2.1 Gross Domestic Product

Monday, January 23, 2017 8:23 PM

National Accounts

« National income and product accounts, or national accounts refers to how the
Department of Commerce tracks spending in the aggregate

» Macroeconomic equation

o Y=C+1+ G+ (NX)

O

Y: GDP = Aggregate Demand

o

C: Consumer expenditures (or spending)

o

I: Investment spending by businesses
o G: Government purchases of goods & services
o NX: Net Exports = Exports - Imports

e GNP vs. GDP
o GDP: within the country's borders

o GNP: with nationality

Circular Flow of the Economy

Simplistic representation of a complex macroeconomy
e Household
o person or group of people who own the factors of production
e Firms
o businesses that produce goods and services (resource processors)
» Product Market
o Place in which goods and services are bought and sold
» Factor Market
o Market in which land, labor & capital are bought and sold

e Circular-Flow Diagram
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GDP Explained

» Gross Domestic Product
o Total value of all final goods and services produced in an economy in a given year
» Approaches to GDP

o First method of calculating is by surveying firms and adding up the total value of
their production of final goods and services (Intermediate goods not counted)

o Second method adds up aggregate spending on domestically produced final
goods and services

o Third method adds up all factor income (wages, interest, rent, profit) made from
sales
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Components of GDP (billions of dollars)
$15,000 —
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produced final goods
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-5,000 |~

Real vs. Nominal GDP

¢ Nominal GDP

o total value of all final goods and services produced in the economy using the
current year's prices

Real GDP

o total value of all final goods and services in the economy using the base year's
prices.

Real GDP accounts for inflation whereas nominal GDP does not!

Real GDP is a more accurate measure of economic growth than is Nominal GDP

Which measure is a more accurate means of measuring economic growth
o You have to keep it real!

Calculation
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Nominal GDP y

GDP Deflator = 100
Real GDP
Nominal GDP
Real GDP = - »x 100
GDP Deflator
Prices and Quantities
Price of Quantity of Price of Quantity of
Year Hot Dogs Hot Dogs Hamburgers Hamburgers
2010 $1 100 $2 50
2011 $2 150 $3 100
2012 §3 200 $4 150

Calculating Nominal GDP

2010 ($1 per hot dog x 100 hot dogs) + ($2 per hamburger x 50 hamburgers) = $200
2011 ($2 per hot dog x 150 hot dogs) + ($3 per hamburger x 100 hamburgers) = $600
2012 ($3 per hot dog x 200 hot dogs) + ($4 per hamburger x 150 hamburgers) = $1,200

Calculating Real GDP (base year 2010)

2010 ($1 per hot dog x 100 hot dogs) + ($2 per hamburger x 50 hamburgers) = $200
2011 ($1 per hot dog x 150 hot dogs) + ($2 per hamburger x 100 hamburgers) = $350
2012 ($1 per hot dog x 200 hot dogs) + ($2 per hamburger x 150 hamburgers) = $500

Calculating the GDP Deflator

2010 ($200/ $200) x 100 = 100
2011 ($600 / $350) x 100 = 171
2012 ($1,200 / $500) x 100 = 240

Real GDP Per Capita

¢ Definition

o GDP divided by the size of the population, equivalent to the average GDP per
person

» Imperfect measure but generally the best measure of standard of living

» Real GDP per capita is a measure of an economy's average aggregate output per
person—and so of what it can do.
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2.2 Unemployment

Monday, January 23, 2017 9:56 PM

Unemployment Measures
e Am | unemployed?

Shiloh, a 2 year old, who spends his day playing
i — o 4 iy
with toy cars, train sets, and bobbleheads?

5 M
)

Peter, a 70 year old who has retired after working
over 45 years in sales’, |
VO.

Grace, a 35 year old housewife, who chooses not to
work, despite having graduated from Stanford
University, in order to take care of her two kids,
Jinhee and Stone?
\.——-—/

e Employed
o people currently holding a job in the economy (either full-time or part-time)
» Unemployed
o people who are actively looking for work but have not found a job
» Labor Force
o sum of employed and unemployed
» Labor Force Participation

o percentage of the population 16 or older that is in the labor force

S Labor force
Labor force participation rate = ADor force »* 100

Popularion age 16 and older

» Unemployment rate

o defined as the percentage of total number of people in the labor force
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(employed + unemployed) who are unemployed

Number of unemployed workers

Unemployment rate = * 100
proy Labor force
« Example
Employed
(139.9 million) \ Labor Force
(154.2 million)
Adult
Population <
(235.9 million)
Unemployed (14.3 millian)

Not in labor force
(81.7 million)

b

o Unemployment rate = (14.3 / 154.2) x 100 = 9.3 percent

o Labor-force participation rate = (154.2 / 235.9) x 100 = 65.4 percent

« Is it possible for the unemployment rate to increase and yet be a positive sign for the

economy? Explain
o Increase in unemployment could be a positive sign for the economy
o The number of employed labor also depends on the Labor Force Participation

Rate

Limitation of the Unemployment Rate

« Unemployment tends to understate the employment situation because you are
unemployed only if you have been actively looking for labor

» Marginally attached to labor force

o Not in labor force, wanted and were available for work in prior 12 months but
had not searched for work in the 4 weeks preceding BLS survey

« Discouraged worker
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o part of marginally attached workers who give up because they believe no jobs
are available for them

e Underemployed

o workers who would like full-time jobs but are working part-time or someone
who is overqualified for his job position

Types of Unemployment

e Frictional unemployment
o part of the "natural” job process in which a worker spends to find a job

o ie. a college graduate entering the labor force or someone who has voluntarily
quit his job

 Structural unemployment

o exists when the quantity of labor supplied exceeds the quantity of labor
demanded, usually because workers lack the skills demanded for the jobs
available

 Cyclical unemployment

o share of unemployment that occurs as a result of the business cycle or
deviation of the actual rate of unemployment from a natural rate

The Business Cycle

Peak

Real GDP

Time

Macroeconomics Page 8



» Examples
o A person who moves to a new city to find a new job experiences
» voluntary situation
» natural "normal” process
* Frictional unemployment
o What type of unemployment is created by a recession

» Cyclical unemployment

Effect of Minimum Wage on Labor Market

Wage
rate
Labor supply
Structural
unemployment
W, |
Minimum
wage
WE ........................
- Labor demand

Qp Qs Qs Quantity of labor

Natural Unemployment Rate

» Because friction unemployment is considered to be "normal” and some structural
unemployment is seen to be as unavoidable in some economies, economists have
coined the term "natural unemployment rate”

» Natural unemployment = Frictional unemployment + Structural unemployment
» Actual unemployment = Natural unemployment + Cyclical unemployment

 Full time employment is a situation in which there exists no cyclical unemployment
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Actual and natural rates of unemployment, U.S.,
1960-2014
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2.3 Inflation

Monday, January 23, 2017 10:45 PM

What is Inflation

« General increase in prices, or more precise, the purchasing power of your money
decreases

« Inflations isn't when only one particular product's price increases but when all

prices increases

 In the late 1970s, Fed Chairman Paul Volcker made taming inflation his top
priority
e By increasing interest rates, the Fed was able to tame inflation but, in the

process, essentially created a recession

Costs of Inflation

e Shoe-Leather Costs
o the increased costs of transactions due to inflation

o Since people avoid holding onto money during periods of inflation, people
waste time and energy marking transactions to avoid sitting on cash.

o Banking sector increases
e Menu Costs

o real costs of changing listed prices

o In hyperinflation, countries will avoid changing prices.
 Unit-of-Account Costs

o Money becomes a less reliable unit of measurement

o "Profit" due to inflation is still taxed and therefore investment is
discouraged

o This role of the dollar as a basis for contracts and calculation is called the
unit-of-

accountrole of money.

Winners & Losers from Inflation

e« Nominal interest rate

Macroeconomics Page 11



o the actual interest that is paid on a loan
» Real interest rate

o Nominal interest rate - Expected inflation rate
* Nominal vs. Real

o The nominal interest rate is the rate actually paid.

o The real interest rate is actual return the lender receives net of inflation
» Borrowers win with inflation because they pay back in nominal dollars.

» Savers and lenders lose because the amount of money they receive is worth
less.

» Countries with uncertain levels of inflation generally won't issue long-term

loans

The debt-inflation process

Banks create money

BANKS with new loans DEBTORS

and gain from interest

Savers deposit cash Debtors buy assets
and suffer inflation with new money
from increased increasing the
money supply money supply

CASH

SAVERS

LOSER!

Wage-Price Spiral

» Combination of "cost-push” and "demand-pull" inflation leads to a wage-price

spiral

» When there is too much money chasing too few goods, the price of products
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will tend to increase which leads to "demand-pull"” inflation

» When workers demand higher wages as a result of inflated prices, prices of
products consequently go up as well, leading to this "wage-price" spiral

* Increased price of products leads to higher wages leads to increased price of
products and so on

» Keynesians tend to favor this model of how inflation works and that they prices
are sticky downward or downward inflexible

Higher ~ Rising

. Cost of
Prices Y-
Living

Increased Indexati
demand of on of
goods wages

Higher
wages

Monetarist View of Inflation

» Milton Friedman viewed inflation as simply an issue of money supply

» The quantity theory of money is quite simple: an increase in the supply of
money will correspondingly increase inflation

e The Austrian view argues that using the Consumer Price Index (or CPI) to
measure inflation is inaccurate because inflation in unevenly spread through
different goods and services

» Paul Krugman, a Nobel Prize winning, "Keynesian" economist, rejects this
Austrian view of inflation stating that the monetary base tripled in 2011 and yet
there was no widespread inflation

Measurement and Calculation of Inflation
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» Aggregate Price Level
o measure of the overall prices in the economy
o Market Basket
o hypothetical set of consumer purchases of goods and services
 Price Index
o measures the cost of purchasing a given market basket in a given year

o (index value is set to 100 in the base year)

Cost of market basket in a given year
Cost of market basket in base year

Price index in a given year = x 100

Price index in year 2 — Price index in year 1
Price index in year 1

CPI, PPI & GDP Deflator

e Consumer Price Index (CPI)

x 100

Inflation rate =

o most commonly used measure of inflation, market basket of a typical urban

American family

o The Bureau of Labor Statistics sends employees out to survey prices on a
multitude of items in food, apparel, recreation, medical care,

transportation and other categories

o CPI tends to overstate inflation (substitution bias and technological

advances)
e Producer Price Index (PPI)

o measures the cost of typical basket of goods and services that producers

purchase

o Tends to be used as the "early warning signal” of changes in the inflation

rate

¢« GDP Deflator

GDP Deflator = Yominal GDP .
Real GDP
reat oy . Nominal GDP
GDP Deflator
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o Not exactly a price index but serves to show how much the aggregate price

level has increased

o Unlike the CPI, GDP is not based on a fixed basket of goods and services.

o It's allowed to change with people's consumption and investment

patterns

o The default "basket" in each year is the set of all goods that were produced

in the country in that particular year.

o CPI, PPI, and GDP Deflator tend to move, generally, in the same direction

Figure 2: Three measures of inflation; we prefer the GDP deflator
% Wy

8 GDP deflator

6

CPI

2 PPI

2002 2003 2004 2005 2006 2007 2006 2009 ZMO 0 011 22
Sources: CEIC, Standard Chartered Research

» Comparison
o equation

The GDP deflator is :

Nominal GDP
Real GDP

_ (P apples X Qapp.‘es) + ‘{F::mngfs X Qumngex)

u2 92
(‘I:frpp!es X Qappfes] + [annges X Qurrmges }

GDP deflator =

92 92
CPI - (Pappfes o Qgpple,g) + (‘P.prunge.!l.‘ X Q"_)ﬂlﬂ.ﬂf.!‘)

The CPl or RPI is : = - —— ~ -
. RPI (Efppffﬁ X upples] + ('F:H“dngf.! X Qoruugrs]

o prices of capital good
* included in GPD deflator (if produced domestically)

» excluded from CPI
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o prices of imported consumer goods
* included in CPI
» excluded from GDP deflator

o the basket of goods
» CPI: fixed

= GDP Deflator: changes every year
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3.1 Aggregate Demand

Tuesday, January 24, 2017 9:33 AM

What is Aggregate Demand

The aggregate demand curve shows the relationship between the aggregate price level
and the quantity of aggregate output demanded by households, business, the
government and the rest of the world

Aggregate output and real GDP can be used interchangeably

All things equal, a movement down the AD curve leads to a lower aggregate price level
and higher aggregate output, and vice versa

Recall the basic equation of national income accounting

o Y=C+1+G+ NX

Price
Level

AD

Real GDP

Why is the AD Downward Sloping?
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» Demand Curve vs. Aggregate Demand Curve

o If the demand for one product is downward sloping, wouldn’ t the aggregate

demand also do the same?

o The demand curve for an individual good assumes that you hold price of other

goods constant

o For the aggregate demand, there is a simultaneous change in the price of all final

goods and services!

o If the price of gas goes up, and people buy more econ textbooks, it doesn't

necessarily change anything at all.

o So then, why does a rise in the aggregate price level lead to a fell in the quantity of
all domestically produced final goods and services produces?

e Wealth Effect

o change in consumer spending caused by the altered purchasing power of

consumer's assets

o An increase in the aggregate price level means people are relatively poorer, and

vice versa
o Thus, consumer spending or C, changes and you move up and down the AD curve
e Interest Rate Effect

o change in investment and consumer spending caused by interest rates that result
from changes in demand for money

o With a higher aggregate price level, causes an increase in money holdings which
reduces funds available for borrowing

o Interest rate increase and consumer spending, C, and investment spending, |

decreases

Shift in the Aggregate Demand Curve
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Price
Level

Increase In AD

Decrease In AD

AD'

AD?

Real GDP

Changes in Expectations
o Consumers base spending on future income

o If the Conference Board, or Michigan Consumer Sentiment Index reports an
increase in consumer confidence, AD has increased

Changes in Wealth

o People with more wealth will tend to spend more

o If the stock market crashes or real estate values plummet, the AD shifts to the left
Size of the Existing Stock of Physical Capital

o If the inventory of housing is high, the AD will shift left

o If inventory is low, then AD will shift to the right
Fiscal Policy (use of taxes and government spending)

o Expansionary fiscal policy

* Increase in Government spending or decrease in taxes will shift AD to the
right

o Contractionary fiscal policy

* Decrease in Government spending or increase in taxes will shift AD to the
left
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» Monetary Policy (central bank's or Fed's use of changes in quantity of money or
interest rates)

o Expansionary monetary policy

» If the Fed increase the money supply (lowered interest rates), then AD

increases
o Contractionary monetary policy

» If the Fed decrease the money supply (higher interest rates), then AD
decreases

Factors That Shift the Aggregate Demand Curve

Changes in expectations

If consumers and firms become more optimistic, . . . ... aggregate demand increases.

If consumers and firms become more pessimistic, . . . ... aggregate demand decreases.
Changes in wealth

If the real value of household assets rises, . . . ... aggregate demand increases.

If the real value of household assets falls, . . . ... aggregate demand decreases.
Size of the existing stock of physical capital

If the existing stock of physical capital is relatively small, ... ... aggregate demand increases.

If the existing stock of physical capital is relatively large, ... ... aggregate demand decreases.
Fiscal policy

If the government increases spending or cuts taxes, . .. ... aggregate demand increases.

If the government reduces spending or raises taxes, . . . ... aggregate demand decreases.
Monetary policy

If the central bank increases the quantity of money, . .. ... aggregate demand increases.

If the central bank reduces the quantity of money, . .. ... aggregate demand decreases.
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3.2 Aggregate Supply

Tuesday, January 24, 2017 10:19 AM

What is Short-Run Aggregate Supply?

Shows the relationship between the aggregate price level and the quantity of
aggregate output supplied in the economy

As the aggregate price level increases, the aggregate output increases

Profit per unit of output = Price per unit of output - Production cost per unit of
output

As the price level increases, producers are collectively going to produce more goods

and services

This is all in the short-run

Price
Level

AS

Real GDP

Nominal Wages and Sticky Wages

» The largest source of inflexible production cost is wages paid to workers (all forms of

compensation)

» Typically, wages paid to workers are paid as nominal wages and not real wages
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o We think in nominal terms, not in real terms
o Wages are not necessarily responsive to current economic conditions
o Wages, therefore, are considered sticky
« Sticky wages are nominal wages that are slow to fall in unemployment and slow to

rise in labor shortages

Shifts in the Aggregate Supply Curve

(a) Leftward Shift (b) Rightward Shift
Aggregate Aggregate
price SRAS, price SRAS,
level SRAS, level SRAS,

Increase in Short-Run
Aggregate Supply

Decrease in Short-Run
Aggregate Supply

Real GDP Real GDP
e Changes in Commodity Prices

o Increase in the price of oil raises production costs and shifts AS to the left

o Decrease in the price of oil lowers production costs and shifts AS to the right
« Changes in Nominal Wages

o A fall in nominal wages shifts the AS to the right

o An increase in money paid to workers (cost of living increases) shifts the AS to the
left

» Changes in Productivity

o Technology improvements will cause workers to increase productivity. AS shifts
right

o New worker regulations has the opposite effect. AS shifts to the left
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Factors that Shift the Short-Run Aggregate Supply Curve

Changes in commodity prices

If commodity prices fall, . . .

If commodity prices rise, . ..
Changes in nominal wages

If nominal wages fall, . . .

If nominal wages rise, . . .
Changes in productivity

If workers become more productive, . . .

If workers become less productive, . ..

Long-Run Aggregate Supply Curve

price
level LRAS

AD

Y Real GDP

. . short-run aggregate supply increases.
.. short-run aggregate supply decreases.

.. short-run aggregate supply increases.
.. short-run aggregate supply decreases.

.. short-run aggregate supply increases.

. . short-run aggregate supply decreases.

» Shows the relationship between the aggregate price level and the quantity of

aggregate output supplied that would exist if all prices, including nominal wages were

fully flexible

» Potential output

o level of real GDP the economy would produce if all prices, including nominal

wages adjusted properly
* What would shift the LRAS?

o Increases in resources (land, labor, capital)

o Increases in the quality of resources (more educated workforce)

o Technological progress
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Examples

« If the aggregate output exceeded potential output, what would happen to the SRAS?

What would happen to wages?

LRAS

SRAS,

wayges aregary fo
ihcreal @ .

¥ potential
d Y ?u\'rl"f

Y' Y\ rGDP
« If the aggregate output fell short of potential output, what would happen to the SRAS?

What would happen to wages

gr“’ N I = Rns
o "
‘o
SRAS,
wages wil docrease
L - y*= F"mh‘l -
N, y¥ Yor ¢GDP
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3.3 Aggregate Supply & Demand

Tuesday, January 24, 2017 12:48 PM

The AD-AS Model

Aggregate
price LRAS
level
SRAS
Long-run
P; E,p— Mmacroeconomic
equilibrium

AD

Yp Real GDP
|
Potential
output

« Short-run macroeconomic equilibrium occurs when the quantity of aggregate
output supplied equals the quantity demand (AD = SRAS)

e Long-run macroeconomic equilibrium occurs when the point of short-run
macroeconomic equilibrium is on the long-run aggregate supply curve (AD = SRAS
= LRAS)

» At the LRAS, the economy is functioning at the Potential Output, or Y,

« If the aggregate output in the short-term is below the potential output, the
economy faces a recessionary gap

« If the aggregate output in the short-term is above the potential output, the
economy faces an inflationary gap

The Long-Run Approach

« In a recessionary gap, the following occurs
o An initial negative demand shock (stock market crashes)

o AD shifts to the left, and so the aggregate price level and aggregate output
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reduce, which leads to higher unemployment in the short-run

o Eventually, a fall in nominal wages in the long run increases the SRAS and
moves the economy back to potential output

Aggregate
price 2. ...reduces the aggregate
level price level and aggregate
output and leads to higher
unemployment in the short
rn... LRAS SRAS
1
SRAS,
Pl oo NG

l 1. An initial
P,| - negative

..... 3, ...until an eventual
I demand shock... X

fall in nominal wages
in the long run increases
: short-run aggregate supply
Py oo S and moves the economy
: back to potential output.

Ys Y1__ Potential Real GDP
P output

Recessionary gap
» Expansionary Fiscal Policy

o "In the long-run, we are all dead." John Maynard Keynes.

o Use expansionary fiscal policy to boost aggregate demand in order to get the
economy back to its potential output

» Increase government spending (direct approach)

= Decrease taxes

= Increase in government transfers

o Graph
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|
. %

\Ih Ye rGDP or ¥

 In ainflationary gap, the following occurs
o An initial positive demand shock (real estate market booms)

o AD shifts to the right, and so the aggregate price level and aggregate output
increase, which leads to higher inflation in the short-run and reduces
unemployment

o Eventually, an increase in nominal wages in the long run decreases the SRAS
and moves the economy back to potential output
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Aggregate

price 3. ...until an eventual rise in nominal
level wages in the long run reduces short-run
aggregate supply and moves the
1. An initial positive economy back to potential output.
demand shock... LRAS

SRAS,

SRAS,

: 2. ...increases the
T R : aggregate price level
: and aggregate output
and reduces unemployment
in the short run...

Potential — Y1 Y Real GDP
output s
Inflationary gap

» Contractionary Fiscal Policy

o

In 1968, President Lyndon Johnson imposed a temporary 10% hike on income

taxes to stop inflation

Use contractionary fiscal policy to decrease aggregate demand in order to get

the economy back to its potential output
» Decrease government spending (direct impact)
= Increase taxes
» Decrease in government transfers

Graph
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Stabilization Policy

» Use of government policy to reduce the severity of recessions and rein in excessively

strong expansions

» Should the government use fiscal (or monetary) policy in order to reduce the

severity of negative demand shocks?

» What should the government do in the face of a negative supply shock (or

stagflation)
o If you boost AD, you make inflation worse
o If you decrease AD, you create more unemployment
» Examples

o Assume the price of oil increases and the government attempts to combat this
by lowering taxes and increasing government spending. What happens?
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3.4 Fiscal Policy & The Multiplier

Tuesday, January 24, 2017 2:13 PM

The MPC and MPS

e Intro

@)

o

o

o

e The

When investment spending increases, there will be an increase in the income
and the value of aggregate output by the same amount

An increase in aggregate output leads to an increase in disposable income and
to more consumer spending, which leads to increased output

How large is the total effect on aggregate output if we sum up all the rounds of

spending increases

It depends on what economists called the marginal propensity to consume
(MPC) or the marginal propensity to save (MPS)

Change in savings

MPS = —
Change 1n income
. Change in consumption
MPC = —
Change in income
MPC + MPS =1

marginal Propensity to Consume

The MPC is a number between 0 and 1

If consumers save all their money, the number would be 0
If consumers spend all their money, the number would be 1

Usually, the number is between 0 and 1 with industrialized countries having a
higher number and developing countries with lower numbers

If the MPC is 0.8, what's the impact on the total aggregate spending if there's
an increase of 50 million in spending?

» Total Increase = Spending Multiplier * Initial Increase = 1/(1-0.8) * 50 =
250

The Multiplier Effect
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PRODUCER lls baskets to INTERNATIONAL
sells baskets to AN

The producers saves or
spends the money earned

Some money is spent on local
"d_(ﬂ, products and services - Grass and
- Dyes are purchased for the basket
weaving company while food and
clothes are bought for the family.

Savings Spending on
imports In turn, these local businesses
save or spend money earned

R

et ——=1  And the process
___Q L : _Q Pi repeats channeling
money back into the
local economy

« Autonomous change in aggregate spending

o an initial rise or fall in aggregate spending that is the cause, not the result, of a
series of income and spending changes

o Multiplier

o ratio of the total change in real GDP caused by an autonomous change in
aggregate spending to the size of that autonomous change

: 1 1
Spending OR
Multiplier MPS 1 - MPC

e The size of the multiplier depends on the MPC
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o The higher the MPC, the more disposable income get recycled back into

consumer spending

o The lower the MPC, the more disposable income "leak out" into savings

Consumption Function

» Consumption function is an equation showing how an individual household's

consumer spending changes with disposable income

Autonomous consumer spending would be the amount spent regardless of

income

C + ¢
P Iy

autonomous "

consumption _—_—

CZJ+MPCXyd

Let's assume that a equals $20,000 and the MPC equals 0.6. What would the
consumption be if the income is $100,000? $200,000?

o ¢=a+ MPC*yq=20,000 + 0.6 * 100,000 = 80,000

o c=a+ MPC*yq4 =20,000 + 0.6 * 200,000 = 140,000

Graph

Household
consumer
spending, ¢

Consumption

e function, cf

Slope = MPC

Ac = MPC x Ay,

=
és‘-m
Y

Household current disposable income, y,
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Shift of the Aggregate Consumption Function

(a) An Upward Shift of the
Aggregate Consumption Function

Consumer
spending, C
Aggregate
consumption
function, CF,

Aggregate

consumption

| function, CF,
Az
Aq

Disposable income, ¥,
(b) A Downward Shift of the
Aggregate Consumption Function

Consumer

spending, C
Aggregate

consumption
function, CF,

Aggregate
consumption

l function, CF,

A;

Disposable income, Y,

» Changes in Expected Future Disposable Income

o If you land a higher-paying job, you will tend to consume more money now

even though your current income is the same
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o Conversely, if you are worried about a job layoff, you will probably decrease

your current expense.
« Changes in Aggregate Wealth

o A booming stock market will tend to increase an individual's wealth, and
therefore, his consumption

o A fall in housing prices, conversely, will tend to decrease an individual's net
worth, and therefore her consumption

Investment Spending

« Planned investment spending is the investment spending that businesses intend to
undertake during a given time period

« If interest rates goes up, less investment spending occurs.
« If interest rates go down, there is more investment spending
e High expected future growth rate of GDP increases investment

e Low expected future growth rate decreases investment

. 1= IUnplcznned + IP[amned

 Positive unplanned inventory investment occurs when sales are less than business

expects. Excess sales leads to negative unplanned inventory investment
 Rising inventory indicates slowing economy
Tax (or Government Transfer) Multiplier

« Changes in taxes (or increase in transfer payment) shifts the aggregate demand
curve by less than an equal-sized change in government purchases

e The presence of taxed decrease the multiplier
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HYPOTHETICAL EFFECTS OF A FISCAL

POLICY WITH A MULTIPLIER OF 2

| ( $50 BILLION RISE IN

" $50 BILLION RISE IN
EFFECT ON REAL GDP GOVERNMENT GOVERNMENT
PURCHASES OF TRANSFER PAYMENTS
| GOODS AND SERVICES

| FIRST ROUND | $50 BILLION | $25BILLION

SECOND ROUND | s25BILLION | s12.5BILLION

| THiIRD ROUND |l | $12.5 BILLLION. | $6.25BILLION

| l $50 BILLION

Automatic Stabilizers

» Government spending and taxation rules that cause fiscal policy to be
automatically expansionary when the economy contracts and automatically
contractionary when the economy expands

» As the economy expands, the multiplier reduces because the increase in income is
siphoned off

» As the economy contracts, the multiplier increase because the government is
collecting less in taxes (a de facto expansionary policy in the face of a recession)

4
distoncal | Projacted
2
o Without
Automatic
Stabilizers
-2
-4 With
Automatic
6 Stabilizers
-8
10 I 1 1 1 i 1
1965 1975 1985 1995 2005 2015 2025
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4.1 Saving, Investment & the Financial System

Tuesday, January 24, 2017 10:20 PM

Saving-Investment Spending Identity

« Saving-investment spending identity

o Fact of accounting is that they are always equal for the economy as a whole
« Imagine a country with no government and no trade

o Y=C+I

o Total Income = Total Spending

o Total Income = Consumer spending + Savings

o Total spending = Consumer spending + investment spending

o Therefore Savings = Investment spending

Budget Surplus and Deficit

» Sometimes, the government will "save" money and in other years, it will spend

more than its revenue collected in taxes
e Budget surplus
o occurs when government revenue exceeds government spending
» Budget deficit
o occurs when government spending exceeds government revenue
» Budget balance

o difference between government spending and revenue (either deficit or
surplus)

« National savings

o private savings + budget balance

Capital Inflows and Outflows

« Countries receive inflows of funds and also generate outflows of funds
« Capital inflow

o net inflow of funds into the country
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Effect of Capital Inflows

2. Company 3. Company
uses funds for expansion
startup or ' leads to job

expansion creation

1. Capital
Inflows

5. Profits fue 4. Business
further generates

i profits
expansion or

mvestment
« In 2008, the United States had capital inflows totaling $707 billion, meaning the US

is an attractive place to save money
o Total investment spending = $ 2,632 billion
o Private savings = $2,506.9 billion
o Budget deficit = $683 billion
o Capital inflows = $707 billion
o National Savings = Private Saving - Budget Deficit
o National Savings + Capital Inflow = $2,530.9

o Statistical discrepancy = Investment - Savings = $101.1 billion

Tasks of a Financial System

» Reduce Transaction Costs
o Companies will get loans from banks or issue bonds to raise money

o To get a comparable amount form individuals would be logistically difficult if
not impossible

e Reduce Risk

o People have various levels of risk tolerance, so financial systems reduce risk
through diversification

o Sole ownership of a $1 billion company would be risky
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» Provide Liquidity
o Having access to cash is critical

o Liquid assets are generally preferred to illiquid assets

Types of Financial Assets

FOREXa0: MORTGAGE BACKED SECURITIES

Packages loans into Loans money from Bank

securities

* / Borrower
hd Ad - Buyers. partly finance the loan Payments paid to
MES holder

¢ Bonds

o An IOU issued by the borrower with the seller of the bond paying a fixed
yearly interest and principal at the end of the term of the loan

o The higher the default risk, the higher the interest rate
» Loan-backed securities
o Loans that are packaged together & sold as assets

o Financial crisis of 2008, in part, because high rate of mortgage-backed
securities defaulted

e Stocks
o Direct ownership in a company
o Owning one share of Apple (AAPL) means you own 1/900,000,000 of the

company

Financial Intermediary
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Financial Inter madiation

Banks
Insuramce companies & Pension funds

Asset
Managem ent
Companies

1. Busiress firmes Fimancial
2. Gowerniments Markets
3. Howusahalds

Imvestment banks & Brokerage firms

| Direct Finance |

« Institutions that transforms funds gathered from many individuals into financial
assets

o Mutual Funds

o Pension Funds

o Life Insurance Companies
o Banks

e About 75% of wealth in the United States is held through these four types of
financial intermediaries rather than directly through cash

e Mutual Funds

o Financial intermediary that creates a portfolio of stocks and/or bonds and
then sells shares to individual investors

o Major benefit includes diversification of investments rather than owing one
single stock

o Major downside would be the inability to hit a "homerun" with one single
stock

o In the United States, households own over $10 trillion in mutual funds

o Fidelity Investments (2013) had ~$1.8 trillion in assets under management
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e Pension Funds

o Pension funds are mutual funds that hold assets for its members to provide

retirement income
o Two of the largest pension funds in the United States are CalSTRS and CalPERS
o California teachers opt out of Social Security (6.2%) and pay into CalSTRS (8%)

e Life Insurance Companies

o Life insurance companies take in premiums from policyholders and make

payments to beneficiaries upon death of insured
o Term, ROP Term, Universal, Whole

o Life insurance companies pool together individual premiums, make various

investments and do their best to avoid making payouts
» Banks
o Banks accept funds from depositors
o Banks keep only a fraction of a customers' deposits in the form of cash

» Most deposits are lent out to businesses, home buyer and other

borrowers

» Banks lends for long period of times but subject to the condition that its

depositors could demand funds at any time
o The Federal Deposit Insurance Corporation (FDIC) insures up to $250,000 for
each account
Practice Questions
« Reducing which of the following is a task of the financial system
a. Transaction costs
b. Risk
c. Liquidity
Answer:a & b
e Which of the following is NOT a type of financial asset
a. Loan-Backed Securities
b. Bonds

c. Bank Deposits
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d. Stocks
e. Car
Answer: e
e The federal government is considered to be "saving" money when
a. There is a budget deficit
b. There is a budget surplus
c. There is no budget surplus or deficit
d. Saving does not equal investment spending
e. National savings equals private savings
Answer: b

» A nonprofit institution collects the saving of its members and invest those funds in a
variety of assets so that it can provide retirement income to its members is called
which of the following?

a. Mutual Fund

b. Life Insurance Company
c. Pension Fund

d. Credit Union

e. Bank

Answer:
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4.2 The Definition & Time Value of Money

Wednesday, January 25, 2017 5:36 PM

What is Money?

« There are two types of Money (M1), or assets that can be easily used to purchase
goods and services.

o Currency in circulation is all the money held by the population

o Checkable bank deposits are all the funds held in bank accounts in which
individuals can write checks off of

o Traveler's checks

e Another type of money that is "almost" checkable would be money in saving
accounts, CDs or money market accounts

« Without money, we would barter and there would have to be a "double coincidence
of wants" in order for exchange to take place

e M1
o Cash
o Money in checking accounts

o Traveler's checks

o All money in M1 plus "near-moneys"
o Saving accounts
o Certificate of Deposits

o Money Market Funds
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Savings deposits, including
money market deposit accounts
52%

Checkable
deposits™
44%

Money supply, MI Money supply, M2
$1365 billion $7499 billion

Money as a Means of Exchange

"Currency in Circulation”

The narrowest definition of money, limited t¢ banknotes
and coins in public circulation

"Monetary Base" or "Total Currency”

All physical banknotes and coins held by both the public
and by the banks as cash reserves (also known as
"Wault Cash")

--Mu“ey"

Defined as MO + Demand Deposits (alse known as
"Sight Deposits” or Chequing Accounts™)

"Money and Close Substitutes”

Defined as M1+ Small Savings and Time Deposits (also
known as "Term Deposits”)

"Money Zero Maturity”
A recent monetary aggregate meant to measure all
liquid forms of money within an economy. MZM
represents all money in M2 less Time Deposits, plus
all Money Market Funds

M3 "Broad Money"”

Defined as M2 + Large Time Deposits, Institutional
Marnau Markat Fiinde Qhart Tarm Darnnrsahaca
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1zl =) "Broad Money"

Defined as M2 + Large Time Deposits, Institutional
Money Market Funds, Short-Term Repurchase
Agreements, along with other large liquid assets

Monay a3 2 Stors of Yalus

Roles of Money

» Medium of Exchange
o Money is used as a medium of exchange rather than consumption

o Germany, in 1923, used eggs and lumps of coal as its medium of exchange during
hyperinflation

 Store of Value
o Means of holding purchasing power over time

o Burgers, while delicious, would make terrible money because it's not a good store
of value

» Unit of Account
o Measure used to set prices and make economic calculations

o Easier to measure value with money than through barter

Types of Money

Fiat Money vs. Commodity Money

o Commodity Money
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o Good that is used as a medium of exchange that has intrinsic value, like silver,

gold or cigarettes

« Commodity-Backed money

o Paper money that has no intrinsic value but is backed by a commodity, usually

gold or silver
« Fiat Money

o Money that's used which has no intrinsic value

o Governments have the power to create money out of thin air and cause inflation

o e.g. Federal Reserve notes

o In 2009, Zimbabwe abandoned the Zimbabwean dollor - foreign currencies are
used

o Inflation in 2007 - 66,212.3%

o Inflation in 2008 - 231,150,888.87% (1 month)

Preset vs. Future Value

« Future Value is the amount a lump-sum of money is worth after a specified time in

the future

e Formula

FV =PV x(1+7)"
PV = Present Value

r = rate of return
n = number of periods
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4.3 Banking & Money Creation

Wednesday, January 25, 2017 6:33 PM

What Do Banks Do?

» Banks are financial intermediaries that use liquid assets in the form of bank deposits
to finance illiquid investment of borrowers

» Banks have restrictions on how much they allowed to lend out

o Currency in bank vaults and deposits held at the Federal Reserve are called bank
reserves (not part of currency in circulation)

T-chart

o If Park's Place Bank has loans of $1,000,000 and reserves of $100,000 with deposits of
$1,000,000, then how would the t-chart look like?

Assets Liabilities

+ Loans $1,000,000 | Deposits $1,000,000
Reserves  $100,000

» Another example

Balance Sheet Leverage - Bank

100%

Investments

Home Loans

A0%

20%

Assets Liahilities
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The Problem of Bank Runs

« Banks have no problems on most days because only a fraction of its depositors want

their funds disbursed in cash

 But what if all depositors tried to withdraw their money all at once? What would

happen?

« If there's a rumor about financial trouble with a particular bank, depositors might

leisurely withdraw their funds. At first.

e More depositors will follow suit and then it creates a panic because the thought of

other depositors panicking actually does lead to a panic

« A self-fulfilling prophecy

Bank Regulation

e Deposit Insurance

o Currently, the Federal Deposit Insurance Corporation (FDIC) insures your deposits
of up to $250,000

« Capital Requirement

o To avoid a "moral hazard," banks are required to have capital worth at least 7% of

its assets
» Reserve Requirement

o The Required Reserve Ratio (RRR) stipulates that banks must keep a certain

percentage of its check deposits as cash
o Currently, it's at 10% or 0.10

« In emergency situation like 9/11, the Fed will lend directly to banks through the

discount window

Money Creation

» Money Creation Process
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table 25.1

How Banks Create Money

Currency in Checkable Money
circulation bank deposits supply
First stage: $1,000 $0 $1,000
Silas keeps his cash under his bed.
Second stage: 900 1,000 1,900

Silas deposits cash in First Street Bank, which lends
out $900 to Mary, who then pays it to Anne Acme.

Third stage: 810 1,900 2,710
Anne Acme deposits $900 in Second Street Bank,
which lends out $810 to another borrower.

» Money Multiplier Formula

@)

o

o

Excess reserves are a bank's reserves that's above and beyond the Required
Reserve Ratio (RRR)

If the RRR is 10% with a $1 million in checking deposits, the excess reserves
initially would be $900,000

Assume no "leaks" and that bank lend out all excess reserves, how much would a

$1 million deposit increase the money supply by?
Initial Deposit * 1/RRR = Increase in Money Supply

$1 million * 1/0.10 = $10 million increase

» Real World Money Multiplier

o

Not all people will deposit money in the banking system; some will hold onto

cash

Difference between Monetary Base and Money Supply
Monetary Base = Currency in Circulation + Bank Reserves
The Federal Reserve controls the monetary base

Money Supply = Currency in Circulation + Checkable Bank Deposits
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Monetary base Money supply

N <

Bank Currency in Chebc:r?lf le
reserves | circulation e

o Money multiplier is the ratio of the money supply to the monetary base
o In normal times, the money multiplier is ~1.9
o In 2008, the money multiplier was smaller at ~0.8

o Banks lent out even less money, thus more money "leaked" out of the system
Practice Questions

e The amount of money that banks hold onto that's not part of the Required Reserve
Ration, or RRR, is called which of the following?

a. Surplus reserves

b. Excess reserves

c. Reserve requirement
d. Monetary base

e. Money supply

Answer: b

» How will each of the following affect the money supply through the money multiplier
process?

o People hold less cash
» More money for banks
* Increase in money supply
o Banks hold more excess reserves

» Less money let out
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» Decrease in money supply
o The Federal reserves decreases the Required Reserve Ratio (RRR)
» Initial Deposit / RRR = Increase in Money Supply

= Increase in money supply
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4.4 The Federal Reserve & Monetary Policy

Wednesday, January 25, 2017 10:51 PM

History of the Federal Reserve

e In 1913, the Federal Reserve System was established

e The fed has a monopoly of money supply in the United States
e The Fed is a private institution with a public component

« The Board of Governors oversees the system

o 7 members who are appointed 14 year terms by the president and approved
by the Senate

o Chairs are appointed to renewable 4-year terms

The Federal Reserve Structure

9
[ e Boston
Minneapolis® 2 N
: h o ® 3 (-.\\@New York
Chicago™ Cleveland “Philadelphia
12 SN
®) .. @ ® Board of
San Kansas City ® Richmond  Governors
Francisco 10 St. Louis 5
8 C
Atlanta
Dallas@ 6

» 12 Federal Reserve Banks each in charge of their district
o Audit books of private-sector banks to ensure banks are financially sound
o New York Fed plays the special role of carrying out open-market operations
» Federal Open Market Committee (FOMC) makes decisions about monetary policy

o Board of Governors plus the New York Fed Presidents and 4 rotating Bank
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Presidents of the other 11 Districts

CONGRESS
oversees the Federal Reserve System
and its entities.

980 i
FEDERAL OPEN MARKET I l l
COMMITTEE :
consists of the members of the Board of BOARD OF GOVERNORS FEDERAL RESERVE BANKS

Governors and Reserve Bank presidents.
The Chair of the Board is the
FOMC Chair.

are the operating arms of the
is an independent agency of the g :

federal government.

Federal Reserve System and are
supervised by the Board of Governors.

Function of the Federal Reserve

Provide Financial Services

o Serve as the "banker's bank" as well as the bank for the United States

o The government has a checking account with the Fed through the U.S.
Treasury

Supervise and Regulate Banking Institutions

o Charged with ensuring the soundness of the nation's banking and financial
system

o Both the District Banks and Board of Governors examine and regulate
commercial banks

Maintain the Stability of Financial System
o Provide liquidity to financial institutions

o Provided a "discount window" for banks after the evens of 9/11

Conduct Monetary Policy
o Chief function of the Federal Reserve

o Board of Governors use monetary policy tools to address the
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macroeconomic fluctuations that occur in the economy

Reserve Requirement and Discount Rate

» Reserve Requirement

o

o

o

o

Banks are required to hold on to 10% of its checkable bank deposits
The Fed will rarely change this rate. Last change occurred in 1992

If money falls below, then banks will borrow from other banks through the
federal funds markets

Interest rate that banks borrow from other banks rate is the federal fund
rate

If RRR increase, the money supply decreases

If RRR decrease, the money supply increase

e Discount rate

o

@)

Interest rate the Fed charges directly

Rarely used to actively manage money supply

Open Market Operations
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Open Market Operations SimpleClearEasy.com

Control Recession - Control Inflation

Central Bank Jijij Central Bank

High Low = Low
Money Interest Money

Supply \/ Rate | Supply

Individual / Companies

. High
Interest
Rate

Individual / Companies

SimpleClearEasy.com

» The Fed will buy or sell U.S. Treasury bills through a commercial bank
o When the Fed buys bonds, the money supply increases
o Buying bonds will "bloat" the money supply
o When the Fed sells bonds, the money supply decreases
o Selling bonds will "shrink" the money supply
» How does the Fed purchase U.S. Treasury bills from banks?
o Fed will create money that heretofore never existed into existence
o Remember, we have a fiat currency

o Money supply increases via the monetary base
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The Fed buys securities
in the open market

The Fed sells securities
in the open market

Bank reserves increase,
and the quantity of

money increases

Bank reserves decrease,
and the quantity of
money decreases

Interest rates fall

The dollar falls on
the foreign
exchange market

Interest rates rise

Net Consumption
exports ||and investment
increase increase

The dollar rises on
the foreign
exchange market

Consumption MNet
and investment| | exports
decrease ||decrease

Aggregate demand

increases

Aggregate demand

decreases

Real GDP growth and
inflation speed up

The Financial Crisis of 2008

Real GDP growth and
inflation slow dewn
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« Which of the following is NOT a role of the Federal Reserve System?
a. Controlling monetary policy
b. Controlling fiscal policy
c. Setting a target federal funds rate
d. Supervising and regulating banks
e. Determining the Required Reserve Ratio
Answer: b
e When the Fed makes a loan to a commercial bank, it charges
a. No interest
b. The federal funds rate
c. The discount rate
d. The prime rate
e. A fixed interest rate of 10%
Answer: c

« If the Fed purchases U.S. Treasury bills from a commercial bank, what happens to
bank reserves and the money supply?

a. Both increase

b. Both decrease

c. Bank reserves increase, money supply decreases

d. Bank reserves decrease, money supply increases

e. Bank reserves increases, no change in money supply

Answer: a
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An increase in MSD MS?

the money
supply lowers
the interest rate

Interest rate (percent per year)
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0 3.0 3.1
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(c) Real GDP and the price level
» What are the three traditional tools of monetary policy used by the Fed? Which

method is preferred?
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o Discount Rate
* rate that banks are charge directly by the Fed
» 1 Discount Rate, | money supply
» | Discount Rate, T money supply
o Required Reserve Ration (RRR)
* T RRR, | money supply
= | RRR, T money supply
o Open-Market Operation (Preferred method)
» Buy government securities will increases money supply (BUY=BLOAT)

» Sell government securities will decrease money supply (SELL=SHRINK)
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4.5 The Money Market

Thursday, January 26, 2017 12:10 AM

Opportunity Cost of Holding Money

» The decision to hold onto cash has an opportunity cost. It's money that can't be
used to invest in other assets

e InJune 2007, the federal funds rate was 5.25%
 InJune 2008, the federal funds rate dropped to 2.00%
e In June 2009, the federal funds rate set to 0.0 - 0.25%

 Interest rate you get on cash is 0.0%

The opportunity of cost of money has decreased over that two-year time span
The Money Demand Curve

Interest
rate, r

Money demand curve, MD

Quantity
of money

Shifts of the Money Demand Curve
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Interest

rate, r A fall in money demand
shifts the money demand
curve to the left.
A rise in money demand
shifts the money demand
; curve to the right.
SRR EEEEEEE I I

M M - M Quantity
’ ! : of money

Changes in the Aggregate Price Level
o Higher prices have led to an increase in the demand for money
o Demand for money is proportional to the price level.

o If prices rise by 10%, demand increases by the same amount

Changes in Real GDP

o As real GDP increases, the larger quantity of money that households and firms
will hold

Changes in Technology

o Availability of ATMs and widespread acceptance of credit purchases decreases

money demand

Changes in Institutions
o Regulation Q barred interest-bearing checking.

o When eliminated in 1980, MD shifted to the right

Money and Interest Rates

e The Federal Open Market Committee (FOMC) is in charge of setting the target
federal funds rate

o The Federal Reserve doesn't actually set the federal funds rate by fiat
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o The Open Market Desk at the New York Fed buys (or sells) bonds in order to
achieve the target

e When the Fed lowers the federal funds rate, other short-term interest rates (CD
rates) fall in a corresponding matter

 In an era of a 0% federal funds rate, the opportunity cost of holding onto money is

about as low as you can get

Liquidity Preference Model

« Liquidity Preference Model of the Interest Rate

o Interest rate in money market is determined by the supply and demand for

money

o Combine the MD, which is downward sloping with the MS, which is the quantity
of money supplied by the Federal Reserve

e The Fed can either increase or decrease the money supply using one of its three
monetary policy tools

o Open Market Operations
o Changing Reserve Requirements

o Lending through the Discount Window

Discount Rate Effect Reason

Raise Less money Banks borrow less money because of higher interest.

Lower More money Banks have more money in reserves,

Reserve Requirement Effect Reason

Raise Less money Banks are required to keep more and lend less to borrowers.
Lower More money Banks keep less in vaults and lend more to borrowers.
Open Market Operations Effect Reason

Buying More money The Fed gives money to banks in exchange for bonds.
Selling Less money The Fed takes money from banks in exchange for bonds.

e Equilibrium in the Money Market
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Practice Questions
» Which of the following will decrease the demand for money?
a. Anincrease in interest rates
b. A rising level of inflation
c. Anincrease in GDP
d. An increase in the availability of ATMs
e. A decrease in interest rates
Answer: d
Option a is change the quantity demanded, not the demand itself

« If the Fed sells Treasury securities, what happens to the money supply and the
equilibrium interest rate? Graph your response
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« If the Fed buys Treasury securities, what happens to the money supply and the

equilibrium interest rate? Graph your response
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o BUY = BLOAT
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4.6 The Market for Loanable Funds

Thursday, January 26, 2017 12:59 AM

Loanable Funds Market

¢ Loanable funds market

o hypothetical market that illustrates the market outcome of the demand for
funds generated by borrowers and the supply of funds provided by lenders

» Savers are the ones who save the money and thus are more willing to lend out at
higher rates of return

Interest
rate, r

Supply of loanable funds, S

12I'.'|II||D_ R T T e

0 $150 450

Quantity of loanable funds
(billions of dollars)

» Borrowers (ie. firms with investment spending projects) prefer lower interest rates
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» Equilibrium in the Loanable Funds Market

o quantity of funds that savers want to lend equals the quantity of funds that
businesses want to borrow

Interest
rate, r
Projects with rate of return
8% or greater are funded. b
12% |~ Offers not accepted from
lenders who demand interest
rate of more than 8%.
Fe —8 :
; Projects with rate of return
) less than 8% are not funded.
4 - E
Offers accepted from
; lenders willing to lend at
: interest rate of 8% or less.
I

0 $3?D Quantity of loanable funds
0 (billions of dollars)
£

Shift of Demand for Loanable Funds
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» Changes in perceived business opportunities

o If businesses see opportunities of higher return, the demand for loanable

funds will increase

o In the late 1990s with the dot com boom, firms were excited about any possible
internet company out there and the demand for loanable funds increased to
right

» Changes in the government's borrowing
o When governments incur a deficit, the demand for loanable funds will increase
o Crowding out occurs when interest rates increase and therefore, businesses

will invest less. Thus, the crowding out effect

Shift of Supply for Loanable Funds
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» Changes in private saving behavior

o Between 2000 and 2006, rising home prices caused people to "feel richer" and
therefore spend more and save less

o The supply of loanable funds, therefore, would shift to the left as a result

e Changes in capital inflows

o With a large inflow of capital funds, the supply of loanable funds shifts to the
right

o Conversely, when international investors flee (like in Argentina), the supply of
loanable funds shift to the left

Inflation and Interest Rates
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« Inflation will tend to help borrowers and hurt savers

« In the late 1970s and early 1980s, homeowners "won" with inflation and banks "lost"
with inflation

» Real interest rate = Nominal interest rate - inflation rate
e The true cost of borrowing is the real, not nominal, interest rate!

e A good "hedge" against inflation would be to buy a house and take on a low-
interest rate mortgage and invest in other assets, perhaps the stock market

e Fisher effect

o The expected real interest rate is unaffected by the change in expected future

inflation.

o Borrowers and lenders base decisions on the expected real interest rate not
the nominal

Interest Rate in the Short Run

» Afall in the interest rates leads to a rise in investment spending, which leads to a
rise in GDP, which leads to a rise in savings

 In the money market, an increase in the money market shift the MS to the right,

lowering r

 In the short run, the loanable funs market follows the lead of the money market.
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» The change in GDP increase savings(investment) and shifts supply of loanable funds

to the right

(a) The Liquidity Preference Model of the Interest Rate

Interest

rate, r
In the short run,

an increase in the
money supply reduces
the interest rate . . .

M, Quantity of
money

Interest Rate in the Long Run

(b) The Loanable Funds Model of the Interest Rate

Interest
rate, r

51

¥ c IEERRERER
. . . which leads to

a short-run increase
in real GDP and an
increase in the supply
of loanable funds.

—Q, Quantity of

loanable funds

 In the long run, however, when the money supply increases, the aggregate price

level increase and therefore the money demand increase in the same proportion

¢ So, MS1 shifts to MS2, but MD1 shifts to MD2, which raises the interest back to its

original level

» As aresult, the supply of loanable funds which originally shifted to the right, shifts

back to the left, back to its original level!

 In the long run, money doesn't matter!

e The supply and demand for loanable funds determines the interest in the long run

(a) The Liquidity Preference Model of the Interest Rate

Interest
rate, r 1. In the long run, the rise in the price level
shifts the money demand curve to the right, . . .
2. ... which raises
E; the interest rate back
n " to its original level . . .

|

rZ "l...-._ ......................

M, Quantity
of money

Practice Question

(b) The Loanable Funds Model of the Interest Rate

Interest
rate, r
5
Sz
J———
S
"""" 3 R 3.. .. reducing real

GDP and the supply
of loanable funds
until aggregate
output equals
potential output.

Quantity of
loanable funds

014——’02

« If the Fed sells government securities, what happens in the money market? What will

happen in the loanable funds market in the short-run?
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Oue Qi g e neney

 In the long-run, if the Fed sells government securities, what happens in the money
market? What will happen in the loanable funds market?

Horker @r Loareble Funds

ﬁ_ﬂ.
/ / SLr2

Que Qui g emeney Gur ¥ Loaruble Furds
» Does each of the following affect either the supply or demand for loanable funds,
and if so, does the affected curve shift to the right or shift to the left
o Decreases in capital inflow into the economy
1 Supply of Loanable Funds, Shift Left
o Business are optimistic about future business conditions
T Demand for Loanable Funds, Shift Right

o The government decreases borrowing
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| Demand for Loanable Funds, Shift Left
o The private savings rate increases

1 Supply of Loanable Funds, Shift Right
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5.1 Budget Deficits & the National Debt

Thursday, January 26, 2017 1:52 PM

The Budget Balance

e
a
o

25 @ Outlays
K] Y Budget surplus
[
‘E’ 20 ® Budget deficit
]
£
&
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Year

» Government savings is defined by the following equation:

o SGovernment =1 —G—TR

o T:Tax Revenues

o G: Government purchases of goods & services
o TR: Government transfers

» As a rule of thumb, expansionary fiscal policies server to reduce the budget
balance (ie. decrease budget surplus or increases budget deficit)

o increase government spending
o decrease taxes
o increase transfer payments

» Generally, contractionary fiscal policies will increase the budget balance (ie.
increase budget surplus or decrease budget deficit)

o decrease government spending

o increase taxes
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o increase taxes

o decrease transfer payments
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(b) OQutlays

Cyclically Adjusted Budget Balance

» An estimate of what the budget balance would be if real GDP were exactly equal
to potential output

» Government tax revenue tends to rise and government transfers fall during
economic expansions. Budget tend towards a surplus
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« Conversely, tax receipts decrease and government transfers increase during

contractions. Budget tend towards a deficit

Actual budget
deficit, cyclically
adjusted budget
deficit (percent

of GDP)
10% [~
8 |— Actual budget
deficit
6 L fi
4
‘ '\ \
0 o T
-2 = Cyclically adjusted
4 budget deficit
I I I | | I | [
o o] i} 9] O \p) ) & 9
S I L L A
Year

Should the Budget Be Balanced

e This is a normative question!

» A balanced budget amendment nearly passed through Congress to be sent to
the states for ratification in 1994, falling 4 votes short of the 2/3rd Senators
necessary (63-67)

» A good number of economists would argue against an amendment as that would
restrict a country's ability to run a budget deficit during recessions. Recessions
would be worsened!

» However, when large deficits persist year after year, the national debt grows and

grows and grows and grows...

« The National Debt in February 2014 ~$17.3 trillion

Problems of a Rising Government Debt

e "Crowding out" effect

* When the government borrows funds in the financial markets, it competes with
private firms and "crowds out" private spending by raising interests rates and
reducing long-run economic growth

» Today's deficits increase the public debt and so puts financial strains on future
budgets
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Like a consumer maxed out on credit cards, a government with rising amount of
debt may eventually default on payment

In 2001, Argentia defaulted on its payments and caused havoc in the country's
economy and a serve recession

So why not print money to pay off the debt??

Inflation!!!
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Figure 1 The global loanable funds market
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Figure 2 The U.5. loanable funds market
Trends in Debt-GDP Ratio

Historical Events Affecting Federal Debt Held by the Public (1797-2012)
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» During times of war, the US has trended towards runing a budget deficit

e During World War II, the government ran up a huge deficit, and so the US Debt-
GDP ratio was over 100% at its peak

» In 2012, during "relative" peace, the US Total Debt-GDP ratio exceeded 100%

» With projected budget deficits to continue, the debt will continue to get larger
and larger

e Some troubled countries in 2013

o Greece 173% Debt-GDP ratio
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o Greece 173% Debt-GDP ratio
o Japan 140% Debt-GDP ratio
Implicit Liabilities
» Spending promises made by the government but not included in the actual debt
totals

» Three largest implicit liabilities of the American Government
o Social Security
o Medicare
o Medicaid

« If included in the national debt, the $17.3 trillion figure (Feb 2014) would actually
much higher

« If the government prepared its financial reports the way private companies do, the
net present value of all debt would be closer to $100 trillion!

Spendin
(:ercen‘? Medicare and Medicaid
of GDP) W Social Security
30%
Actual data CBO projection

20—

10 -

1962 1980 2000 2008 2020 2040 2060 2083

Year

Practice Questions
» Drawn an AD-AS graph an economy in a recession. What will happen if the
government increase taxes and decreases spending to reduce the deficit and lower
the national debt?

S
N\“’. LRAS,
s SRAS,
e
/ v B‘lgnm Yhe W&A&
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 If government spending exceeds tax revenues which of the following is necessarily

true?
a. Positive budget balance
b. Budget deficit
c. Recession
Answer: b
» Which of the following fiscal policies is contractionary
a. Increasing taxes by $100 billion and increasing spending by $100 billion
b. Decreasing taxes by $100 billion and Decreasing spending by $100 billion
c. Increasing taxes by $100 billion and decreasing spending by $100 billion
d. Decreasing taxes by $100 billion and increasing spending by $100 billion
e. None of the above
Answer: c
e Which of the following is reason to be concerned about perpetural beget deficits?
a. Crowding out
b. Government default

gl

The opportunity cost of future interest payments

e

Higher interest rates leading to decrease long-run growth
e. All the above

Answer: e
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5.2 Inflation & Unemployment
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The Short-Run Phillips Curve

In 1958, New Zealand-born economist Alban W.H. Phillips found that when the
unemployment rate was high, wage rates tended to fall

Conversely, when the unemployment rate was low, wage rates tended to rise

Using data in the 1950s and the 1960s, the simple negative relationship between
inflation and unemployment generally held true

Graph

Inflation
rate

When the unemployment
— rate is low, inflation is high.

When the unemployment

rate is high, inflation is low. Short-run Phillips
curve, SKPC

Unemployment rate

Inflation Expectations

Changes in expected inflation will affect the Short-Run Phillips Curve (SRPC)
An increase in expected inflation shifts the short-run Phillips curve upward
People will tend to base their expectations of inflation based on their experiences

When people were accustomed to low inflation rates, the correctly reasoned (at the
time) that future inflation rates would also be low
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Inflation and Unemployment in the Long Run

» Most economists believe that in the long-run, there is no trade-off between

unemployment and inflation
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» To avoid accelerating inflation overtime, the unemployment rate must be high
enough that the actual rate of inflation matches the expected rate of inflation

e The unemployment rate at which inflation does not change over time is known as
the nonaccelerating inflation rate of unemployment, or NAIRU

e The Long-Run Phillips Curve (LRPC) is the relationship between unemployment and
inflation after expectations of unemployment have had time to adjust over time

e Graph
Inflation
rate

8% Long-run Phillips
, curve, LRPC
6 —
5 -
4 =
3 =
2 - SRPC,
il E SRPC
0 ] | | o 0 | 2

3 4 5 fi': 7 8%
-1
Nonaccelerating inflation

-2 [ rate of unemployment, NAIRU SRPC,

3=

Unemployment rate
The Costs of Disinflation

» Generally, politicians and economists have found that bringing inflation down is
much harder than increasing it

 In the early 1980s, the United States used contractionary policies which brought
about disinflation

 Policy makers reasoned that the long-term benefit of controlling double-digit
inflation was worth the short-term pain that totaled an equivalent of nearly $2.6
trillion (2010 dollars)

A clear policy of announcing of policy of disinflation, some economists argue,
helped in easing the pain
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The Costs of Deflation

« Deflation is the fall in the aggregate price level, which was a common occurrence
before World War Il in the United States

« After WWII, inflation became the norm. But, in the 1990s, deflation reemerged in

Japan
e Why is deflation bad? Aren't lower prices good?

« In deflation, lenders gain and borrowers lose since a dollar has more purchasing

power in the future
« The effect of deflation, ultimately, leads to a reduction of aggregate demand which,

many economists will argue, played a significant role in the Great Depression

Practice Questions
e An increase in expected inflation will do which of the following?

a. Shift the SRPC downward

b. Shift the SRPC upward

c. Shift the LRPC upward

d. Shift the LRPC downward

e. None of the above

Answer: b

« Draw a correctly labeled graph showing a SRPC with an inflation rate of 2% and the
NAIRU at 5%
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e Assume an economy is in a recession. Draw a correctly labeled graph showing the

following (SRPC, LRPC, and point A, which represents the current state of recession)

ol0 ! 'Lt )

AL

NAIRY u' 8 \ Uhemploymest 9o

Macroeconomics Page 87



6.1 Economic Growth
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Real GDP Per Capita

Real GDP
per capita
(log scale)
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» Key statistic used to measure economic growth and standard of living real GDP per

capita
o Real GDP divided by the population

o Not a policy goal itself, but a useful summary that measures a nation's economic

progress
¢ In 2008, the median household income in the United States was ~$50,000
» In 1908, it was about 15% of that, or ~$8,000 in today's dollars

» In many countries today, the standard of living is less than it was in the United States

over 100 years ago!

» Why is that?
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» Gradual progress of the real GDP per capita in the US increased by 1.9% every year
» Sources of Growth
o Physical Capital

* Building and machines today make the average worker much more
productive

o Human Capital

* Improvement in labor created by education and knowledge in the
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workforce

o Technology
* Technical means for the production of goods and services
Economic Growth on Graph
e PPF Graph

o Economic growth results in an outward shift of the production possibilities

curve.
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o In Parkland, point A (y-axis) represents all investment goods and point D
represents all consumer goods (x-axis) with B and C in between
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e LRAS Curve

Consumer (500p$

o The growth in potential output over time can be shown as a rightward shift of

the long-run aggregate supply curve
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e SRAS curve

o Short-Run to Long-Run: Y; > Yp
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o Initial equilibrium is E1. Eventually, low unemployment will cause nominal wages

to rise and leads to a leftward shift of the SRAS curve, so the new equilibrium is

at E;

pe e ‘s‘.
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Aggregate
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level

SRAS,
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nominal

P i R L H wages

' shifts SRAS
leftward.

AD

Yo Yy Real GDP
o Short-Run to Long-Run: Y; < Yp

o Initial equilibrium is Es. Eventually, high unemployment will cause nominal
wages to fall and leads to a rightward shift of the SRAS curve, so the new
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Practice Questions

» Long-run economic growth depends almost entirely on

a. Technological change
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b. Rising productivity
c. Increased labor force participation
d. Rising real GDP per capita
e. Population growth
Answer: b
 In the AD-AS model, long-run economic growth is shown by a
a. Leftward shift of the AD curve
b. Rightward shift of the AD curve
c. Rightward shift of the LRAS curve
d. Rightward shift of the SRAS curve
e. Leftward shift of the SRAS curve
Answer: c
« Which of the following is listed among the key sources of growth in potential output
a. Expansionary fiscal policy
b. Expansionary monetary policy
c. A rightward shift of the short-run aggregate supply curve
d. Investment in human capital
e. All of the above

Answer: d

Macroeconomics Page 94



6.2 Balance of Payments
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Current Account

« Balance of payments on goods and services plus net international transfer
payments and factor income

 Sales and purchases of goods and services
o Payments from foreigners: $2,000,000
o Payments to foreigners: $2,500,000
o Net: -$500,000

» Factor Income
o Payments from foreigners: $800,000
o Payments to foreigners: $600,000
o Net: $200,000

* International Transfers
o funds sent by residents of one country to residents of another
o Net: -$100,000

e Current Account (CA) = Net foreign sales of goods and services + net factor
income + net international transfer = -500,000 + 200,000 - 100,000 = -400,000

e Current account deficit: CA < 0
e Current account surplus: CA > 0

e Another Example

Current account Billions of dollars
Exports of goods and services +1,754
Imports of goods and services -2,215
Net interest income +167
Net transfers =142
Current account balance —436

Financial Account
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« The difference between a country's sale of assets to foreigners and purchases of

assets from foreigners during a given period

« Official asset sales and purchases

o Payment from foreigners: $500,000

o Payment to foreigners: $600,000

o Net -$100,000
 Private sale and purchases of assets

o Payment from foreigners: $600,000

o Payment to foreigners: $100,000

o Net: $500,000
 Financial Account

o FA =-$100,000 + $500,000 = $400,000

» Another Example
Capital and financial account

Foreign investment in the

United States +1,408
U.S. investment abroad -1,200
Statistical discrepancy 231

Capital and financial account balance  +439

Balance of Payments Account

» Summary of a country's transactions with another country
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The U.S. Balance of Payments in 2008 (billions of dollars)

Payments from Payments to
foreigners foreigners Net
1 Sales and purchases
of goods and services $1,827 $2,523 -5696
2 Factor income 765 646 119
3 Transfers - —_— -128
Current account
(1+2+3 —705
4 Official asset sales
and purchases 487 530 —43
5 Private sales and
purchases of assets 47 -534 581
Financial account
(4 + 5) 538
Total —_ —_ —-167
g e
H®
o Capital and
E 4@ financial account
°
% 7. Official
B settlements
5 account
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g
g 20
[T
§
g_ -4 ® Current
ua account
o -H®
£
B
E e e L] [ ] [ ] @ [] )
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Current Account (CA) + Financial Account (FA) = 0
Or, CA = -FA

Payment to the US for goods and services, factor income, and transfers + Payments
to the United States for assets = - (Payments to the rest of the world for goods and
services, factor income, and transfers + Payments to the rest of the world for assets)

A country's financial account measures its net sales of assets, such as currencies,
securities and factories, to foreigners

o These assets are exchanged for financial capital

Macroeconomics Page 97



o Measure of capital inflows in the form of foreign saving that become
available to finance domoestic investment spending

Payments to the rest of the world for assets

Payments to the rest of the world for goods
and services, factor income, and transfers

United Rest of
States world

Payments to the United States for goods
and services, factor income, and transfers

Payments to the United States for assets

Financial Account and Loanable Supplies

» Foreign Direct Investment
o Assume all flows come in the form of loans

o Purchases of stock in foreign companies and real estate as well as foreign direct
investment, in which companies build factories or acquire other assets directly

» Exchange Rates
o We'll ignore the effects of expected changes in the exchange rate for now

» Assume that the equilibrium interest rate in The Loanable Funds Model is 4%
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Interest
rate

Equilibrium
interest  — 4% [— -
rate

0 Quantity of loanable funds
» Assume that the equilibrium interest rate in the US is 6% and that in Britain it is 2%.
What will happen?

o Capital inflow to the United States and Capital outflow from Britain

o Investors prefer higher real interest rates to lower real interest rates

(a) United States (b) Britain
Interest Interest
rate Sus rate
6% —
| ’ Equilibrium
Equilibrium interest rate
interest in Britain
rate in the |°
United States .
Dys
0 Quantity of loanable funds 0 Quantity of loanable funds

Macroeconomics Page 99



(a) United States (b) Britain

Interest Interest
rate Sus rate

International
equjhb”um _40[.{0 T A T T T T T T T Y T T T, 40]{0 | -
interest rate : :

' ' DUS
0 — Quantity of 0 Quantity of
Capital inflow to loanable funds Capital outflow  loanable funds
the United States from Britain

GDP, GNP, and the Current Account

e The basic equation for national income accounting
o Y=C+1+G+ NX
o ¥Y=C+I1+G+X-IM
o (NX=X-1M)
* Why doesn’ t the national income equation use the current account as a whole?
o GDP it the value of goods and service produced in a country
o It does not include international factor income and international transfers
* GNP, or Gross National Product, does include international factor income
e Why do we use GDP and not GNP?
o The intent was to track production not income

o Data on international factor income and transfer payments generally
considered unreliable

Global Saving Glut

 In the early 21st century, the United States entered into a massive current account
deficit

o The US imports more than it exports in a given year

o US takes in a lot of capital inflow form the rest of the world, most notably
China

» How did this happen?

o Former Fed Chairman Ben Bernanke in 2005 (a Fed Governor at the time) said
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that this "global saving glut” led to excess investment spending in the US

o Because of the financial crises in the late 20th century, other countries found
the US as an attractive destination despite low interest rates

Savings and investment
as % of world GDP

8% -

7% //
» /s
N /S
4% / /

300 - M/

ﬁfj -
20, - —

1% = —

'D'% I L 1 I I i
1980 1985 1880 1985 2000 2005 2010

|—Emerging Asian savings — Emerging Asian investment Qil savings Qil investment |

Practice Questions

* On a Loanable Funds graph, show what would happen if there are capital inflows to
a country with a 6% interest rate? When supply increased, what happened to the
interest rate?
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5. a. Q of Loanable Furds

» Which of the following will increase the demand for loanable fund in a country
a. Government budget surplus
b. Decreased private saving rate
c. Arecession
d. Decreased investment opportunities
e. Economic growth

Answer: e

» Suppose China decides to start a huge program of infrastructure spending, which it
will finance by borrowing. How will this program affect the US Balance of Payments

a. CAincreases, FA increases

b. CA decreases, FA decreases
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. CA decreases, FA increases
. CA increases, FA decreases
None of the above
Answer: d

CA =-FA
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7.1 Foreign Exchange Market

Thursday, January 26, 2017 9:45 PM

Understanding Exchange Rates

 In general, stuff produced in a country will be paid for that country's currency
o US pruducts will be paid in dollars
o Japanese products will be paid in yen
o European products will be paid in euros
o British products will be paid in pounds
» Foreign exchange markets
o market in which currencies are exchanged for each other in which exchange

rates are determined

The Foreign Exchange Market

* When the Euro was first introduced, 1 Dollar = ~1 Euro. What has happened since?
» Show using quantity of US Dollars on the x-axis, and euros per dollar on the y-axis
o Dollar has depreciated
o Bad for US travelers to Europe

o Good for US business

vl S
¥ e~ |
e, =0."%

alu. |e,qro -

#I ~0.8 gura
e\

€1

Wty of pollars
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e When the Euro was first introduced, 1 Euro = ~1 Dollar. What has happened since?
Show using quantity of Euros on the x-axis, and Dollars per Euro on the y-axis

o Euro has appreciated
o Europeans travelers to the US can purchase more stuff

o European business now will export less, because their products are more
expensive, relative to US business

N
)
% 5,
<*
e,= 8|
e
e,
\ VA
{
'.‘l '
Q Q4 Q@ oF Eures

Inflation and Real Exchange Rates
e In 1990, 1 US Dollar = 2.8 Mexican Pesos
* In 2010, 1 US Dollar = 12.8 Mexican Pesos
o Why?
* Inflation in Mexico was much higher than US inflation

« Real exchange rates take into account the impact of inflation in both countries

P s

. Real exchange rate = Mexican pesos per U.S. dollar x
Mex

» The current account responds only to changes in the real exchange, not the

nominal exchange rate!

« It still makes sense, however, to hold onto the currency with lesser inflation
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Exchange rate
(pesos per
U.S. dollar)
Pesol4 —
12 Nominal exchange rate
10 —
8 b
6 Real exchange rate
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Year
Purchasing Power Parity (PPP)
» Useful tool for analyzing interest rates is a concept known as purchasing power
parity
» The purchasing power parity or PPP between two countries’ currencies is the

nominal exchange rate at which a given baskets of goods and services would
cost the same amount in each country

« In theory, you "should" be able to buy $100 worth of stuff in any country

» For example, if 1 pound = 2 dollar, then $100 in the US should buy the same
amount of stuff that 50 pounds would get you in the UK

» Over the long run, purchasing power parities do a good job of predicating the
nominal exchange rates

Macroeconomics Page 106



Exchange rate
(Canadian dollars
per U.S. dollar)
($1.60 1= Nominal exchange rate
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Burgernomics

» The Big Mac index was first published in 1986 as an example of PPP, using the Big
Mac as the benchmark

* Not the best measure, as Argentina is not included because it did not want to be

part of the 100+ countries on the list
« InIndia, the $1.54 Big Mac is a Big Mac made of chicken, so is it really a Big Mac?

» In 2014, a Big Mac in the US sells for $4.62 which is remarkably close to what it
costs in the United Kingdom at $4.63

e Overvalued Big Macs: Norway, Sweden, Denmark, Brazil, Switzerland

» Undervalued Big Macs: Chinese yuan, Russia ruble, South African rand, Mexican

peso, Indian rupee
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Big Mac index
Under/over valuation of currencies against the dollar, July 2008, %
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Sources: McDonald’s; The Economist

Floating vs. Fixed Exchange Rate Regime

» Fixed exchange rate

o When the government keeps the exchange rate against some other currency
at or near a particular target

o Hong Kong sets an exchange rate of 7.80 HK Dollars to 1 US Dollars
o Through manipulation of supply and demand, countries can

o If the equilibrium is lower than the target rate, the government will buy
currency to prop it up
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o If the equilibrium is higher than the target rate, the government will sell the

currency to keep it from rising
» Floating exchange rate

o The exchange rate goes where the market takes it (ie. United States, UK,

Canada)
(a) Fixing an Exchange Rate (b) Fixing an Exchange Rate
Above Its Equilibrium Value Below Its Equilibrium Value
Exchange Exchange |
rate (U.S. S rate (U.S. 5
dollars Surplus at exchange rate dollars
per geno) of US$1.50 per geno per geno)
- £
US$1.50 US$1.50
Target Target
exchange exchange
rate rate Shortage at exchange rate
of US$1.50 per geno
D
0 Quantity of genos 0 Quantity of genos

Exchange Rate Dilemma

» Fixed rate regimes give predictability to trade partners as business with the
United States operates as such, as do European countries adopting the Euro (ie.

Italy, France, Germany)
 Every choice has a cost!
o Countries keep large quantities of foreign currency on hand at low return
o Monetary policy is diverted to maintaining exchange rates
o You give up use of monetary policy (as European countries did in adopting
the Euro)
Practice Questions

» On a Foreign Exchange Market Graph, what happens if capital flows from Europe to
the United States has increased? Has the dollar appreciated or depreciated?
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Qollor has appracisted)

Q of Dollars
» On a Foreign Exchange Market Graph, what would happen if there was an increase

in US demand for imports from Europe? Has the dollar appreciated or depreciated?

Increase w Supe'y
leads to O
Depﬂ-dﬂj"d Dollar

Q, Q. Q of Pellars
» Which of the following is a benefit of a fixed exchange rate regime?

a. Certainty about the value of domestic currency
b. Commitment to inflationary policies

c. No need for foreign exchange reserves

d. Allows unrestricted use of monetary policy

e. All of the above
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Answer: a
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8.1 Major Graphs Review

Friday, February 3, 2017 9:23 AM

The Scenario

« Assume the US economy is operating at an aggregate output level above potential
output.

« Draw a graph showing AD, SRAS, LRAS, equilibrium output & aggregate price level.
e Now assume the Fed uses contractionary monetary policy.

« |dentify the open-market operation the Fed would use and draw a money market
graph to show the effect of monetary policy on the nominal interest rate.

« Show how the Fed's actions will affect equilibrium in the aggregate demand and supply
graph you drew previously and the new aggregate price level.

» Draw a graph of the foreign exchange market for the US dollar relative to the Euro
« How will the Fed's contractionary monetary policy affect the real interest rate in the US?
The Inflationary Gap

» Aggregate output level above potential output: inflationary gap

Axes
o x-axis: Y = rGDP (real GDP)

o y-axis: Aggregate Price Level

Aggregate Demand

o Consumer Expenditures + Business Investment + Government Expenditures + Net
Exports

o Y=C+1+G+ NX

SRAS

o Up-ward sloping curve

Equilibrium output & aggregate price level
o The intersection of AD and SRAS
LRAS

o To the left of the equilibrium
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o Aggregate output level is above the potential output

» Potential output (Yy)

o The intersection of LRAS and x-axis

' ;«.\"’
(i
UYL\
G

AD,

Ye
Money Market

Expansionary Monetary Policy
 Lower Discount Rate

e Lower RRR

rGDP

Contractionary Money Policy
« Raise Discount Rate

e Raise RRR

» Buy Government Securities After Lowering e Sell Government Securities After Raising of

Target Fed Funds Rate
(Open Market Operation)

Target Fed Funds Rate
(Open Market Operation)
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Open Market Operations SimpleClearEasy.com

Control Recession Control Inflation

Central Bank .liji] Central Bank

Bank
High Low = Low _—___ — High

Money Interest Moneyw T Interest
e Rate
' |

Supply \/ Rate Supply
Individual / Companies

Individual / Companies

SimpleClearEasy.com

. Axes
o x-axis: Quantity of Money
o y-axis: Nominal Interest Rate (r)
» Money Demand
o Downward sloping curve
» Money Supply
o Straight Vertical Line, since the Fed control the money supply
o Expansionary: MS shifts to the right, lowing the nominal interest rate

o Contractionary: MS shifts to the left, raising the nominal interest rate
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Interest
rate, r
I3
" MD
,"7F2 M 1 Quantity
of money

New Equilibrium

» Higher interest rate = Decreased investment

When interest rates go up, both consumption and investment decrease.

Yl =Cl+ 1l + G+NX

Aggregate Demand!

Aggregate Price | as a result of contractionary monetary policy
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Aggregate
price LRAS

level

SRAS

Yp—Y Real GDP

Exchange Market

e Axes
o x-axis: Quantity of Dollars

o y-axis: Euros per Dollar

No effect in the long-run.

Since money is neutral, monetary has a short-run but not a long-run impact

Price levell Demand for US dollar?

Dollar has appreciated, because demand for US dollars has increased
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Exchange rate
(Canadian dollars
per U.S. dollar)

Supply of
U.S. dollars

XRZ ..........................

XRl ..................

Quantity of U.S. dollars
Major Factors that Shift Curves in Each Model

Aggregate Demand and Aggregate Supply
Aggregate Demand Curve Short-run Aggregate Supply Curve  Long-run Aggregate Supply Curve

Expectations Commaodity prices Productivity

Wealth Nominal wages Physical capital
Size of existing capital stock  Productivity Human capital
Fiscal and monetary policy Business taxes Technology

Net Exports Quantity of resources

Interest rates
Investment spending

Supply and Demand
Demand Curve Supply Curve
Income Input prices
Prices of substitutes and complements Prices of substitutes and complements in production
Tastes Technology
Consumer expectations Producer expectations
Number of consumers Number of producers

Loanable Funds Market

Demand Curve Supply Curve
Investment opportunities Private saving behavior
Government borrowing Capital inflows
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Money Market

Demand Curve Supply Curve
Aggregate price level Set by the Federal Reserve
Real GDP

Technology (related to money market)

Institutions (related to money market)

Foreign Exchange Market
Demand Supply
Foreigners’ purchases of domestic Domestic residents’ purchases of foreign
Goods Goods
Services Services
Assets Assets

Macroeconomics Page 118



Sample Questions

Friday, February 3, 2017 11:04 AM

Question 1

Labor-hours is the input NOT the output

Labor-hours Fish Wheat
Country A 10 20
CountryB 20 60

Convert to the quantity of outputs, assuming the labor-hours is 60

Quantity Fish ~ Wheat
Country A 6 3
Country B 3 1
Country A has CA in wheat
Country B has CA in fish

Question 3

In a inflationary gap, the following occurs
o An initial positive demand shock (real estate market booms)

o AD shifts to the right, and so the aggregate price level and aggregate output
increase, which leads to higher inflation in the short-run and reduces
unemployment

o Eventually, an increase in nominal wages in the long run decreases the SRAS and
moves the economy back to potential output
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Aggregate

price 3. ...until an eventual rise in nominal
level wages in the long run reduces short-run
aggregate supply and moves the
1. An initial positive economy back to potential output.
demand shock... LRAS

SRAS,

SRAS,

: 2. ...increases the
T R : aggregate price level
: and aggregate output
and reduces unemployment
in the short run...

Potential — Y1 Y Real GDP
output s
Inflationary gap

» Contractionary Fiscal Policy

o Use contractionary fiscal policy to decrease aggregate demand in order to get the
economy back to its potential output

» Decrease government spending (direct impact)
* |ncrease taxes
» Decrease in government transfers

o Graph
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Question 4

» Crowding-out effect

o When the government borrows funds in the financial markets, it competes with
private firms and "crowds out" private spending by raising interests rates and

reducing long-run economic growth

Crowding out:

S (loanable

Interest funds) Interest
rate rate

1 LT | LT TR R 12

| e e ks i

Quantity of loanable funds Investment
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Question 5

Change in savings
Change in income

. MPS =

Change in consumption

+ MPC= Change in income

e MPC + MPS =1

Question 6
Government Spending Money Multiplier 7
7 -MPC
Taxes Tax Multiplier MpC
71 -MPC

» When raising government spending and the taxes by the same amount, the impact of

government spending will be greater than that of taxes

Question 7
Control Recession Control Inflation

low _ - High

Moneyw Tlnterest
o | Rate

Supply \/ Rate Supply

Individual / Companies

‘ Individual / Companies

SimpleClearEasy.com

Expansionary Monetary Policy Contractionary Money Policy
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* Lower Discount Rate » Raise Discount Rate

e Lower RRR  Raise RRR

» Buy/Bloat Government Securities After ¢ Sell/Shrink Government Securities After
Lowering Target Fed Funds Rate Raising of Target Fed Funds Rate
(Open Market Operation) (Open Market Operation)

Question 9
» Expansionary monetary policy — r!
: .| MS, MS
An increase in 0 2

the money ]
supply lowers »

the interest rate

n

Interest rate (percent per year)

0 3.0 3.1
Real money (trillions of 2000 dollars)

(a) Money market
» Expansionary Fiscal Policy = Spend more money — Crowding-out effect — rt
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Interest

rate, r
S
An increase
. . . leads to L B R in the demand
a rise in the for loanable
equilibrium funds .

interest rate. n

Quantity of
loanable funds

» Expansionary policy will shift AD to the right, increase the GDP, therefore
unemployment will decrease

Question 10

 Sell securities = Shrink money supply = decrease total loans by banks

Question 11

« If the reserve ratio is low, more money circulate, so Fed will have more effect on rGDP

Question 12

 Labor productivity? — AST — Price Levell & rGDP1
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(b) A Positive Supply Shock

Aggregate
price e
level A positive
supply shock...
SRAS,
SRAS»
E'l w——--
Pof oo ...leads to higher
t aggregate output
P2 ................... ﬂ."?d i I'OWEF
aggregate price
level.
AD
Y, Y, Real GDP
Question 14

 Phillips curve

o x-axis: unemployment rate
o y-axis: inflation rate

» Short-run Phillips curve

Inflation
rate
When the unemployment
rate is low, inflation is high.
0
When the unemployment
rate is high, inflation is low. Short-run Phillips
curve, SRPC

Unemployment rate
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e Long-run Phillips curve

Inflation
rate
80/, Long-run Phillips
, curve, LRPC
b
5
4
3
2 SRPC,
1
) SRPC,
3 4 5 flj 7 8%
-1k
Nonaccelerating inflation
-2 rate of unemployment, NAIRU SRPC,
-3

¢ In short-run

o High inflation

rate, low unemployment rate

o Low inflation rate, high unemployment rate

Question 16

Factors that Shift the Short-Run Aggregate Supply Curve

Changes in commodity prices

Changes in nominal wages

Changes in productivity

Question 17

If commodity prices fall, . . .

If commaodity prices rise, . . .

If nominal wages fall, . . .
If nominal wages rise, . ..

If workers become more productive, . . .

If workers become less productive, . . .

e The equation of exchange
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.. short-run aggregate supply increases.

.. short-run aggregate supply decreases.

.. short-run aggregate supply increases.
.. short-run aggregate supply decreases.

.. short-run aggregate supply increases.
.. short-run aggregate supply decreases.



o MV =PY

o

Expenditure = nominal GDP

o

M: money supply

o

V: velocity of circulation

o

P: price level
o Y:real GDP
 Velocity of circulation

o the average number of times each dollar is spent on final goods and services

Question 18
Expansionary fiscal policy Contractionary monetary policy
GDP T l
Unemployment | 1
Interest rate T 1
Question 19

e Supply of money T = Value of money | = Exports 1
Question 20

Price index in year 2 — Price index in year 1
rice index in year riceindexinyearl ...

. Inflation rate = — _
Price index in year 1

e Inflation rate > O: inflation

¢ Inflation rate < 0: deflation
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1995 Multiple Choice

Friday, February 3, 2017 2:30 PM

Question 2

¢ Real GDP = Nominal GDP - Inflation

¢ Real interest rate = Nominal interest rate - Inflation rate

Question 6
e ADT=YT=C+11+G+ NX

Factors That Shift the Aggregate Demand Curve

Changes in expectations

If consumers and firms become more optimistic, . . .

If consumers and firms become more pessimistic, . . .
Changes in wealth

If the real value of household assets rises, . . .

If the real value of household assets falls, . . .
Size of the existing stock of physical capital

If the existing stock of physical capital is relatively small, . . .

If the existing stock of physical capital is relatively large, . . .
Fiscal policy

If the government increases spending or cuts taxes, . ..

If the government reduces spending or raises taxes, . ..
Monetary policy

If the central bank increases the quantity of money, . ..

If the central bank reduces the quantity of money, . . .

Question 13

Contractionary Expansionary
Monetary Discount Rate 1 Discount Rate |
Federal Funds 1 Federal Funds |

= Sell Government Security = Buy Government Security

RRRT RRR!

Fiscal Taxes? Taxes!
Government Spending! Government Spending?
Government Transferl Government Transfer?
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.. aggregate demand increases.

.. aggregate demand decreases.

.. aggregate demand increases.
.. aggregate demand decreases.

.. aggregate demand increases.
.. aggregate demand decreases.

.. aggregate demand increases.

.. aggregate demand decreases.



Question 21

» Consumption function

Household
consumer
spending, ¢

Slope

= MPC

Consumption

e function, cf

Ac = MPC x Ay,

Y

Household current disposable income, y,

 Increases in MPC will increase the equilibrium level of both income and consumption

Question 24

« National Incomel — Spending on goods and servicesT — Demand for money!

Question 25

« The Keynesian aggregate supply curve is horizontal, indicating that firms will supply

whatever amount of goods in demanded at the existing price level

Frice Lewel

BRAS

&by

Frice Lewel

aRAG
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Question 29

W et

d‘.‘l
P\\"

Question 34

» Classical economics (also known as liberal economics) asserts that markets function
best with minimal government interference.

 Classical economists observe that markets generally regulate themselves, when free of

coercion.

Question 36

» Equilibrium output < Potential output: Recessionary gap
» Equilibrium output > Potential output: Inflationary gap
* Spending Multiplier = 1/(1-MPC)

» Tax Multiplier = -MPC/(1-MPC)

Question 40
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Interest

rate, r A fall in money demand
shifts the money demand
curve to the left.
A rise in money demand
shifts the money demand
" curve to the right.

. Quantity
M5 My M2 of money

« If the public decides to increase its holdings of currency, the interest rate will increase

Question 41

» An increase in government expenditure will lower the interest rate, causing less
investment (Crowding-out effect)

Question 43

» Supply shock: Aggregate Supply Curve shifts to the left

» Supply shock will change both relative prices and the general price level

Question 44

» unemployment fell = rGDP increase

¢ inflation fell = Price level fell
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(b) A Positive Supply Shock

Aggregate
price .
level A positive
supply shock...
SRAS1
SRAS,
El S——--
2 ETTRURTOT

...leads to higher
: aggregate output
P2 - and a lower
aggregate price
level.

AD

Y=Y, Real GDP
Question 48

» Anincrease in the labor foece participation rate will make it more diffficult to reduce
unemployment, since the number of labors has increased

Question 49

 British economist John Maynard Keynes spearheaded a revolution in economic thinking
that overturned the then-prevailing idea that free markets would automatically provide
full employment—that is, that everyone who wanted a job would have one as long as
workers were flexible in their wage demands

Question 51

e The most important determinant of saving and consumption is the level of income

Question 52

o If the interest rate is already low, increasing money supply will not be effective as in the

high interest reate.
 If the employment is already high, it's hard to improve it further to increase rGDP.
e Nothing to improve = no effect on GDP

* A lot to improve = greatest effect on GDP

Question 55
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» Gold is not part of the money supply
e M1

o Cash

o Money in checking accounts

o Traveler's checks

o All money in M1 plus "near-moneys"
o Saving accounts
o Certificate of Deposits

o Money Market Funds
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2000 Multiple Choice

201745 H9H Afi— T 4-4:03

Question 2

2. Which of the following transactions would
represent an addition to a nation’s current gross
domestic product?

(A) Ms. Smith purchases a share of stock in an
automobile company.

(B) A retailer increases her stock of imported
shoes.

(C) The government increases its domestic
purchases of food for use by the military.

(D) A corporation sells shoes from last year's
inventory.
(E) A mother sells her car to her daughter.

A nation’s current domestic product includes final goods and services produced
during that year.

« It does not include financial transactions like the purchase of stock simply
because that is just a transfer of ownership (nothing has been produced).

» Second hand sales also aren’t included since the product was originally counted
when it was first produced (nothing has been added to our economy).

« If a retailer increases her stock of imported shoes (she is buying goods not
produced in the U.S. and, therefore, they aren’t counted in GDP).

« If the government increases its purchases, GDP will increase since production has
obviously increased.

Question 7
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7. According to the Keynesian savings schedule,
when aggregate income increases by a given
amount, savings will

(A) remain the same
(B) decrease by the amount of the change in
income
(C) increase by the amount of the change in
—————income
(D) increase by less than the amount of the
change in income
(E) increase by more than the amount of the
change in income
» Remember, you can do two things with your income: spend or save it.

e Y=C+S.

» Thus, if income increases by a given amount, savings will increase, but not by the
entire amount since you will consume some of that additional income.

Question 10

10. When consumers hold money rather than bonds
because they expect the interest rate to increase in
the future, they are holding money for which of
the following purposes?

(A) Transactions

B) Unforeseen expenditures
(C) Speculation
(D) Tlliquidity
(E) Exchange

« If people hold money because they think interest rates are going to rise in the
future, they are speculating that rates will increase so that they will benefit from

holding the money. Thus, the purpose of money is that of speculation.

Macroeconomics Page 135



The Demand for Money

* Why would people want to hold
money — that is, have a demand for
money?

* Transactions demand: for the
purpose of making everyday
market purchases.

* Precautionary demand: for
unexpected market
transactions or for
emergencies.

*Sreculative demand: to be

able to take advantage of an

investment opportunity in the
near future.

Question 16
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QUANTITY OF Y PRODUCED

13 2125
QUANTITY OF X PRODUCED

16. On the basis of the diagram above showing an
economy's production possibilities curve for two
goods, which of the following statements must be
true?

L. The opportunity cost of moving from
point P to point R is 10 units of Y.
I1. The opportunity cost of moving from
point R to point P is 8 units of X.
III. The opportunity cost of moving from
___point Q to point R is O units of Y.

e Opportunity cost is a measure of what must be forgone in order to have more of
something else.

* When moving from point P to R we must give up units of Y (10 units) to have more
X, and when moving from point R to P we must give up units of X (8 units) to have
more Y.
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e The opportunity cost of moving from Q to R is nothing simply because at Q some
of our resources were underemployed.

» This means that we won’t have to give up anything to produce more of X or Y.

Question 21

Questions 19-21 refer to the graph below that
shows an economy’s aggregate expenditures,
assuming no foreign sector and that government
expenditures are initially zero.

Full Employment

Consumption
Plus
Investment

AGGREGATE
EXPENDITURES

S

$5

$100 ~——+—— Investment

el e T E™

45°

1 —_—
$1,000 $2,000 REAL
NATIONAL
INCOME
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21, The minimum increase in government spending
necessary to reach full employment is

(A) $2,000

(C) $500
(D) $200
(E) $100

» To determine the minimum increase in government spending necessary to reach
full employment, we must first calculate the spending multiplier.

« The spending multiplier (m) = [1 / (1 = MPC)], where MPC is the marginal
propensity to consume.

* MPC (b) is simply the slope of the expenditures function.
e The slope of the line above is (1000 — 500) / (1000 — 0) = 500/1000 = 1/2.
e Thus, the spending multiplier (m) =[1/ (1 -%)] =1[1/(1/2)] = 2.

» Now that we know the multiplier and know that we want to increase income by
1000 (2000 —1000), we can simply solve for the change in government spending.

» 1000 = 2 x (Change in government spending). Therefore, the change in
government spending to eliminate this recessionary gap must be 1000 / 2 = $500

FIGURE 27.6 The Multiplier and the Slope of the AE Curve

E Zg | The multiplier is 45° line _‘% :g —T}:n;uiiipi}er is | 45°line ImpeHaio TSI s it
23 23 the AE curve less steep and _
oy oo reduce the value of the multiplier.
jg) Q 1,400 ;’ I In part (a), with no imports and
;‘,’g ;‘,’2 1 300} income taxes, the slope of the AE
§% §% curve 159.75 (the marginal
=1,200 =1,200 propensity to consume) and the
multiplier is 4. But with imports
/ and income taxes, the slope of the
@/ § : AE curve is less than the marginal
0 1,200 1,400 0 1,200 1,300 propensity to consume. In part (b},
Real GDP (billions of 2002 dollars) Real GDP (billions of 2002 dollars)

the slope of the AE curve is 0.5. In
(a) Multiplier is 4 (b) Multiplier is 2 this case, the multiplier is 2.

Question 26
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26. Which of the following constitutes the largest
component of the United States money supply
(M1)?

(B) Checkable deposits (demand deposits)
UITency (paper money)

(D) Coins

(E) Large certificates of deposit

» M1 consists of currency (coins and paper money) and checkable (demand)
deposits.

« Out of these two components, checkable (demand) deposits constitute the
largest component of the United States money supply.

Money Defined: M1

* M1 is the narrowest definition of the U.S. money supply
* Consists of: Money, MI1=Currency+ Checkable Deposits

* Currency: Coins and paper money (in the hands of the public)

— Token money: AlIU.S. coins in circulation are considered token money. The
intrinsic value, the actual value of the metal contained in the coin, is less than
the face value of the coin (This prevents people from melting down the metal for
its value)

— Paper money: About46 % of U.S. money supply (all of it in the form of

Federal Reserve Notes). Issued by the Federal Reserve System (U.S. central
banks)

* Checkable deposits: Deposits in commercial banks and thrift or savings
institutions on which checks of any size can be drawn.
— Largest component of the M1 money supplv(52%)due to the safety and
convenience checks allow.
— Example: You don’tmail currency to pay a bill, it is safer and convenient to send
a check instead.
13-5

Question 30
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30. Which of the following changes will occur to the
demand for United States dollars and the inter-
national value of the dollar in the short run if
investors in the United States and abroad increase
their purchases of United States government
bonds?

Demand International Value
for Dollars of the Dollar

(A) Decrease Decrease
(B) Decrease Increase
(C) Decrease No change

(E) Increase Increase

« If investors increase their purchases of United States government bonds, they are
going to be demanding more dollars.

» As the demand for dollars increases (demand curves shifts to the right), the
international value of the dollar also increases.

Question 31

31. As nations specialize in production and trade in
international markets, they can expect which of
the following domestic improvements?

I. Allocation of domestic resources
II. Standard of living
III. Self-sufficiency

» Trade results in specialization and, thus, an improved allocation of domestic
resources and an increased standard of living (since more can be produced as a
result of trade).

» Trade means that you are depending on someone else for a good or service.
Therefore, trade does not result in self-sufficiency.

Question 35
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35. In the simple Keynesian aggregate expenditure
model of an economy, changes in investment or
government spending will lead to a change in
which of the following?

(B) The level of output and employment
(C) Interest rates

(D) The aggregate supply curve
(E) The demand for money, unless the economy
slips into the liquidity trap

» Investment spending is one of the components of aggregate demand.

» Thus, a change in investment will result in a change in the level of output and
employment since the AD curve will be shifting.

A liguidity trap is a situation, described in Keynesian
Economics, in which injections of cash into the private

. 15" ,
banking system by a central bank fail to decrease interest 155w H Llf"
rates and hence make monetary policy ineffective. 4‘_//

Liquidity trap - Wikipedia
https://en.wikipedia.org/wiki/Liquidity_trap

Liquidity Trap

coeeed
soe8e
]
&

e The demand for money is a decreasing function of the rate of interest

e Higher the rate of interest lower the demand for money for speculative
motive and less money would be kept as inactive balance and vice versa.

e The LP curve becomes
perfectly elastic at Rate

) Of
very low rate of interest interest

Liquidity Trap

LP
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very low rate of interest interest | LP
Speculative Demand
Question 40

40. If the money stock decreases but nominal gross
domestic product remains constant, which of the
following has occurred?

&\) Income velocity of money has increased.
(B) Income velocity of money has decreased.
(C) Price level has increased.

(D) Price level has decreased.
(E) Real output has decreased.

« MV =PQ

 Since PQ does not change and M |, V. must 1 in order for the equation to remain
balanced.
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The Equation of Exchange
or Quantity Theory of Money

MV x PQ was the cornerstone of Classical theory.

$ Spent % Y * $ received

- MxV=PxQ

1. Velocity is stable.

2. The amount of goods/services that can be produced
is fixed in the short run.

3. If the Fed increases the MS by 15%, we will
see a proportional 15% increase in prices.

4. V and Q aren’'t in the equation & a change in MS
will result in a change in P.
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e
MV =

Monetarism
bl
PQ

With this "Monetarist Rule” in effect
(2 or 3%) and a constanct V, the
rate of inflation would be zero.

Question 44

44. Policymakers concerned about fostering long-run
growth in an economy that is currently in a reces-
sion would most likely recommend which of the
following combinations of monetary and fiscal

policy actions?

Monetary Policy Fiscal Policy
(A) Sell bonds Reduce taxes
(B) Sell bonds Raise taxes
(C) No change Raise taxes
(D) Buy bonds

| (E) Buy bonds

ding
No change
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» If we are in a recession, we are going to want to implement expansionary policies.
e Thus, we would want to buy bonds and do nothing with regards to fiscal policy.

» The effects of expansionary fiscal policy are partially negated due to the crowding-
out effect.

« In addition, since fiscal policy results in higher interest rates, our long-run growth
would actually be slowed since investment would decrease.

Question 55

55. Compared to expansionary monetary policies
adopted to counteract a recession, expansionary
fiscal policies tend to result in

(A) less public spending
) higher interest rates
lower prices
(D) a high rate of economic growth
(E) decreased investment by foreign countries

» Expansionary fiscal policies result in the government running on a budget deficit
sinceG > T.

e As the government borrows money to finance their budget, the demand for
loanable funds increases (shift to the right).

» This increased demand causes interest rates to rise (thereby crowding out some
private investors).

» So, while expansionary monetary policy results in lower interest rates due to an
increase in the money supply, expansionary fiscal policy results in higher interest
rates (thereby negating some of the intended effect of the policy).

Qusetion 56
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56. According to the monetarists, which of the
following is true of expansionary fiscal policy?

(A) It will cause interest rates to rise and
crowd out private investment spending.

(B) It should not be used so long as there 1s a
national debt.

(C) It should be used only when some resources
are unemployed and the inflation rate is

low.

(D) It will decrease aggregate income.

(E) It will increase aggregate income as long as
the money supply is decreased at a slow,
steady rate.

» Monetarists dislike expansionary fiscal policy because of crowding out.

« In addition, they dislike fiscal policy in general because it is too slow!

The Business Context
BKEY402

Two macro theories

Gov to manage demand in a complex
economy

Trade off between unemployment &
Inflation

Gov has a minimal role in a complex
economy

No long run trade off between
unemployment & Inflation

Inflation is caused by increases in the
Money Supply
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2005 Multiple Choice

20174E5 H2H A T4F10:41

Question 3

Types of unemployment (1)

e Unemployment related to
the process of changing

F ri ct I ond4a I jobs, which may involve a

period out of work.

Improve by: increasing flow

of information —job centres

* The category of
unemployed whose number

CyCI | Ca I varies according to the

business or economic cycle.

Demand-deficient / NB: Not just in a recession

Keynesian :
AS Macro Economics Y (e.g. in a boom, bankruptcy
March 049 lawyers have no business!)
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Types of unemployment (2)

e When there is a mis-match
between the skills of those

Structural unemployed and the skills

that new jobs require.

Improve by: supply-side

policies such as retraining

e Unemployment which is

. known to exist but is not
al d d 2 included in the official
government figures

Especially amongst illegal

immigrants — evaluation on
March 2014 official figures

AS Macro Economics
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Types of unemployment (3)

* This type of unemployment
occurs when trade unions
bargain for higher wages,

Classical /

rea I-Wage which leads to fall in the

The more they push wages
up, depending on the

demand for labour.

elasticity of labour supply
and demand, the more

]
e A type of unemployment

that occurs due to the

Se asona I seasonal nature of the job is

known as seasonal
unemployment. T[
A% Macro Economics bt
March 2014 tutor2u
Question 18

# of unemployed people

Unemployment rate =

total labor force

Question 19

» Classical economists vs. Keynesian economists
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Classical Economics

+ The market
g{:‘?cn;?;ig[ ;zlf automatically
ct - adjusts to
sustaining “booms” and
busts
Government

intervention can
only be a detriment
to the economy

Supply = Demand

David Ricardo

Historical Perspective:Classical economics came
of age during and after industrialization.

Say’s Law: Supply Creates its own demand. The economy
is stimulated when more goods are produced.
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Keynesian Economics

The market is
imperfect and not self-
sustaining

Equilibrium may
include
unemployment,
negative growth

John Maynard Keynes

Consumer income
stimulates demand,
which causes
economic growth.

When economic
growth is lacking, the
government should
stimulate demand.

Historical Background: The Great Depression

Keynes Hayek

Must pull economy out of bust
(short term focus)

Must avoid boom-bust cycles
(long term focus)

People have chaotic ‘animal spirit’

People are rational

The economy can be steered

The economy must consist of free market forces

A ‘circular flow of income’ exists

Markets are not easily predictable

Economic regulation is good

Economic regulation is bad

Bail-outs good

Bail-outs bad

The short run is most important

The long run is most important

Pro-Government
Govenrment acts in best interest of public

Anti-Government (causes malinvestment)
People act in their own best interest

Savings should be
spent now

Savings should be hoarded for future
(classical view)

Kept bad businesses afloat to protect jobs

Liquidation of bad businesses necessary

Economy can settle at sub-optimal level

Economy will settle at optimal level

without help unhindered
Respect for human suffering and job protection Respect for entrepreneurship and economic
stability

Question 22
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=

Appreciation/ Depreciation

14. If the dollar depreciates relative to the peso, the
peso will (appreciate/depreciate) relative to the dollar.

15. Appreciation of the dollar will tend to (increase/decrease)
American imports & (increase/decrease) American exports

16. The yen price of the dollar has decreased from
¥150=$1 to %100=$1, which means the dollar
(apprec/deprec), which (incr/decr) our imports from Japan

NG[1

4-19]

+ 4 4+ 43¢ ¥ Price of Dolla

=+
P
-]

Whﬂinfiipmidtliﬂ

Prica 1, 3

MD%g & A
R B 7 Ty —— ]
= B 1nterest Rates [
= @ PriceLlevel [
= @ Growth Rate I}

+++++=
o

European exports & (increase/decrease) their imports.

17. Depreciation of the euro will (increase/decrease) €

18. If Mexico decides to increase their investments
in the U.S., the peso will (appreciate/depreciate) whi
would (increase/decrease) [Mexico’s imports
U.S. exports to Mexico.

19. If the exchange rate changes so that more Japaneseﬁ
yen are required to buy a dollar then the yen will

(appreciate/depreciate) and Americans will

purchase (more/less) Japanese goods.

Question 26

« Stagflation is often caused by a SUPPLY side shock.

# of Dollars .\

Stagflation is often caused by a supply side shock. For example, rising commaodity
prices, such as oil prices, will cause a rise in business costs (transport more
expensive) and short run aggregate supply will shift to the left. This causes a higher

inflation rate and lower GDP. Nov 28, 2012

Stagflation | Economics Help

www.economicshelp.org/blog/glossary/stagflation/

Question 32

Macroeconomics Page 153




Withdrawal

The international sector. The international sector ,-m\ 3 &3 D
includes exports (X), which add to to the value of -~

aggregate demand, and are an injection into the ? P' é B8 =
circular flow of income, and imports (M), which e Y
= B

reduce aggregate demand, and are a withdrawal from injoction
the circular flow.

International sector of the economy - Economics Online
www.economicsonline.co.uk/Managing_the_economy/The_international_sector.html

Withdrawal

Injection

Question 36
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36. According to the theory of rational expectations,

a fully anticipated expansionary monetary policy
will

(A) increase potential output
(B) increase unemployment
(C) have no impact on real output ]
) promote the production of consumer goods
over capital goods
(E) result in deflation

The rational expectations theory is an economic idea that the people make choices
based on their rational outlook, available information and past experiences. The
theory suggests that the current expectations in the economy are equivalent to what
people think the future state of the economy will become.

Rational Expectations Theory - Investopedia
www.investopedia.com/terms/r/rationaltheoryofexpectations.asp
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Rational Expectation Theory

« Rational expectations theory is based on three
assumptions

— Individuals and firms learn through experience to

anticipate the consequences of changes in monetary
and fiscal policy

— They act instantaneously to protect their economic
interest thus nullifying the intended effects

— All resource and product markets are purely
competitive

Question 42

e Current account deficit = Capital account surplus

« Capital account surplus = Current account deficit

Question 44

(46%) 48. Assume that the government implements a deficit-reduction policy that
results in changes in aggregate income and output. Then the Fed engages in
monetary policy actions that reverse the changes in income and output caused by
fiscal policy action. Which of the following sets of changes in taxes, government
spending, the RR, and the discount rate is most consistent with these policies?

Government Required

Taxes Spending Reserve Ratio Discount Rate
a. Increase Increase Decrease Increase
b. Increase Decrease Decrease No change

The G would increase T and decr G to reduce the deficit which would reduce AD.
To reverse this & incr AD, the Fed would decr the RR & NC the DR to lower the |.R.
[decreasing the Discount Rate would have been better but is not a choice here]

Question 46
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prime rate

noun  MORTH AMERICAN

the lowest rate of interest at which money may be borrowed commercially.

Translations, word origin, and more definitions

Question 47

47. Which of the following best explains why transfer

payments are not included in the calculation of
gross domestic product?

(A) Transfer payments are used to pay for inter-
mediate goods, and intermediate goods are
excluded from gross domestic product.

(B) Transfer payments are a government
expenditure, and government expenditures
are excluded from gross domestic product.

(C) Recipients of transfer payments have not

produced or supplied goods and services in

exchange for these payments.

ecipients of transfer payments are usually
children, and income earned by children is
excluded in gross domestic product.

(E) Recipients of transfer payments are some-
times not citizens of the United States.
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What are excluded in GDP?

Example of Intermediate Goods:
1. Intermediate * Bricks and cement used in
goods the construction of house
Steel used in production of

“-‘—' cars
— O Wood used in furniture like
§ L " sofa, dining table and so on.
\‘% Glass used for making

spectacles

Vegetables used by
restaurant owner

Gold and silver used for
making ornaments
Cotton used for making

Macroeconomics Page 158



What are excluded in GDP?

: Examples of certain
1. Intermediate £ .
transfer payments include

goods * welfare (financial aid)

2. Transfer payments | ° socialsecurity
* government making

subsidies for certain

—— businesses (firms)
O —— Global fuel subsidies
‘ & ‘, Ao — - Fassb A commumpion MOy (Mes a5 A proportion of 4,
SCHOLARSHIPS = | XM |
SOCIAL SECURITY SYSTEM | ...
LOANS gt = ".

=N
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What are excluded in GDP?

1. Intermediate
goods

2. Transfer payments

3. Home Production
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What are excluded in GDP?

1. Intermediate goods
2. Transfer payments
3. Home Production
4. Pollution/
environmental
damage
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What are excluded in GDP?

. Intermediate
goods
. Transfer payments
. Home Production
. Pollution/environm
ental damage '
. lllegal Goods

Example:

Fake / Counterfeit %
brod ete Smuggled Goods

Question 51

51. An increase in which of the following will lead to
lower inflation and lower unemployment?

(A) Exports

B) A ate demand
(C) Labor productivity
) Government spending

(E) The international value of domestic currency

Question 52

Macroeconomics Page 162



52. An unanticipated decrease in aggregate demand
when the economy is in equilibrium will result in

(A) a decrease in voluntary unemployment

(B) a decrease in the natural rate of
unemployment

(C) a decrease in aggregate supply

(D) an increase in unplanned inventories

(E) an increase 1n the rate of intlation

EQUILIBRIUM EXPENDITURE

1.When aggregate planned expenditure
exceeds real GDP, an unplanned
decrease in inventories occurs.

2.When aggregate planned expenditure is
less than real GDP, an unplanned
increase in inventories occurs.

3.When aggregate planned expenditure
equals real GDP, there are no unplanned
inventories and real GDP remains at
equilibrium expenditure

‘ Dr. Mazharul Islam 14
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Real aggregate 3
expenditures, AE FIGURE 11 1“

{trillions of Macroeconomic Equilibrium
2000 dollars)
514
¥ = AF
12
(e AE
1. An unplanned
decreasa in
10 - inwantonas
3 An unplanned
increase in
inventorias . .
B -
,E -
d -
2 ... mesults 4. ... results |
2 in increasing in decreasing |
production production. |
! L L k -
a 52 4 L] 8 10 12 14
Real GDFP, ¥

{trillions of 2000 dollars)
@ 2006 Prentice Hall Business Publishing Economics R. Glenn Hubbard, Anthony Patrick O'Brien—1* ed.
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2008 Free Response

201745 H3H A= N%f-1:59

Question 1 (a)

o The effect of the decrease in consumption spending

|
4
-

TION RATE

INFL

11

o
I

IR, SRPC

|
i
(0 U , U; UNEMPLOYMENT
RATE
Question 1 (e)

» As aresult of the increase in interest rate, the growth rate will fall.

» The investment spending decreases and, as a result, capital formation will
decrease.

Question 2 (a)

e Current account record:
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o A United States resident buys chocolate from Belgium

o A United States manufacturer buys computer equipment from Japan.

Question 2 (b)

* Increase in income causes imports to increase, therefore the current account
balance will decrease or move toward a deficit.

Question 2 (c)
e The effect of an increase in United States firm's direct investment in India
o X-axis: Quantity of US Dollars

o Y-axis: Rupee per US Dollar

RUPEE PER
U.S. DOLLAR

g

S

g

D

0 " QUANTITY OF
QQ U.S. DOLLARS
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The Demand and Supply Line-ups in Foreign Exchange Markets

Demand for the U.S. Dollar Comes
from...

A LS. exporting firm that earned
foreign currency and is trying to pay
U.S.-based expenses

Foreign tourists visiting the United
States

Foreign investors who wish to make
direct investments in the U.5. economy

Foreign investors who wish to make
portfolio investments in the U.S.
economy

Supply of the U.S. Dollar Comes from...

A foreign firm that has sold imported goods in the United
States, earned U.S. dollars, and is trying to pay expenses
incurred in its home country

U.S. tourists leaving to visit other countries

U.5. investors who want to make foreign direct investments in
other countries

U.S. investors who want to make portfolio investments in other
countries
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When the U.S5. government imposes a quota on the import of Japanese cars, nothing happens
in the market for loanable funds in panel (a) or to net capital outflow in panel (b). The only
effect is a rise in net exports (exports minus imparts) far any given real exchange rate. As a
result, the demand for dollars in the market for foreign-currency exchange rises, as shown by
the shift from D, to 0, in panel (c). This increase in the demand for dollars causes the value
of the dollar to appreciate from E, to £;. This appreciation of the dollar tends to reduce net

exports, offsetting the direct effect of the import quota on the trade balance.

Real
Interest
Rate

n

(a) The Market for Loanable Funds

{b) Net Capital Outflow

FIGURE 6

The Effects of an Import Quota

Real
Interest
Suppl
poty Rate
h
3. Net exports,
however, remain
Demand the same.
\ NCO
Quantity of Net Capital
Loanable Funds Outflow
Real
Exchange Supply
Rate
1. An impart
guota increases
the demand for
30 . dollars . . .
2....and T
causes the E
real exchange
rate to D,
appreciate.
D
Quantity of
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2008 Free Response (Form B)

201745 H3H A= T4-1:59

Question 1 (d)

» The higher interest rate reduces the outflow of funds to countries that now have a
relatively lower interest rate.

Question 2 (a)

» Reducing tariffs will cause the domestic price of automobile to fall in Mexico,
lowering the production of cars in Mexico.
A&
Economic Effects of Tariffs

thismatter.com

Price

Quuantity

Produced by
Domestic
Suppliers Quantity

Demanded by

Domestic Buyers

Domestic Price
Without Trade

Cons

Gain from
World Price+Tariff |— ————— — — —
Froducer Surplus

Gain from
Tariff

Tax
Revenue

World
Price

4

I
I
I
|
\ y
v
Import Quantity !

Deadweight Losses

A=

-
Quantity
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FIGURE 4.5

Caterpillar, Inc.

$

112,500

I 110,000
105,000 MC, =AC,
100,000 MC, =AC,
/ MR Demand = Price

Quantity
of Tractors

A tariff placed on imported steel increases the costs of a steel-using manufacturer. This
increase leadsto a higher price charged by the manufacturerand a loss of international
competitiveness.

© 2011 Cengage Learning. All Rights Reserved. May not be copied, scanned, orduplicated, in whole or in part, except for use as permittedin a license
distributed with a certain product or service or otherwise ona password-protected website for classroomuse

Question 2 (b)

e Current Account = Export - Import - Investment Income

» The reduction in tariff increases imports relative to exports
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2009 Free Response

201745 H3H A= T4F-1:59

Question 1 (d)

» Money Supply in the graph of the money market is vertical

4

NOMINAL
TEREST RATE
<
‘6
<
w

I

i

I—‘

MD

M, M, QUANTITY
OF MONEY

Question 1 (e)

» Higher interest rate decreases investment and interest-sensitive consumption
spending, and that both consumption and investment are components of
aggregate demand.
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Question 1 (f)

Disinflationary Monetary Policy in the Short
Run and the Long Run

1. Contractionary policy moves

the economy down along the
Long-run short-run Phillips curve . . .

Phillips curve

Inflation
Rate

Short-run Phillips curve
with high expected
inflation

Short-run Phillips curve
with low expected
inflation

0 Natural rate of \ Unemplovment

unemployment > byt in the long run, expected Rate

inflation falls. and the short-run
Phillips curve shifts to the left.

Question 2 (b)

26-3a Supply and Demand for Loanable Funds

The economy’s market for loanable funds, like other markets in the economy, is
governed by supply and demand. To understand how the market for loanable
funds operates, therefore, we first look at the sources of supply and demand in
that market.

The supply of loanable funds comes from people who have some extra income
they want to save and lend out. This lending can occur directly, such as when
a household buys a bond from a firm, or it can occur indirectly, such as when a
household makes a deposit in a bank, which in turn uses the funds to make loans.
In both cases, saving is the source of the supply of loanable funds.

The demand for loanable funds comes from households and firms who
wish to borrow to make investments. This demand includes families taking
out mortgages to buy new homes. It also includes firms borrowing to buy new
equipment or build factories. In both cases, investment is the source of the demand

for loanable funds.
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Question 3 (a)

Assume that the reserve requirement is 20 percent and banks hold no excess reserves.

(a) Assume that Kim deposits $100 of cash from her pocket into her checking account. Calculate each of the
following.

(i) The maximum dollar amount the commercial bank can initially lend
(ii) The maximum total change in demand deposits in the banking system
(iii) The maximum change in the money supply
‘maximum dollar amount the bank can initially lend is $80.
‘maximum change in demand deposits is $500.
‘maximum change in the money supply is $400.

» Maximum change in money supply = Initial deposit / RRR - Initial deposit

Question 3 (c)

« Inflation will decrease the value of real wages.

D

\\

~

——

Effects of Inflation

— Decrease purchasing Power of a Dollar

— Decrease Value of Real Wages

— Increased Interest Rates
— Decreased Saving and Investing
— Increased Production Costs
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2009 Free Response (Form B)

201745 H9H Afi— T45:16

Question 1 (b)

» Decrease in taxes raises disposable income and increases consumption spending

» The effect of decrease in taxes on the Phillips curve

INFLATION RATE (%)

SRPC

UNEMPLOYMENT RATE (%)

Question 1 (c)

(c) Raymond advises the president to take no policy action.
(i) What will happen to the short-run aggregate supply curve in the long run? Explain.

(ii) Using a new correctly labeled graph of the short-run Phillips curve, show the effect of the change in
the short-run aggregate supply you identified in part (c)(i).
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e One point is earned for stating that the short-run aggregate supply curve will shift to the right.

e One point is earned for explaining that wages will fall, businesses will hire more workers, and
output will rise.

e One point is earned for showing a leftward shift of the short-run Phillips curve.

LRPC

NN

\ SRPC
SRPC’

UNEMPLOYMENT RATE (%)

INFLATION RATE (%)

Question 2 (a)

» Total change in reserves = The change of government securities

Question 2 (b)

» Money supply is vertical, since it is controlled by the federal bank

<E
Z <
EF MSZ MSI
z &
(=
[_‘
-
Iy
I
\MD

M, M, QUANTITY
OF MONEY
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Question 3 (a)

3. Assume that the real interest rates in both Canada and India have been 5 percent. Now the real interest rate in
India increases to 8 percent.

RUPEE
N
R

R CANADIA

DOLLA

#

Pl

<

T

0 Q Q QUANTITY OF
CANADIAN DOLLARS

e The supply of Canadian dollars will increase, because Canadian investors will be
attracted by the higher real interest rate in India and increase their purchase of

Indian financial assets
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The demand for currency

The demand for currencies is derived from the demand for a country's
exports, and from speculators looking to make a profit on changes in
currency values.

The supply of currency

The supply of a currency is determined by the domestic demand for
imports from abroad. For example, when the UK imports cars from
Japan it must pay in yen (¥), and to buy yen it must sell (supply) pounds.
The more it imports the greater the supply of pounds onto the foreign
exchange market. A large proportion of short-term trade in currencies is
by dealers who work for financial institutions. The London foreign
exchange market is the World's single largest international exchange
market.

Question 3 (b)

(b) Using a correctly labeled graph of the loanable funds market in Canada, show how the increase in the real
interest rate in India affects the real interest rate in Canada.
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2010 Multiple Choice

20174F5 H3H Ef#= F41:22

Question 25

« Leakage and injections of the circular flow

P Exports 5\
Injections and Rest of the <)
Leakages from World
the Circular H

Flow

Inje:tin ns Purchases of goods and services
Government

Spendin ——— o
Infes.tmeit y A b N g

B /[ (] som

Exports — oo '{\/7 o Purchases

Leakages

.ag Households

Savings

Taxation

Imports

.z'“‘\ I_II _-"‘-.l _||

A T soad |/ AT

Equilibrium A\ [ Srensters | £/ o
. N r

when \% 0 \\
injections =
Ieakages Wages, dividends, interest, profits and rent E

| Production by firms generates factor incomes

Question 29

« Employed

o people currently holding a job in the economy (either full-time or part-time)
« Unemployed

o people who are actively looking for work but have not found a job
 Labor Force

o sum of employed and unemployed

Question 30

AN 1f an affertive nrice flanr ie remaved fram a
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30. If an effective price floor is removed from a
market for a good, then the price and quantity
of the good sold will change in which of the
following ways?

Price Quantity
(A) Increase Increase
(B) Increase Decrease
[(C) Decrease Increase |
(D) Decrease Decrease

(E) No change Increase

Effect of a Price Floor

—— Excess Supply —— Aupply

Price
Floor

€
parket
="
i Frice
(=
Demand
Quantity parket Quantity
Demanded Quantity supplied
Quantity
Question 34

2) Suppose the FED is committed to keeping the nominal interest rate fixed. To
maintain the interest rate target in the face of af expansionary fiscal policy, the -

.
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2) Suppose the FED is committed to keeping the nominal interest rate fixed. To
maintain the interest rate target in the face of aff expansionary fiscal policy, the
FED can do which of the following? TAD

a) incwﬂme rate }))’fncrease the discount rate
%crease the federal funds rate gage in open-market purchases

;,)'ﬁlgage in open-market sales

27>

r————=

AD
Al |

Question 36

» Current account vs. Capital account

A' The current account records exports and imports of goods and services as well as unilateral

« transfers whereas the capital account records transactions of purchase and sale of foreigﬂ
assets and liabilities during a particular year. The current account considers goods and services
currently being produced. The credit and debit of foreign exchange due to these transactions are
also recorded in the balance of current account. The capital account is concerned with payments of
debts and claims, regardless of the time period. The balance of capital account includes all items
reflecting changes in stocks.

The balance of payments contains two accounts: current and capital. The current account deals with
short-term transactions known as actual transactions, as they have a real impact on income, output
and employment levels of a country through the movement of goods and services in the economy. It
is comprised of visible trade (export and import of goods), invisible trade (export and import of
services), unilateral transfers and investment income (income from factors such as land or foreign

shares). The resulting balance of the current account is approximated as the sum total of balance of
trade.

The capital account is a record of the inflows and outflows of capital that directly affect a country’s
foreign assets and liabilities. It is concerned with all international trade transactions between
citizens of a given country and citizens in other countries. The components of the capital account
include foreign investment and loans, banking capital and other forms of capital, as well as
monetary movements or changes in foreign exchange reserve. The capital account flow reflects
factors such as commercial borrowings, banking, investments, loans and capital.

| [FUR AU U [ A S [ [P 8 P S [ A SRR P | R —
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IdLLUTS SULTT dS LOTHINNETLIdL DUTTOUWITNTES, LdITRITIE, INTVESLITIENLS, 1OdNS diil Capidl.

In economic terms, the current account deals with receipt and payment in cash as well as non-
capital items, and the capital account reflects sources and utilization of capital. The sum of the
current account and capital account as reflected in the balance of payments will always be zero; any
surplus or deficit in the current account is matched and cancelled out by an equal surplus or deficit
in the capital account.

Question 41

41. If the economy was in a severe recession, the
most expansionary fiscal policy would be to

(A) decrease both personal income taxes and
government spending by equal amounts

(B) decrease both the reserve requirement and
government spending by the same
proportion

(C) decrease personal income taxes and increase
government spending by equal amounts

(D) increase the money supply and increase
government spending by the same
proportion

(E) Increase social security taxes and increase
government spending by equal amounts

Question 43

« Bond Prices and Nominal Interest Rates go the opposite direction

. T W

L 9 o @

= Monetary policy:

Fed buys bonds - price rises - interest
rates fall - spending rises - T GDP
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rates fall - spending rises - T GDP

Fed sells bonds - price falls - interest
rates rise - spending falls - | Inflation

Question 45

Supply and Demand and Exchange
Rates

* If Americans want to buy foreign goods/services
then they need the currency that the people in
the foreign country use from day to day.

* If Foreigners want to buy American made
goods/services, then they need the currency that
people in the U.S. use from day to day.

— This currency exchange MUST be made somewhere
along the process of trade!!

Currency (money) is a commodity just like any other
good/service — its value is determined by the forces of
supply and demand — we can’t escape it!!

The Demand and Supply Line-ups in Foreign Exchange Markets

D d for the U.S. Dollar C
emandforihe offar Lomes Supply of the U.S. Dollar Comes from...

from...

A U.5. exporting firm that earned A foreign firm that has sold imported goods in the United
foreign currency and is trying to pay States, earned U.S. dollars, and is trying to pay expenses
U.S.-based expenses incurred in its home country

Foreign tourists visiting the United

1l Q truiriete laavina ta vieit athar rAnintriae
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The Demand and Supply Line-ups in Foreign Exchange Markets

D d for the U.S. Dollar C
emandforihe offar womes Supply of the U.S. Dollar Comes from...

from...

A U.S. exporting firm that earned A foreign firm that has sold imported goods in the United
foreign currency and is trying to pay States, earned U.S5. dollars, and is trying to pay expenses
U.S.-based expenses incurred in its home country

Foreign tourists visiting the United

U.S. tourists leaving to visit other countries
States

Foreign investors who wish to make U.S. investors who want to make foreign direct investments in
direct investments in the U.S. economy other countries

Foreign investors who wish to make
portfolio investments in the U.S.
economy

U.S. investors who want to make portfolio investments in other
countries

Question 49

49, Which of the following best describes human
capital?

(A) The number of workers in the labor force

(B) The physical capital used by workers

(C) The financial assets owned by workers

k[)) The training and education of workers

(E) 1he spending by business for worker
recruitment

hu-man cap-i-tal

the skills, knowledge, and experience possessed by an individual or population, viewed in terms of
their value or cost to an organization or country.

Translations, word origin, and more definitions

Human Capital
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Human Capital

Knowledge

v J o

Education

Question 53

Full
Employment

Aggregate

/ Supply

\ Aggregate

Demand
GROSS DOMESTIC PRODUCT

PRICE LEVEL

F—————
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r - l LeIngng
GROSS DOMESTIC PRODUCT

60. The economy of a country is currently in
equilibrium at point A in the diagram above.
If the government does nothing and wages are
flexible, which of the following will most likely
occur in the long run?

(A) Falling wages will shift the aggregate demand
curve to the right, producing full
employment.

(B) Rising wages will shift the aggregate demand
curve to the right, producing full
employment.

(C) The economy will remain at point A.

(D) Rising wages will shift the aggregate supply
curve to the right, producing full
employment.

(E) Falling wages will shift the aggregate supply
curve to the right, producing full
employment.

« Short-Run to Long-Run: Y1 > Yp

« Initial equilibrium is E1. Eventually, low unemployment will cause nominal wages to rise and leads to a

leftward shift of the SRAS curve, so the new equilibrium is at E>

Aggregate
price LRAS
level

SRAS,
SRAS,

N
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rise in

nominal
Pyl

wages
shifts SRAS
leftward.

AD

Yo Yy Real GDP
e Short-Run to Long-Run: Y1 < Yp

Initial equilibrium is E1. Eventually, high unemployment will cause nominal wages to fall and leads to a
rightward shift of the SRAS curve, so the new equilibrium is at E2

Aggregate
price
level

LRAS

SRAS,

SRAS,

A fall in
nominal
wages
shifts SRAS
rightward.

AD

Y, Ye Real GDP
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2012 Multiple Choice

Tuesday, April 4, 2017 10:14 PM

Question 9

» The official unemployment rate understates the unemployment level in the economy
because the official unemployment rate ignores underemployed and discouraged workers

Question 12

5L
® |- - 1 A(high i-rate, low quantity demanded)
0
5
€
-
©
=
=)
=
A B (low i-rate, greater

: | quantity demanded)

: | ™ Money demand

1 |

0
Quantity of money
Question 28

e Technology in output per worker
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@

=

Output per worker, Yy

A
Capital per worker, Ky

Question 30
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Aggregate

price 3. ...until an eventual rise in nominal
level wages in the long run reduces short-run
aggregate supply and moves the
1. An initial positive economy back to potential output.
demand shock... LRAS
SRAS,
SRAS,
P3 ~~~~~~~~~~~~~~~~~~~~~~~~~~
P2 ___________________________________
T 2. ...increases the
Pofcrrrren e aggregate price level
and aggregate output
and reduces unemployment
in the short run...
Potential — Y1 Y, Real GDP
output Nermrengm—
Inflationary gap
Aggregate
price 2. ...reduces the aggregate
level price level and aggregate
output and leads to higher
unemployment in the short
ks LRAS
SRAS;
SRAS,
Pil oo NG
| | 1. Aninitial
p.| . negetive 3. ...until an eventual
g demand shock... : fall in nominal wages
| in the long run increases
short-run aggregate supply
Py | crrrre and moves the economy
back to potential output.
YZ Y]_ Potential Real GDP
— output
Recessionary gap

Question 32
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E}{FIIIIFIS impm’ta

GDP = C+I+(%+(X I‘u’l)

government
EDHSUWPTIUH expenditure het exports

Imvestment

Question 33

Which of the following best explains the increase
in national income that results from equal increases
in government spending and taxes?

(A) Consumers do not reduce their spending by
the full amount of the tax increase.

Question 34

» Unanticipated inflation increases the economic well-being of net debtors

Question 35

« Inflationary expectations --> inflation --> unemployment
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Inflation
Rate

NAIRIF or
Long-Run
Phiillips Curve

)

e R I R P D R B R M‘

Maw ShorteRloan
Priling Carve

[ I R R,

anrbanideav e r e d e e e e L A AR L

MeaLbabaliialnataa s e,

bt Short-Ran

Phiflips Corve

S &
: Unempioyment Rate

Question 37

Wage-Price Spiral: Combination of "cost-push” and "demand-pull" inflation leads to a
wage-price spiral

e When there is too much money chasing too few goods, the price of products will tend to
increase which leads to "demand-pull" inflation

« When workers demand higher wages as a result of inflated prices, prices of products
consequently go up as well, leading to this "wage-price" spiral

 Increased price of products leads to higher wages leads to increased price of
products and so on

« Keynesians tend to favor this model of how inflation works and that they prices are sticky

downward or downward inflexible
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Higher ~ Rising

: Cost of
Prices B
Living

Increased Indexati
demand of on of
goods wages

Higher
wages

Question 38

A budget deficit implies lower taxes and increased G, this will increase AD and this
may cause higher Real GDP and inflation. If the govt sells more bonds this is likely
to cause interest rates to increase. This is because they will need to increase
interest rates in order to attract investors to buy the extra debt.

Economic Effects of a Budget Deficit | Economics Help
www.economicshelp.org/macroeconomics/fiscal-policy/effects-budget-deficit/
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Increased Government Budget
Deficit: Crowding Out

v SLF
Government
borrows
Fi ; more,
T e & ________________ reducing
| savings

available for
private uses.

D

LF

LFI LF, Loanable Funds

Question 40

The oo pansios of 1100 thesogh & o Taral rever v e bank g
T
[ curmisaton of depary|

Fractional-reserve banking is the practice whereby a

bank accepts deposits, makes loans or investments, "’_"f,‘f Y
and holds reserves equal to a fraction of its deposit : -
liabilities. Reserves are held as currency in the bank, 5 -

or as balances in the bank's accounts at the central ) gm
bank. ‘

Fractional-reserve banking - Wikipedia
https://en.wikipedia.org/wiki/Fractional-reserve_banking
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THE BASIC FRACTIONAL RESERVE BANKING CYCLE

1. DEPOSIT
AT THIS POINT THERE IS $1,900
IN THE SYSTEM.
THE BANK HAS $100.

5

|| m =
RINSE & REPEAT |
FROM STEP 1..
w m i .
w ﬁ

RINSE & REPEAT
Question 49

AT THIS POINT THERE IS $2,710
IN THE SYSTEM.

A4

THE BANK HAS $190.

.

FROM STEP 1...
AT THIS POINT THERE 15 $3,439
IN THE SYSTEM.
THE BANK HAS $271.

HTTP://CYNIC.ME

Government Policy

N

Monetary Fiscal

/ N\ VAN

Interest Money Spend
Rates  Supply Tax pen

Question 50
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Exhibit 5: Production (and Consumption)
Possibilities Frontiers with Trade

(a) United States (b) Izodia
U.S. preferred
600 — combination 600 — .
lzodian preferred
B00— combination
= =
o =
o =]
[N kb
L,
| | | [
0 100 200 300 400 Clothing 0 100 200 200 400 Clathing

“*The U.S. consumption possibilities frontier stops at 400 million units of clothing because that is the
most that Izodians can produce

“*With production and specialization, the U.S. produces 600 units of food, consumes 400 units, and
exchanges the rest for 200 million units of [zodian clothing.

“*Izodians produce 400 units of clothing, wear 200 million units, and exchange the rest for 200 million
units of U.S. food

Question 54

e Anincrease in the labor force would LEAST likely increase labor productivity.

Question 59

« Advocates of a monetary rule recommend increasing the money supply at a rate that is
equal to the rate of increase in long-run real GDP

Question 60

e Most economists believe that in the long-run, there is no trade-off between
unemployment and inflation

« To avoid accelerating inflation overtime, the unemployment rate must be high enough
that the actual rate of inflation matches the expected rate of inflation

» The unemployment rate at which inflation does not change over time is known as the
nonaccelerating inflation rate of unemployment, or NAIRU

e The Long-Run Phillips Curve (LRPC) is the relationship between unemployment and
inflation after expectations of unemployment have had time to adjust over time
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2012 Free Response

Thursday, April 13, 2017 9:29 PM

Question 1 (a)
& .
£ (RCe$S 0N

ynderutih-mtion
T14i1a o) tncU

(-

Clothing

(a) 2 points:
¢ One point is earned for a correctly labeled graph of the production possibilities curve (PPC).
e (One point is earned for showing point he PPC.

Question 1 (b)

» Label the x-axis as "Quantity of Money"
» Use MS, MD instead of S, D to represent money supply and money demand
» MD could be a straight line or a inside-curved line

e Label r1, r2 and M1, M2

Macroeconomics Page 198



NOMINAL
INTEREST RATE

/
v

AN
_________ ““\MD

-
[35]

M, M, QUANTITY
OF MONEY

¢ Real interest rate = nominal interest rate - inflation

» No change to the price level --> inflation = 0

“) GOP of AD incieases
because lower inferest
raYes spur moie Consumption
N a\J/or investment 99'\4"3

U C+ |4(‘,+NX

Question 1 (¢)
e Current Account

o Balance of payments on goods and services plus net international transfer
payments and factor income

o Sales and purchases of goods and services
= Payments from foreigners: $2,000,000
= Payments to foreigners: $2,500,000
= Net: -$500,000

o Factor Income

= Payments from foreigners: $800,000
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= Payments to foreigners: $600,000
= Net: $200,000
International Transfers
= funds sent by residents of one country to residents of another
= Net: -$100,000

Current Account (CA) = Net foreign sales of goods and services + net
factor income + net international transfer = -500,000 + 200,000 - 100,000
= -400,000

Current account deficit: CA < 0
Current account surplus: CA > 0

Another Example

Current account Billions of dollars
Exports of goods and services +1,754
Imports of goods and services -2,215
Net interest income +167
Net fransfers =142
Current account balance 436
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,-rm‘ BpP has inveased = Impopts have intreased
M has dereased

Curreny occount delicd has ncreased ’\
feal InCome. ha$ increasead as well

ot w Sufy oF e bed,
G -
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=11 inC/easel

Question 2 (b)

e M1 = Currency + Checkable deposits
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Savings deposits, including
money market deposit accounts
52%

Money supply, M1 Maoney supply, M2
$1365 billion $7499 billion
 Assets = Liabilities

» Withdrawal will change the required reserves, thus changing the excess reserves
' IOO ) 28
— . LE N
abilihe
s ,ooo L\ h ;

000  AgsetS
8’!:;)‘t;wo Reguired Reseives

Question 2 (c)

¢ Bank can borrow from the Federal Reserve or from another bank if it runs out of
money

Question 3 (a)
e x-axis: Real GDP or Y

 y-axis: (Aggregated)Price Level
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Question 3 (b)

« Increase in exports will shift the AD to the right

l’) \?: Cr| +G+ NA

Question 3 ()

pL, 4o Pl

Price Level has ncreased | |
nominal wages Qre shicky of fired

reo\ wldu Qll ¥
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Question 3 (d)

Y= C¥ ?+ G rNL = [nvestment (ncleases
LBRS paaucs/sli% fo fhe f‘f\’\\* ()1;&\6:.
fne  capilal stotk has increAs*

a. Capital as a form of investment is defined as a factor of production in an
economic process. ... This implies that the capital stock as a factor can be defined
as stock of durable goods, tangible assets and reproducible assets in order to
increase output.

estimation of the capital stock and investment matrix in ... - OECD
https://www.oecd.org/std/na/2666677.pdf

i 4 (a) " / (b)

% io

&.l Ll e i I e

W

— f,

g T ol A ettt et

W | | ' |

) | | to

E_l | | [ [

T L -
L . 8 I
- . t - ’ y ,

(0 Ko Ko Ki.Kn K'K O lo Iy
CAPITAL STOCK INVESTMENT
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2013 Free Response

Thursday, April 13, 2017 10:04 PM

Question 1 (b)

« Graph of the money market vs Graph of the loanable funds market

(a) The Liquidity Preference Model of the Interest Rate (b) The Loanable Funds Model of the Interest Rate
Interest Interest
rate, r rate, r
In the short run,
an increase in the 51
MS, MS,  money supply reduces S,

the interest rate . . .

. .. which leads to
a short-run increase
in real GDP and an

Fo| oo TS Py | oo ........ increase in the supply
. . of loanable funds.
D
My ———— i, Quantity of G—Q, Quantity of
money loanable funds

« Graph of the loanable funds market
 x-axis: Quantity of Loanable Funds

» y-axis: Real Interest Rate
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Question 1 (c)

e More investment, higher GDP growth rate

H A
y: Crl+ GVt

real interes: V)
S0 3 GOUMCS

e ComomiC 8’*’“ rale
will jaclease becawst

ivesmenY  will lesd ¥
H\’\'e' cq';\'ﬂ\ Cormadia

Question 1 (d)
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Foreign exchange market for the euro

x-axis: Quantity of Euro

y-axis: Dollar per Euro

Label e on the y-axis as exchange rate

RO

DOLLAR/EU

QUANTITY OF
EURO

« The demand for the euro increases because the higher real interest rate in the euro
zone leads to higher returns for financial investments in the euro zone, attracting
funds from the United States to the euro zone.

Question 1 (e)

e Current Account
o Depreciate = Deficit

o Appreciate = Surplus
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Impact on Currency

* CA: All the other factors constant, a deficit balance
on a country’s current account implies that there 1s
excess supply of its currency in the foreign markets.
Hence, its currency should depreciate.

* KA: All other factors constant, a surplus balance in
a country’s financial account implies that there 1s
excess demand for assets denominated in its
currency. Hence, its currency should appreciate.
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Table 1 2015 balance of payments (billions of dollars)

Current account
Gross exports (goods and services) 52,375
Gross imports (goods and services) 52,007
MNet income -559
MNew current transfers -516
Current account balance 5293

Capital and financial account

Capital account S0

Financial account, excluding net reserve assets -5504

Financial account, reserve assets 5343

Financial account -5161
Capital and financial account balance -5161
Net errors and omissions -5132

Balance of payments (current account + capital and financial
account + net errors and omissions) 50

Sources: Wind, SAFE

Political Stability
and Economic
Performance

Investors inevitably seek out stable countries with strong
economic performance to invest capital

Inflation Countries with lower inflation tend to have stronger currencies
Differentials as purchasing power increases relative to other currencies

Interest Rate
Differentials

Current Account

Balances

Public Debt
Balances

Question 2 (e)
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Non-mandatory changes in taxation, spending, or other fiscal activities by a
government in response to economic events or changes in economic conditions.
Discretionary fiscal policy implies government actions above and beyond existing
fiscal policies, and often occurs in periods of recession or economic turbulence.

What is Discretionary Fiscal Policy? definition and meaning ...
www.businessdictionary.com/definition/Discretionary-Fiscal-Policy.htmi

» SRAS will increase because wages and some other production costs decrease
during a recession

Ls#S
v
W GRAS ¢
wages will dacrease besrause
oLy e 7, ae Freyible n ihe
eLal- =4k ong-run —> SRS shs
| a0 te pe rigny
Yi Y2 0O
Aggregate
price 2. ...reduces the aggregate
level price level and aggregate

output and leads to higher
unemployment in the short

i LRAS

SRAS,

~ SRAS,

l 1. An initial
P,| negative

,,,,, 3. ...until an eventual
l demand shock... :

fall in nominal wages
in the long run increases
: short-run aggregate supply
Py | oorrrr RN and moves the economy
: back to potential output.

Y2 Y1__ potential Real GDP
s | output
Recessionary gap

Question 3 (a)
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» x-axis: Unemployment rate

« y-axis: Inflation rate

®
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SRPC
SRPC
UNEMPLOYMENT RATE (%)

Question 3 (e)

e Real Interest Rate = Nominal Interest Rate - EXPECTED Inflation Rate
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2014 Free Response

20174E4H24H EM— T42:31

Question 1 (b)

 Increase in government spending will reduce the Cyclical Unemployment and
have no effect on the Natural Rate of Unemployment

» Cyclical Unemployment

LY ¥
a8

Cyclical Unemployment

®* When the economy goes into a recession and total
output falls, the unemployment rate rises

® Since it arises from conditions in the overall economy,
cyclical unemployment is a problem for macroeconomic
policy

® |tis caused by the business cycle hence called ‘cyclical’

® Macroeconomists say we have reached full employment
when lical unemploymentis r to zer

® But the overall unemployment rate at full
employment is greater than zero

Because there are still positive levels of frictional,
seasonal, and structural unemployment

4z

« Natural rate of unemployment
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RELATIONSHIPS BETWEEN THETYPES OF
UNEMPLOYMENT

NATURAL UNEMPLOYMENT = FRICTIONAL UNEMPLOYMENT +
STRUCTURALUNEMPLOYMENT

ACTUAL UNEMPLOYMENT = NATURAL UNEMPLOYMENT +
CYCLICALUNEMPLOYMENT

The NRU is also called the full employment rate of unemployment.

Full employment does not mean zero unemployment. It is reached
when labor markets are in balance; the number of job seekers equals
the number of job vacancies. At this point the economy’s potential
output is being achieved.

The natural rate of unemployment is not fixed; it changes over time
and is affected by economic policies.

Question 1 (d)

» The effect of increase in government spending on the real interest rate
o Upward-sloping Supply
o Downward-sloping Demand

o Increase in Demand = Decrease in Supply
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Question 1 (e)

« The economic growth rate will fall with higher interest rate, because it will slow
down capital formation

Question 2 (a)

e Buy bonds --> Shift demand of bonds to the right --> Increase the price of bonds
Panel (a) Panel (b) Panel ()

S

s 2 SRAS
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© e Yo
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Quantity of bonds per period Quantity of money per period Real GDP per year

Question 2 (b)

» Label MS and MD instead of S and D for graph of the money market

« NOMINAL interest rate at the y-axis
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Question 2 (d)

e Discount rate

o The interest rate that the Federal Reserve charges banks for borrowing from

its discount window
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The discount window is an instrument of monetary = T 7
policy (usually controlled by central banks) that allows f
eligible institutions to borrow money from the central o

bank, usually on a short-term basis, to meet temporary | . |

shortages of liquidity caused by internal or external | { I‘
disruptions. )l

Discount window - Wikipedia
https://en.wikipedia.org/wiki/Discount_window

THE FEDERAL DISCOUNT RATE IS
THE RATE AT WHICH ELIGIBLE BANKS

CAN BORROW
EVERY

14

DAYS
FROM A FEDERAL RESERVE BANK

Question 3 (a)

« If inflation does fall then there will be other benefits from having a low inflation
rate such as:

o More competitive exports (UK goods rise less than other countries)
o More certainty and less confusion encouraging investment

o Lower menu costs (though quite insignificant at the moment)
Question 3 (b)

« Import > Export --> Current Account Deficit
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e Import < Export --> Current Account Surplus

Current Account

A Formula for Calculating Current Accounts

CA=(X-M)+NY+NCT

CA is the Current Account.
X and M the Export and Import of Goods and Services respectively.
NY the Net Income from Abroad.

NCT the Net Current Transfers.

o Y=C+I+G+NX
o Higher US exports increased AD

o Production increases to meet the increased export demand from other
countries

Question 3 (c)

« Lower inflation rate for US dollar --> Higher demand for US dollar
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2015 Free Response
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Question 1 (d)

» Spending Multiplier

o Minimum required change in government spending = Value of
recessionary gap / Spending Multiplier

A Formula for the Spending Multiplier

* The formula for the multiplier is:
Multiplier = 1/(1 - MPC)
* An important number in this formula is the
marginal propensity to consume (MPC).

It 1s the fraction of extra income that a household
consumes rather than saves.

* If the MPC is 3/4, then the multiplier will be:
Multiplier = 1/(1 - 3/4) =4
* In this case, a $20 billion increase in government
spending generates $80 billion of increased
demand for goods and services.

e The minimum required change in taxes will be greater than the minimum required
change in government spending.

e The tax multiplier (mpc/mps = 0.8/0.2 = 4) is smaller than the government
spending multiplier (1/mps = 1/0.2 = 5) because part of the initial increase in
disposable income caused by the decrease in income tax will be saved rather than
spent.

Question 1 (e)
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» Lower income tax rate --> More disposable income --> More consumption and

investment --> Increase in Aggregate Demand

Question 3 (a)

» Foreign exchange market for the euro

URO

R E

N PE

il

.,
-

YE

D

Y QUANTITY OF
A Q EURO

» The supply of Euro in the foreign exchange market will increase because when real
interest rates in Japan increased, people with euros will want to invest in Japan's

financial assets because they will see a high return.

» To purchase Japan's financial assets, they will demand yen from the foreign
exchange market, leaving behind euro.
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2016 Free Response

20174424 H HH— N4F-2:31

Question 1 (a)

+ Phillips Curve
o x-axis: unemployment rate
o y-axis: inflation rate (Since inflation rate could be negative)

o LRPC = NAIRU = Non-Accelerating Inflation Rate of Unemployment

LRPC

INFLATION
RATE (%)

e e e e e e e =

SRPC

UNEMPLOYMENT
RATE (%)

Question 1 (d)

» Open Market Operation and Federal Funds Rate

o To Bloat the economy --> Buy bonds --> Increase in Money Supply -->

Increase reserve --> Decrease Federal Funds Rate
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o To Shrink the economy --> Sell bonds --> Decrease in Money Supply -->

Decrease reserve --> Increase Federal Funds Rate

Federal Open Market Committee

Federal Reserve Purchases Federal Reserve Sells
Treasury Securities from Treasury Securities to
Primary Dealers Primary Dealers

Federal Funds Rate
Declines

Reserves in the Banking Reserves in the Banking
System Increase System Shrink

How the FOMC Controls the Federal Funds Rate

Question 1 (e)

» The effect of expansionary monetary policy on GDP
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Figure 15.7 Monetary policy (1 of 2)

Long-run
The Fed conducts expansion Em’ﬁmm“% sogouats
monetary policy when it takes (cor sataer | = et storkrn
2005 = 100) agegake

supply, SAAS

actions to decrease interest rates
to increase real GDP.

 This works because decreases ol
in interest rates raise t

108

consumption, investment, and
net exports. \ -,
i s Aggregals
The Fed would take this action (. — dermiand, AD,
when short-run equilibrium real ’ HO8 0 rtions of 2000 dollars

GDP was below pgt ential real GDP. {a) Expansicnary monetary policy

+ The increase in aggregate
demand encourages increased
employment, one of the Fed’s
primary goals.

Copyright © 2017 Pearson Education, Inc. All Rights Reserved PEARSON

(a) Expansionary monetary policy

Ml /f .-

(b) Contractionary monetary policy

P 1, real GDP t ]

P |, real GDP | 1

Question 1 (g)

» The effect of change in interest rate on foreign exchange market
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INFORMEDTRADES COM 7rading News and Education

How Interest Rates Affect Currencies

Interest Rates@

Debt Investments Less
Attractive

Less Foreign and Domestic
Demand

Weaker Currency

www.informedtrades.com

Question 2 (c)
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Review

* Dollar value of Required Reserves = Amount of deposit X
required reserve ratio

* Excess Reserves = Total Reserves — Required Reserves

* Maximum amount a single bank can loan = the change in
excess reserves caused by a deposit

* The money multiplier = 1/required reserve ratio

* Total Change in Loans = amount single bank can lend X
money multiplier

e Total Change in the money supply = Total Change in
Loans + $ amount of Fed action

* Total Change in demand deposits = Total Change in
Loans + any cash deposited

e If Mr. Smith deposits $100 in the bank and $10 is kept in reserves then $90 can be
loaned out.

« If that $90 is deposited in another bank then 10% of the $90 or $9 must be kept in
reserve and therefore $81 can then be loaned out in the next round and 10% of
that must be kept in reserve and so on and so on and so on. Until all is loaned out.

Question 2 (d)

« The original $100 was already part of the money supply so you can’t include that
in the calculation.
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Practice Exam Multiple Choice

Monday, April 10, 2017 11:23 PM

Question 6

e Purchase bond --> decrease the interest rate

Figure Il-6 Decreasing Interest Rates
Increases Invesment

Inferest Kate

—_—

2 L
! I, Investment

e Purchase bond --> bloat the economy = increase the inflation rate --> promote

the employment

Question 7

¢ Investment tax credits
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investment tax credit definition

An amount that businesses are allowed by law to deduct from their taxes,
reflecting an amount they reinvest in themselves.

Note : Investment tax credits are structured to reward and
encourage economic growth.

Intfroduce Investment
Tax Credits -Increase in demand

| r Sty
..._Whlch An investment tax credit
raises th_t! (makes investment like
f_itllllllbflllm building new factories more
interest rate Fy attractive ) increases the
und. greater demand for loanable
saving... funds...

T

...which raises the
equilibrium quantity of
loanable funds.

LF, LFl Loanable Funds

Question 10

e Consumer Price Index and Inflation
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A consumer facing inflation that occurs at the rate of 10% per year will able to buy
10% less goods at the end of the year if his or her income stays the same. Inflation
can also be defined as a decline in the real purchasing power of the applicable
currency. The CPI represents prices paid by consumers (or households).

The Consumer Price Index & Inflation - Investopedia
www.investopedia.com/exam-guide/cfa-level-1/.../consumer-price-index.asp

We can then use the monthly CPI published by the Bureau of Labor Statistics
to determine differences between two points in time and calculate inflation

for that period. For example, let’'s compare the CPI of January 2000 with that
of January 2010.

The CPI of January 2000 was 168.800 with the index for January
2010 listed as 216.687.

To make the calculations, we take the more recent CPI, subtract the
oldest CPI, and then divide by the oldest CPI. Using our numbers shown
above, it would be 216.687, minus 168.800, divided by 168.800. This
equals .2837.

Inflation is always considered as a percentage, so we take that number
and multiply it by 100 to get 28.37%. Thus, the inflation rate from
January 2000 to January 2010 was 28.37%.

By looking at these calculations, it becomes easier to understand that the
Consumer Price Index is a factor in determining inflation.

Question 12
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Open Market Operations SimpleClearEasy.com
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Federal Open Market Committee

Federal Reserve Purchases Federal Reserve Sells
Treasury Securities from Treasury Securities to
Primary Dealers Primary Dealers

Reserves in the Banking Reserves in the Banking
System Increase System Shrink

Federal Funds Rate
Declines Increases
How the FOMC Controls the Federal Funas Rate
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Fed Open Market Operations

b &

Cas\ A

Question 25

« Budget deficit and interest rate

Macroeconomics Page 232



Interest S,

Supply, S,

Rate
6% 1. A budget deficit
I° decreases the
5% supply of loanable
funds . ..
2.. .. which
raises the
equilibrium Demand
interest rate . . .
0 $800.-==£1.200 Loanable Funds
\ (in billions of dollars)

3. ... and reduces the equilibrium
quantity of loanable funds.
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Budget Deficit

In reality, government budget deficits affect the
real interest rate.

When the government reduces national savings
by running a budget deficit, the interest rate
rises, and investment falls.

Because investment is important for long —run
economic growth, government budget deficits
reduce economy'’s growth rate.

Question 26

26. Which of the following will cause the United
States dollar to depreciate relative to the euro?

(A) An increase in household income in the
United States

(B) An increase in interest rates in the United
States

(C) An increase in household income in Europe

(D) A decrease in interest rates in Europe

(E) A decrease in price level in the United States

« Increasing household income in the U.S. results in more demand for foreign goods
which appreciates that currency and depreciates the dollar.

Question 27

« Causes of Stagflation
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o If the prices of raw material and labour increases, it will increase the cost of
production prices will rise and output will fall.

o Rapid rise in indirect taxes also increase the cost and price level. So output
and employment falls.

o Shortage of labour also affects the output adversely.

Stagflation is often caused by a supply side shock. For example, rising commaodity
prices, such as oil prices, will cause a rise in business costs (transport more
expensive) and short run aggregate supply will shift to the left. This causes a higher
inflation rate and lower GDP. Nov 28, 2012

Stagflation | Economics Help
www.economicshelp.org/blog/glossary/stagflation/

inflation

when the general
level of prices in an
economy increases chFacirn
y ﬁl({%}ll(t“(’“
when the production
of goods and services in
an economy slows down

or even starts to decline

Question 34
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GRAIN (IN TONS)
Lad
-

Alpha

10 Beta

0 20 30
STEEL (IN TONS)

e Alpha is getting 1 S domestically for their 1 G, but now they can trade their 1 G for
15S.

« Beta is having to give up 2 S to get 1 G domestically, but if they trade they only
have to give up 1.5S to get 1 G.

Question 35
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From the Short Run to the Long Run

(a) Leftward Shift of the Short-Run (b) Rightward Shift of the Short-Run
Aggregate Supply Curve Aggregate Supply Curve
Aggregate Aggregate
price LRAS price LRAS SRAS.
level SRAS, level :
SRAS, SRAS,
A
L le
A rise in A fall in
nominal 4 nominal
wages : wages
shifts SRAS : / shifts SRAS
leftward. rightward.
Yp Y Real GDP Y Yp Real GDP

In panel (a), the initial short-run aggregate supply curve is SRAS;. SRAS,. In panel (b), the reverse happens: at the aggregate price

At the aggregate price level, P;, the quantity of aggregate output level, Py, the quantity of aggregate output supplied is less than po-
supplied, ¥;, exceeds potential output, ¥» Eventually, low unem- tential output. High unemployment eventually leads to a fall in
ployment will cause nominal wages to rise, leading to a leftward nominal wages over time and a rightward shift of the short-run ag-
shift of the short-run aggregate supply curve from SRAS; to gregate supply curve.

e Short-Run to Long-Run: Y1 > Yp

o Initial equilibrium is E4. Eventually, low unemployment will cause nominal
wages to rise and leads to a leftward shift of the SRAS curve, so the new

equilibrium is at E>
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Aggregate
price
level

SRAS,

A rise in
nominal
wages
shifts SRAS
leftward.

AD

Yo Yy Real GDP

e Short-Run to Long-Run: Y1 < Yp

o Initial equilibrium is E4. Eventually, high unemployment will cause nominal

wages to fall and leads to a rightward shift of the SRAS curve, so the new

equilibrium is at E>

Aggregate
price
level

Question 37

LRAS SRAS,

SRAS,

A fall in
nominal
wages
shifts SRAS
nghtward.

Yy Ye Real GDP
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Types of unemployment (1)

e Unemployment related to
the process of changing

Fr | ct I ona4a I jobs, which may involve a

period out of work.

Improve by: increasing flow

of information - job centres

* The category of
unemployed whose number

CyCI | Ca | varies according to the

business or economic cycle.

Demand-deficient/ NB: Not just in a recession
AS Macro Economics Keynesian (e.g. in a boom, bankruptcy
March 2009 lawyers have no business!)
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Types of unemployment (2)

¢ When there is a mis-match
between the skills of those

Structural unemployed and the skills

that new jobs require.

Improve by: supply-side

policies such as retraining

e Unemployment which is

. known to exist but is not
=l d d en included in the official
government figures

Especially amongst illegal

ek immigrants — evaluation on
March 2014 official figures
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Types of unemployment (3)

¢ This type of unemployment
occurs when trade unions

Classical / when
bargain for higher wages,
real-wage which leads to fall in the

The more they push wages demand for labour.
up, depending on the

elasticity of labour supply
and demand, the more
unemployment

¢ A type of unemployment
that occurs due to the

Seasonal seasonal nature of the job is

known as seasonal
unemployment. T[
AS Macro Ecanomics

March 2014 tUtDl‘Zl;
Question 40

40. Assume that the economy is at full employment.
Policymakers wish to maintain the price level but
want to encourage greater investment. Which of
the following combinations of monetary and fiscal
policies would best achieve this goal?

« Expansionary monetary policy would result in lower interest rates, causing more

investment in real capital.

» To keep prices from going up, policymakers could cut G or raise taxes
[contractionary] to prevent this.

Question 42

« Lower production costs --> more profits + shifts the AS to the right --> lower price

level + increase in real output

Question 43
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43. An economy is in a short-run equilibrium at a
level of output that is less than full-employment
output. If there were no fiscal or monetary policy
interventions, which of the following changes in
output and the price level would occur in the long
run?
With no intervention in this recession, the surpluses would result in lower prices
» Workers would then accept lower wages. As more are hired back, output would

increase.

Question 47

» Decreasing taxes would increase C, increase AD and real GDP. Assuming a balanced
budget before the decrease in T means the G would have to borrow, pushing up

interest rates.

« Decreasing the discount rate would also lead to more real GDP but would result in

a lower interest rate.

« With interest rates moving in opposite directions with the two policies, this make

them indeterminate.

Tax lever of fiscal policy | Aggregate demand and aggregate supply | Macroeconomics | Khan Academy
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Question 53
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53. In the long run, if aggregate demand decreases,
real gross domestic product (GDP) and the price
level will change in which of the following ways?

e The decrease in AD resulted in surpluses & caused prices to drop.

« Workers would now accept lower wage increases which moved the SRAS curve
right, increasing real GDP.

Aggregate
ggﬁé}e 3. ...until an eventual rise in nominal
level wages in the long run reduces short-run
aggregate supply and moves the
1. An initial positive economy back to potential output.
demand shock... LRAS
SRAS,
SRAS,
Pyl oo
P.Z ___________________________________
t ' 2. ...increases the
T I - aggregate price level
: and aggregate output
and reduces unemployment
in the short run...

Potential — Y1 Y, Real GDP
output e,
Inflationary gap
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Aggregate

price 2. ...reduces the aggregate
level price level and aggregate
output and leads to higher
unemployment in the short
Ll LRAS
SRAS,
SRAS,
Pl NG
| | 1. An initial
P, |- negative ...\ 3. ...until an eventual
2 demand shock... : fall in nominal wages
l in the long run increases
short-run aggregate supply
Py | oo and moves the economy
back to potential output.
AD,
Y2 Y1__ Potential Real GDP
e output
Recessionary gap
Question 56
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Gross Private Domestic Investment ()

* | = the purchase of new capital goods or total
investment by the private sector. It includes the
purchase of new housing, plants, equipment, &
inventory by the private sector.

- Nonresidential investment includes
expenditures by firms for machines, tools, plants.

- Residential investment includes expenditures by
households & firms on new houses.

> Change in inventories computes the amount by
which firms’ inventories change during a given
period. Inventories are the goods that firms
produce now but intend to sell later.

Question 57

» The Relationship Between the Phillips Curve and AD
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The Phillips Curve Aggregate Demand and Aggregate Supply

e SRAS
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Unemployment Rate (Percent) Real GDP ($Trillions)

... so the inflation rate rises.
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The Phillips curve shows the inverse trade-off between rates of inflation and rates of
unemployment. If unemployment is high, inflation will be low; if unemployment is

low, inflation will be high.

The Phillips curve and aggregate demand share similar components. The Phillips curve
is the relationship between inflation, which affects the price level aspect of aggregate
demand, and unemployment, which is dependent on the real output portion of
aggregate demand. Consequently, it is not far-fetched to say that the Phillips curve and

aggregate demand are actually closely related.

To see the connection more clearly, consider the example illustrated by . Let's assume
that aggregate supply, AS, is stationary, and that aggregate demand starts with the
curve, AD,. There is an initial equilibrium price level and real GDP output at point A.
Now, imagine there are increases in aggregate demand, causing the curve to shift right
to curves AD, through AD4. As aggregate demand increases, unemployment decreases
as more workers are hired, real GDP output increases, and the price level increases;

this situation describes a demand-pull inflation scenario.

Aggregate Demand and

Phillips Curve
Aggregate Suppl
110 ggreg pply 10
AS
108 8 io
= [0
[al —
© 106 N & 6
E 5t \
[)) = o
104 : C 24 G
o)) =
L N =
a 102 & - 2 B
100 & 2 0 s
£ N, Phillips|curve
o' 5 6 7 8 9 10 o 2 4 6 8 10 12
Real GDP Unemployment rate
(in millions of dollars) (percent)
Question 59
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e Business taxes are determinants of both AD and AS.

« The decrease in business taxes means they have more profits and will invest more,
increasing AD.

 As far as the legal-institutional environment with the government, it is more
favorably so that will result in an increase in AS

Question 60

e The budget deficit means the government is borrowing more, which pushes up the

interest rate.

« The higher interest rate attracts more foreign investors, increasing demand for the
dollar and appreciating the dollar.

« The stronger dollar makes our exports more expensive and imports cheaper,
therefore increasing the trade deficit.

The twin deficits hypothesis, also called the double deficit hypothesis or twin
deficits anomaly, is a macroeconomic proposition that there is a strong link between
a national economy's current account balance and its government budget balance.

Twin deficits hypothesis - Wikipedia
https:/fen.wikipedia.org/wiki Twin_deficits_hypothesis
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