Preface

Bringing new textbooks in Introductory Economics to a market already supplied with a
number of alternatives raises obvious questions. How are these new books distinct? What
are the underlying motivations? What are the advantages for students and instructors?

Curtis, Irvine, Begg: Microeconomics and Macroeconomics are primarily new books
and are not just Canadian adaptations of books focussed on other national economies.
A fresh start has been made on the content, organization, and writing of most of the
topics and issues covered.

However, we have built on the philosophy and pedagogy of David Begg’s intro-
ductory book, Economics, which has dominated the United Kingdom market in recent
years. His text is comprehensive for the needs of new students of economics, and focusses
upon the essentials. We emphasize policy issues and the use of the core analytical tools
that first year students should master. The results are books more focussed and more
compact than virtually all books on the principles of economics in the Canadian
marketplace. In contrast with some encyclopedic books, we make choices and concen-
trate on the core topics important to an introductory course.

Consistent with this approach, there are no appendices or “afterthought” chapters. If
important material is challenging, it is still included in the main body of the text; it is not
relegated elsewhere for a limited audience. The results are introductory Microeconomics
and Macroeconomics books of just fifteen chapters and sixteen chapters respectively, four
of which, three introductory and an international trade chapter, are common to both.

NOTE ABOUT THE COVER:

“If we look at the world in the form of a circle, let us look at what is on the inside of
the circle as experience, culture and knowledge: let us look at this as the past ... What
is outside of the circle is yet to be experienced. But in order to expand the circle we must
know what is inside the circle ... it has been the art that has brought us back to our
roots. ... I am proud to be one of those people chosen to put the puzzle back together and
move on ... The challenge is ours to keep expanding the circle.”—Robert Davidson

CONTENT

Macroeconomics provides complete, concise coverage of introductory macroeconomic
theory and policy. It examines the Canadian economy as an economic system, and
embeds current Canadian institutions and approaches to monetary policy and fiscal
policy within that system. Particular attention is given to the recent structure, perfor-
mance, and evolution of the Canadian economy, and to the current targets and instru-
ments of Canadian monetary and fiscal policy.

The text also presents macroeconomics in the way students see it in the news

media and in general discussion of the following topics:

e Business cycles in output, employment, prices, and financial markets are topics
of ongoing reporting and discussion.

e Monetary and fiscal policy announcements get strong coverage, with discus-
sions and opinion focussed on inflation targets, interest rate settings, budget
balances, tax rates, expenditures, and public debt targets.

e Economic growth, productivity, and standards of living are important topics that
arise regularly, mainly from international comparisons of economic performance.
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The Aggregate Demand and Supply model is introduced early and used to help
students understand these topics by tying them together within a consistent analytical
framework. The analysis builds from a study of short-run business cycle fluctuations
in output and employment, under constant price conditions, to longer-term issues of
inflation and growth. A more detailed study of the balance of payments, exchange
rate policy, and monetary and fiscal policy under different exchange rate systems
completes the material.

The treatment of monetary and fiscal policy is modern and up-to-date:

e Canadian monetary policy is examined in terms of inflation targets, interest
rate policy instruments, and current Bank of Canada operating techniques.

e Canadian fiscal policy is examined in terms of output stabilization, deficit and
debt control targets, and the government’s budget function.

Numerical examples, diagrams, and basic algebra are used in combination to illus-
trate and explain economic relationships. This approach gives students an important
variety of ways to learn about the consumption function; aggregate expenditure;
government budgets; the money supply; financial asset prices, yields, and interest
rates; Okun’s Law; the Philips curve; and other key relationships in the economy.
Canadian and selected international data are used to provide real world examples and
comparisons.

STRUCTURE

The chapters in Macroeconomics are sequenced in a smooth, cumulative develop-
ment of introductory macroeconomic theory and policy.

PART 1, Chapter 1 (Economics and the Economy), Chapter 2 (The Tools of
Economic Analysis), and Chapter 3 (Demand, Supply, and the Market), provides
the conventional tool Kkit, covering the nature of economics, models, data and dia-
grams, and basic supply and demand.

PART 2 provides an introduction to Canadian macroeconomics that differs in some
ways from the usual approach.

Chapter 4 (Measuring National Economic Activity and Performance) uses a
basic national accounts system to measure economic activity and performance in the
usual way. Then the national accounts are used to provide a framework that links
explicitly to the AD/AS model.

Chapter 5 (Output, Business Cycles, and Employment) bases the AD/AS model
on the expenditure and income approaches in national accounts. It then uses AD/AS
to illustrate nominal and real GDP, and to introduce business cycle analysis. Students
see the main performance and policy issues, and the economic model, at the start of
their study of introductory macroeconomics. Subsequent chapters elaborate on and
analyze these issues.

PART 3 starts the detail of model building on the real expenditure side of the econo-
my. Aggregate demand is constructed in the conventional way, based on autonomous
expenditures and multipliers. The material is developed using careful explanations
of numerical examples, diagrams, and basic algebra. Up-to-date Canadian data are
used to show the empirical dimensions of each expenditure component.

Chapter 6 (Output, Aggregate Expenditure, and Aggregate Demand) covers
consumption, saving, and investment under constant prices to explain the position of
the AD curve and the equilibrium level of real GDP when the AS curve is horizontal.
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Chapter 7 (Government and International Trade) introduces the government
sector, the government budget function, fiscal policy, and net exports.

In PART 4, to reflect the increased importance of financial markets and monetary
policy in current work in macroeconomics, more emphasis is placed on the financial
sector and monetary policy than is found in existing texts. This also corresponds to
the interest many students show in financial markets and policy, and the attention
these topics receive in the media.

Chapter 8 (Money, Banking, and the Money Supply) uses a basic, conventional ap-
proach to money, banking, and the money supply to establish the importance of monetary
base, public cash holdings, and bank behaviour to the supply side of the money market.

The development of the demand for money balances in Chapter 9 (Financial
Markets, Interest Rates, and the Monetary Transmission Mechanism) goes some-
what beyond the conventional approach. It is based on an introduction to financial
asset prices and yields, and portfolio choices. However this approach is of particular
importance to understanding the link between monetary policy and aggregate demand.
Students find this material of particular interest and of current empirical relevance.

Chapter 10 (Central Banking and Monetary Policy) takes the modern approach
to monetary policy. It uses simple monetary policy “rules” to explain current monetary
policy. This approach is the key to understanding the Bank of Canada’s monetary policy,
which is based on an inflation target and interest rate setting.

PART 5 moves from a fixed price environment to one in which prices are flexible but
sticky, and potential output is not fixed but can grow. This brings the discussion to
the real world of inflation and growth that existing texts tend to avoid. It comes as a
natural development of the preceding discussion of business cycles and stabilization
policies, rather than as a supplementary topic.

Chapter 11 (Monetary Policy and Fiscal Policy in the Short Run) examines the
short-run effects of fiscal and monetary policies and the recent evolution of Canadian
macroeconomic policy.

Chapter 12 (Aggregate Supply, Inflation, and Adjustments to Shocks) intro-
duces inflation in wages and prices to the short-run AS model, and gives the monetary
policy an inflation target. Short-run output gaps cause changes in inflation rates to
adjust the economy to potential output. The Bank of Canada’s current approach to
monetary policy fits neatly within this framework.

Chapter 13 (Economic Growth) brings in growth in potential output and a brief
examination of the sources and importance of productivity growth.

PART 6 deals with international trade and finance.

Chapter 14 (The Balance of Payments and Exchange Rates) discusses the balance
of payments and exchange rates. The approach to exchange rates makes explicit the link
between the foreign exchange market and the flows of funds recorded in the balance of
payments, a link many existing texts ignore.

Chapter 15 (International Trade) examines the net export components of aggre-
gate demand in more detail. It starts with the data on recent trading patterns and a dis-
cussion of the issues raised by international trade. The theory of comparative advantage
is used to explain exports, imports, and the gains from international trade. Trade protec-
tionism arising from tariffs, quotas, and subsidies is evaluated. The current institutions
and multi-lateral agreements governing international trade are discussed.

Chapter 16 (Open Economy Macroeconomics) introduces open economy macro-
economics. The importance of the policy choice between fixed or flexible exchange rates
for the effectiveness of monetary and fiscal policy is examined. Recent Canadian experi-
ence with flexible rates and inflation targeting are topics of particular interest.
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LEARNING SOLUTIONS

To provide guidance and insights throughout the text, we include a number of proven
pedagogical aids, including:

Part Openers/Chapter Openers set the scene for the
areas of study in the chapters that follow.

Learning Outcomes identify the primary
topics to be covered in the following pages,
and highlight what should be understood
when the chapter has been completed.

PART 8

Introduction to
Macroeconomics

CHAPTER

Measuring National
Economic Activity and

Measuring National Economic Activity and
Performance

Output, Business Cycles and Employment

Application Boxes contain
current and practical examples
to highlight the application

of the concepts to economics
in the real world. These boxes
also provide further and more
in-depth discussions of key
models and theories to expand
on the core concepts in the
book.

Performance

By the end of this chapter you should understand:

+ Macroeconomics as the study of the whole national economy

« Three main indi of

ic activity and per

«+ The facts about recent Canadian macroeconomic activity

«+ The circular flow of outputs and incomes

« The basic national income accounting framework

« The relationship between nominal and real national income
« Per capita real GDP and standards of living

APPLICATION BOX 8.2

Banks and Other Fi

ial Services Instituti in Canada

The banks that accept and issue the deposits

we use as money are a key part of the larger
financial services industry in Canada. Trust com-
panies, credit unions, caisses populaires, insur-
ance companies, securities dealers, mutual fund
companies, and independent financial advisors
all play a role in this industry. But banks hold
more than 70 percent of the assets in the finan-
cial services sector, and the six largest Canadian
banks account for over 90 percent of the assets
of the banking industry. Trust companies, credit
unions, and caisses populaires also accept depos-
its that are used as money, but those deposits are
a small fraction of the total of deposit money. As
a result, bank deposits are the focus of our dis-
cussion of money in Canada. You will recognize
the names of the big banks among the top ten

financial services companies in Canada listed in
the table below.

The banks and other financial services com-
panies provide important financial intermediation
services to their customers: governments, busi-
nesses, and the general public. You will recall
from Chapter 6 that equilibrium national income
‘means that planned saving is equal to planned
investment. In the more complex economy of
Chapter 7, we saw that total planned leakages
from the income stream will equal total planned
injections into the stream. But planned leakages
are the result of decisions that are different from
the decisions that result in planned injections.
‘We need some mechanism to bring these two sets
of decisions together. That is what financial inter-
mediaries and financial markets do.

The Top 10 Financial Services Companies in Canada by Asset Size, 2003

Company

Total assets!

Royal Bank of Canada

Bank of Nova Scotia

Canadian Imperial Bank of Commerce
TD Financial Group

Bank of Montreal

Sun Life Financial Inc.2

Manulife Financial Corporation?
Great-West Lifeco Inc.

Mouvement des caisses Desjardins®
National Bank of Canada

403,185
285,892
277,147
273,532
256,494
163,295
148,980
115,609

94,652

82,493




The Algebra of Income Determination
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‘We have used diagrams and numerical examples to show the determination of national
income in an open economy based on autonomous expenditures and a multiplier. The
following example shows the same thing, but in a general model.

Consumption C=Cy+cYD, whereYD=Y-NT
Investment I=1,
Government expenditure G =Gy
Net taxes NT =tY
Exports X =X
Imports Z=zY

The lower case letters ¢, t, and z indicate induced relationships, and the subscript
indicates initial values for autonomous expenditures.
Aggregate expenditure is:

AE + 1+ G + NX, which, by substitution, is
AE = Cy + c(1 - )Y + Iy + Gy + X, — zY, or
AE = Cy + Iy + Gy + Xo + [c(1 - t) - Z]Y

m Changes in Equilibrium Interest Rates

Summary Box appears where it
is useful to emphasize and
summarize key chapter content.

(a) Effect of a Fall in the Money Supply (b) Effect of a Rise in Real Income
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Real Money Balances Real Money Balances

In panel (a), with given real income Y, L(Y), L is the demand for real money balances. A reduction
in the real money supply from My/P to M,/P moves the money supply function to the left. The excess
demand for money at the initial interest rate i, leads people to sell bonds to get money balances.
Bond prices fall, raising bond yields and interest rates and reducing the quantity of real money bal-
ances demanded. Figure 9.1 (page 196) showed this relationship. Equilibrium is restored at the higher
interest rate i;.

In panel (b), with a given real money supply, an increase in real GDP shifts the demand for real
money balances to the right from L(Y,) to L(Y,). Interest rates rise to a new equilibrium at i, as a result
of bond sales that lower bond prices and raise yields. At i,, the quantity of money balances demanded
again equals the supply of balances.

pose you have an emergency need for cab fare as a result of car trouble. Bonds can’t be
used to pay the fare, even if you had access to them and could sell them for cash. You
need money. The precautionary motive for holding money balances is a reflection of
these unexpected opportunities or needs.
If uncertainty is roughly constant over time, the volume of transactions and the
Review benefits from holding precautionary balances depend on real GDP. The higher real
Question 4 income is, the stronger will be the precautionary motive for holding money. But a rise
in uncertainty or anxiety, perhaps as a result of political events or economic forecasts,
increases the demand for money as precautionary balances. Increased confidence low-
ers the demand for money balances.

Next

In this chapter we have looked at indicators of macroeconomic activity and perfor-
mance, and the measurement of macroeconomic activity using the national accounts.
‘We have not examined the conditions that determine the level of economic activity
and fluctuations in that level. An economic model is required for that work. In the
next chapter we start to build a simple macroeconomic model.

Figures and tables are presented

in a simple and clear design. The
use of colour will help students to
interpret and absorb key economic
data and concepts. Captions explain
what is being demonstrated.

Review Questions located at the end
of each chapter encourage students to
review and apply the knowledge acquired
from each chapter. Text material tied into
the Review Questions is indicated by a
question-mark and the respective ques-
tion numbers in the margin of the text.

“Next” Feature appears before the
end-of-chapter summary and is a
paragraph linking the chapter in
which it appears with the material to
come in the next chapter.



Xvi Preface

End-of-Chapter Summaries
review and reinforce the main
topics covered in each chapter.

omy as a system. It examines expenditure decisions
by households, businesses, and governments, and
the total flows of goods and services produced and
incomes earned.

* Real Gross Domestic Product (GDP), prices and

inflation rates, and employment and unemploy-
ment rates are indicators of macroeconomic activ-
ity and performance.

SUMMARY

* Macroeconomics studies the whole national econ-

The national accounts provide a framework for
the measurement of the output of the economy
and the incomes earned in the economy.

Nominal GDP measures the output of final goods
and services at market prices in the economy, and
the money incomes earned by the factors of pro-
duction.

Real GDP measures the output of final goods and
services produced, and incomes earned at constant

Key Terms appear in boldface
within the text where the term
first appears, with the explana-
tion provided in the margin
and summerized at the end of
each chapter.

Real GDP 61

Economic growth 61
Rate of growth 62

Price level 62

Price index 62
Consumer Price Index 62
Inflation 62

Inflation rate 62
Employment 62
Labour force 62
Unemployment rate 63

KEY TERMS

Recession 66

Circular flow diagram 68
Nominal GDP 69

Value added 70

Intermediate inputs 70

Final goods and services 70
Consumption expenditure (C) 70
Investment (I) 71

Government expenditure (G) 71
Exports (X) 71

Imports (Z) 71

Key Equations and Relations
are serially numbered. Linear
equations are explicitly solved
in the textual development.

COMPREHENSIVE LEARNING AND TEACHING PACKAGE

We have developed a number of supplements for both teaching and learning to accom-
pany this text.

Lyryx

Lyryx Assessment for Economics is a leading edge online assessment program
designed to support both students and instructors. The assessment takes the form of
a homework assignment called a Lab. The assessments are algorithmically generated
and automatically graded so that students get instant grades and detailed feedback.
New Labs are randomly generated each time, providing the student with unlimited
opportunities to try a question. After they submit a Lab for marking, students receive
extensive feedback on their work, thus enhancing their learning experience.

LYRYX LEARNING INC
Online Learning and Assessment
lyryx.com

KEY EQUATIONS AND RELATIONS

Equations
i it el P L D CCA Ty 5.1 p. 90
Y Y Y
Y-,
The output gap = 5 X 100% (5:2); p. 95
P
Labour force - number of people employed
Unemployment rate: u = X 100% (5.3) p. 97
%abour forcel_ R
Labour force - equalibrium employment
Natural unemployment rate u, = X 100%  (5.4) p. 97
Labour force
Change in unemployment rate = Au = — % (growth rate of Y — growth rate of Yy) (5.5) p. 98

Relations

Aggregate demand AD: AP — A real financial wealth + A domestic/foreign prices
+ A interest rates — A expenditure and real output, (AY/AP) < 0

Aggregate supply AS: A real output — A costs of production — AP, (AP/AY) >0

Equilibrium real GDP and price: AD = AS
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For the Student: Lyryx Assessment for Economics offers algorithmically generated
and automatically graded assignments. Students get instant grades and instant feed-
back—no need to wait until the next class to find out how well they did! Grades are
instantly recorded in a grade book that the student can view.

Students are motivated to do their labs for two reasons: first because it can be tied
to assessment, and second, because they can try the lab as many times as they wish
prior to the due date with only their best grade being recorded.

Instructors know from experience that if students are doing their economics
homework, they will be successful in the course. Recent research regarding the use
of Lyryx has shown that when labs are tied to assessment, even if worth only a small
percentage of the total grade of the course, students WILL do their homework—and
MORE THAN ONCE!

For the Instructor: The goal of Lyryx Assessment for Economics is for instructors to
use the labs for course marks instead of creating and marking their own assignments,
saving instructors and teaching assistants valuable time which they can use to help
students directly. After registering their courses with Lyryx, instructors can create labs
of their choice by selecting problems from our bank of questions, and set a deadline for
each one of these labs. The content, marking, and feedback of the problems has been
developed and implemented with the help of experienced instructors in economics.
Instructors have access to all their students’ marks and can view their labs. At any time,
the instructors can download the class grades for their own programs.

Please contact your iLearning Sales Specialist for additional information on the
Lyryx Assessment Economics system.

Visit http://lyryx.com

Student Online Learning Centre

This electronic learning aid, located at www.mcgrawhill.ca/olc/curtisirvine offers
a wealth of materials including multiple-choice quizzes, web links, internet questions,
searchable glossary, The Globe&Mail News feeds and other News feeds, link to iStudy,
and much more.

Information Center

Macroeconomics

Doug Curtis, Trent University
Ian Irvine, Concordia University
David Begg, University of London

ISBN: 007098428X%
Copyright year: 2007

Welcome to the Online Learning Centre for Macroecanomics, First Canadian
Edition. Use the navigation to the left to preview several key features of the text.

Students will find valuable interactive learning material in the Student Centre.

LearningCenter Instructors: Note that the Instructor Centre is password protected, intended for
adopters. If you require a password, contact your McGraw-Hill Ryerson i-Learning
Sales Specialist or send a requast from this website.

To ebtain an instructor login for this Online Learning Center, ask your local sales representative. If you're an
instructor thinking about adopting this textbook, request a free copy for review.

© 2005 MoGraw-Hill Higher Eucation
Any use Is subject to the Terms of Use and Privagy Poligy .
raw-Hill Highee ation IS ene of the many fine businesses of The MoGraw-Hill Companies
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Instructor Online Learning Centre (OLC)

The OLC at www.mcgrawhill.ca/olc/curtisirvine includes a password protected
Web site for instructors. The downloadable instructor supplements include Instructor’s
Manual and PowerPoint® Presentation.

Instructor’s CD-ROM

The CD contains the Instructor’s Manual, Computerized Test Bank, and PowerPoint
Presentation.

e Instructor’s Manual contains brief chapter outlines, introductions, examples,
teaching tips, and answers to the end-of-chapter Review Questions.

e The Computerized Test Bank contains extensive multiple-choice questions and
problems for exams.

e The PowerPoint® Presentation offers visual presentations that may be edited
and manipulated to fit a particular course format. The slides contain useful
outlines, summaries, and exhibits from the text.

iStudy

Open 24 hours a day so you can study when you want, how you want, and where
you want. Many students find study guide materials to be indispensable in helping
to understand the course material being learned. iStudy (the interactive study guide)
will help students meet their goals by testing their cumulative understanding of the
material they are studying; this will help students assess their mastery of the con-
cepts they are learning.

Each chapter in iStudy contains an introductory statement, a chapter outline
keyed directly to the textbook chapter organization, headings and subheadings,
quick quiz, a list of important terms, fill-in questions, true-false and multiple-choice
questions, objective questions, and discussion questions. The answers and grading
are provided automatically when the student clicks the submit button. iStudy also
contains “Interactive Graphs” which depict major graphs and instruct students to
shift the curves, observe the outcomes, and derive relevant generalizations.

iStudy comprises a superb “tutor” for students. To see a free sample chapter, go
to the Online Learning Centre at www.mcgrawhill.ca/olc/curtisirvine. Please
contact your iLearning Sales Specialist for more information on iStudy and how to
package access to this site with the text. Full access can also be purchased through
the Online Learning Centre or by purchasing a pin code card through their campus
bookstore.

2-STAT

2-STAT is an educational resource designed by Statistics Canada and made available
to Canadian educational institutions. Using 450,000 current CANSIM (Canadian
Socio-economic Information Management System) Time Series and the most recent
—as well as historical—census data, =-STAT lets you bring data to life in colour-
ful graphs and maps. Access to 2-STAT is made available to purchasers of this book,
via the Curtis, Irvine, Begg Online Learning Centre, by special agreement between
McGraw-Hill Ryerson and Statistics Canada.
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COURSE MANAGEMENT

Visit www.mhhe.com/pageout to create a Web page for your course using our
resources. PageOut is the McGraw-Hill Ryerson Web site development centre. The
PageOut software is free to adopters and is designed to help faculty create an online
course, complete with assignments, quizzes, links to relevant Web sites, and more—all
in a matter of minutes.

In addition, content cartridges are available for the course management systems
WebCT and Blackboard. These platforms provide instructors with user friendly,
flexible teaching tools. Please contact your local McGraw-Hill Ryerson iLearning
Sales Specialist for details.

SUPERIOR SERVICE

Service takes on a whole new meaning with McGraw-Hill Ryerson and Microeconomics
and Macroeconomics. More than just bringing you the textbook, we have consistently
raised the bar in terms of innovation and educational research—both in economics
and in education in general. These investments in learning and the education commu-
nity have helped us understand the needs of students and educators across the country
and allowed us to foster the growth of truly innovative, integrated learning.

Your Integrated Learning Sales Specialist is a McGraw-Hill Ryerson representative
who has the experience, product knowledge, training, and support to help you assess
and integrate any of the above-noted products, technology, and services into your
course for optimum teaching and learning performance. Whether it’s using our test
bank software, helping your students improve their grades, or putting your entire
course online, your iLearning Sales Specialist is there to help you do it. Contact your
local iLearning Sales Specialist to learn how to maximize all of McGraw-Hill Ryerson’s
resources.

iLearning Services Program

McGraw-Hill Ryerson offers a unique iServices package designed for Canadian faculty.
Our mission is to equip providers of higher education with superior tools and resources
required for excellence in teaching. For additional information, please visit http://
www.mcgrawhill.ca/highereducation/services.

Teaching, Learning & Technology Conference Series

The educational environment continually changes, and McGraw-Hill Ryerson continues
to be committed to helping instructors acquire the skills they need to succeed in this new
milieu. Our innovative Teaching, Learning & Technology Conference Series brings fac-
ulty together from across Canada with 3M Teaching Excellence award winners to share
teaching and learning best practices in a collaborative and stimulating environment.
Pre-conference workshops on general topics, such as teaching large classes and technol-
ogy integration, are also offered. McGraw-Hill Ryerson will also work with instructors at
their institution to customize workshops that best suit the needs of faculty.

Research Reports on Technology and Student Success in Higher Education
These landmark reports, undertaken in conjunction with academic and private sector
advisory boards, are the result of research studies into the challenges professors face
in helping students succeed, and the opportunities that new technology presents to
impact teaching and learning.
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PageOut

Create a custom course Website with PageOut:
free with every McGraw-Hill Ryerson textheok.
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