result in lower inflation rate 
· Limitation of the Keynesian cross model is the assumption that in the short run firms meet the demand for products at preset prices


9.5
· Monetary policy-making and real world uncertainty; not precise and real-world economy is very complex
· BoC can only approximate potential output, and only   has a rough size of the output gap
· B/c of uncertainty, must proceed cautiously, avoid large changes in interest rates, and rarely raise or lower overnight rate target more than 0.25 percentage points at any one time

Chapter 10: The Aggregate Demand – Aggregate Supply Model
· Aggregate demand-aggregate supply model (AD-AS): a model of real output and overall price level determination 
· Deals with changes in overall price level of economy; focus on CPI
10.1
· AD-AS has three central components: long-run aggregate supply curve, a short-run aggregate supply curve and an aggregate demand curve
· Short run firms meet demand at existing prices 
Long-run aggregate supply: 
· Long-run aggregate supply curve (LRAS): a relationship btw potential output and the overall price level; the vertical LRAS curve indicates that potential output is independent of the overall price level 
· Vertical line: potential output (Y*) independent of price level (i.e. – CPI)
· Rightward shift of LRAS signifies increase in potential output caused by  factors such as rise in size of capital stock, increase in size of labour force, or improvements in technology
· Leftward shift of LRAS curve signifies decrease in potential output caused by factors such as destruction of capital stock due to   war, natural disasters, reduction of agricultural capacity due to poor weather and depletion of natural resources
Short-run aggregate supply:
· Short-run aggregate supply curve (SRAS): a relationship btw real output and the overall price level in the short run; the horizontal SRAS curve indicates that firms in the short run meet demand, on average at existing prices 
· Horizontal SRAS curve shifts whenever firm costs (i.e. – input prices) change; downward if prices decrease, upward if prices increase
Aggregate demand
· Aggregate demand curve (AD): relationship btw overall spending in the economy and the aggregate price level
· Real-balances effect: the hypothesis that overall wealth in the economy will be inversely related to the overall price level, and therefore that aggregate demand and the price level will be inversely related
· Foreign trade effect: the hypothesis that net exports will be inversely related to the overall price level, and therefore that aggregate demand and the price level will be inversely related 
· AD curve shift if the amount of planned expenditure at a given price level changes; 
· Rightward shift of AD curve caused by increases in autonomous consumption, private-sector investment or net exports; expansionary monetary policy (interest rate cuts) or expansionary fiscal policy (gov’t expenditure increases or tax cuts)
· Leftward shift of AD curve caused by decreases in autonomous consumption, autonomous private-sector investment or net exports; contractionary monetary policy or contractionary fiscal policy
10.2
· Short run: AD-AS model determined by intersection of the SRAS and AD curves
· If intersection is to the left of the LRAS curve, actual output<potential  recessionary gap
· If intersection is to the right of  the LRAS  curve, actual output>potent  expansionary gap
· Self-correcting economy, long run price level adjusts to eliminate output gaps by changing price levels 
10.3
· Governments use contractionary/expansionary macroeconomic policy to close output gaps; however this is difficult as the potential output of an economy is difficult to estimate
· Stagflation: the combination of a recessionary gap and a rising price level 
· Occurs when some external factor causes the SRAS curve to shift upward (external factor is termed an adverse price shock) 
· Not persist of self-correcting mechanism of economy is allowed to work; long run AD-AS predicts that recessionary gap will cause the SRAS curve to shift down, returning actual output to potential 
10.4
· Alternative to AD-AS model is SRAS curve is drawn as an upward sloping curve; represents how aggregate quantity of output supplied by firms will increase with a rice in price level 
· Represents assumption that wages lag btw output prices and this lag gives firms a profit incentive to raise output when the price level rises 
· If SRAS curve is upward sloping and economy is initially at potential output, a rightward shift of AD curve produces a short-run equilibrium with both a higher price level and higher level of output; in long run SRAS curve experiences a leftward shift, which produces an even higher price level but actual output matches potential 
· Leftward shift of AD curve results in both lower price level and output in short run; in long run, an even lower price level and a return of actual output to potential 
10.5
· Phillips curve: a term that typically refers to a statistical relationship btw inflation rate and unemployment rate 
· Used to supplement AD-AS model because AD-AS does not deal with inflation rate
· Represented graphically with inflation rate on vertical axis and unemployment rate on horizontal axis
· Long-run Phillips curve: a relationship btw inflation rate and unemployment rate in the long run; the vertical long-run Phillips curve is drawn at the natural rate of unemployment
· Short-run Phillips curve (SRPC): a relationship btw actual unemployment and the inflation rate for given inflationary expectations
· Short run shows trade-off btw inflation rate and actual unemployment rate
· Long-run Phillips curve is drawn vertically at natural rate of unemployment
· Expectations-augmented Phillips curve model: distinguishes btw a short-run Phillips curve and long run Phillips curve and argues that short-run curves shift when expectations about the inflation rate changes
· Expectations-augmented Phillips curve is a model of self-correcting economy
· Implies that if a central bank wishes to achieve a lower inflation rate it will have to bring about an actual rate of unemployment higher than the natural rate for some period of time
· Adaptive expectations of inflation: a method of forming expectations about the inflation rate that involves looking to past experience, especially recent past experience

Chapter 11: Inflation and Output
11.1
· Aggregate demand/inflation curve (ADI): short for aggregate demand/inflation curve, shows the relationship btw short-run equilibrium output Y and the rate of inflation π; the name of the curve reflects the fact that short-run equilibrium output is determined by, and equals, total planned spending in the economy; increases in inflation reduce planned spending and short-run equilibrium output, so the aggregate demand (ADI) curve is downward-sloping
· ADI curve is a modification of the AD curve which shows the relationship btw short-run equilibrium output and price level; ADI shows relationship btw short-run equilibrium output and inflation rate
· Increase in rate of inflation tends to reduce both aggregate demand and short-run equilibrium output
Inflation, the bank of Canada and aggregate demand
· BoC controls rate of inflation: 
· r: real interest rate, Y: output 
· policy reaction function: describes how the action a policy-maker takes depends on the state of economy 
· higher inflation rate, higher interest rate; if the reaction function is steep, than the bank plans to be more aggressive in responding to changes in inflation
Shifts of the aggregate demand curve
· For a given level of inflation, if there is a change in the economy that increases short-run equilibrium output, the ADI curve will shift to the right (and vice versa) 
· Exogenous increase in spending shifts the ADI curve to the right 
· Shifts caused by: 1) changes in spending caused by factors other than output or interest rates (autonomous changes in spending); 2) changes in the Bank of Canada’s monetary policy, as reflected in a shift in the Bank’s policy reaction function
· Tightening of monetary policy, decreases aggregate demand and output at any given rate of inflation and ADI curve shifts left (tightening – increase interest rate) 
· Changes in the inflation rate and the resulting changes in real interest rate and short-run equilibrium output are represented by movements along the ADI curve
11.2
· Aggregate demand-inflation adjustment diagram: analyzes behaviour of output and inflation 
· Three factors that can cause inflation rate to change: output gap, inflation shock and shock to potential output (inflation + potential output shock = aggregate supply shocks) 
· Inflation inertia: tendency of inflation to change relatively slowly from year to year  inflation expectations and the existence of long-term wage and price contracts 
· Economy-wide, the higher the expected rate of inflation, the more nominal wages and cost of other inputs will rise; higher rate of expected inflation tends to contribute to a high rate of actual inflation 
· Actual inflation partially determined by expectations based on recent expectations
· Long-term wage and price contracts also affect slow adjustment of inflation
· Long term contracts tend to build in effects of people’s inflation expectations 
1. No output gap: Y = Y*				inflation remains unchanged	
2. Expansionary gap: Y>Y*				inflation rises: 
3. Recessionary Gap: Y<Y*				inflation falls: 
Aggregate Demand-inflation adjustment diagram
· Drawn with inflation on vertical axis and output Y on horizontal axis (ADI-IA diagram)
· Downward sloping ADI curve, vertical line marking economy’s potential output Y*, and inflation adjustment line 
· Long-run aggregate supply (LRAS) line: a vertical line showing the economy’s potential output Y*
· Inflation adjustment (IA) line: a horizontal line showing the current rate of inflation, as determined by past expectations and pricing decisions 
· Used to determine level of output prevailing at any time 
· Short-run equilibrium:  a situation in which inflation equals the value determined by past expectations and pricing decisions, and output equals the level of short-run equilibrium output that is consistent with that inflation rate; graphically, short-run equilibrium occurs at the intersection of the ADI curve and the IA line
· Inflation adjusts so that Y = Y*; i.e. – recessionary gap, firms increase prices more slowly so inflation rate declines 
· Long-run equilibrium: a situation in which actual output equals potential output and the inflation rate is stable; graphically, long-run equilibrium occurs when the ADI curve, the IA line, and the LRAS line all intersect at a single point 
· As output rises (recessionary gap), cyclical unemployment, which by Okun’s law is proportional to output gap, also declines; this process of falling inflation, real interest rates, unemployment and rising output continues until reaches equilibrium 
· Self-correcting economic model: output gaps disappear; expansionary eliminated by rising inflation, recessionary eliminated by falling inflation 
· Speed of self correction implies need for policy reaction by bank of Canada
11.3
· 3 main types of inflation: excessive aggregate demand, inflation shock, shocks to potential output
Excessive aggregate demand 
· “demand-pull inflation”, too much spending chasing too few goods
Inflation Shock
· Inflation shock:  a sudden change in the normal behaviour of inflation, unrelated to the nation’s output gap
· Increase in inflation: adverse, however, decrease in inflation: favourable 
Shocks to Potential Output
· Aggregate supply shock: either an inflation shock or a shock to potential output; adverse aggregate supply shocks of both types reduce output and increase inflation 
· Output losses associated with an adverse inflation shock are temporary (self-correcting economy), but those associated with a fall in potential output are permanent (output remains lower even after economy has reached a new long-run equilibrium) 
11.4
· Inflation can be controlled by policies that shift the aggregate demand curve leftward (tighter monetary policy)
· Short-run, effects of anti-inflationary monetary policy are felt largely on output, so that a disinflation may create a significant recessionary gap
· Predictions have been borne out during the Bouey disinflation of the early 1980s and Crow disinflation of the early 1990s
11.5
· Limitations of the ADI-IA model: LRAS curve: potential output cannot be calculated precisely 
· Fixed potential output complicates application to actual economic events 
· Potential output does change from year to year
· Because of this, recessionary gap can open up even when no recession has taken place
· Net exports  not autonomous, although both ADI-IA and Keynesian model have assumed this 
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