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Ch 26: Aggregate Demand and Aggregate Supply 
 
Aggregate Supply 
 
Purpose of aggregate supply: aggregate demand model is to explain how real GDP and price 
level are determined and how they interact.  
 
Quantity Supplied and Supply  

● The quantity of real GDP supplied is the total quantity that  firms plan to produce during 
a given period  

● Aggregate supply is the relationship between the quantity of real GDP supplied and the 
price level 

● We distinguish two time frames associated with different states of the labour market:  
○ Long-run aggregate supply 
○ Short -run aggregate supply  

     
Long-Run Aggregate Supply  

● Long-run aggregate supply is the relationship between the quantity of real GDP 
supplied and the price level when real GDP equals potential GDP  

● Potential GDP is independent of the price level 
● So the long-run aggregate supply curve (LAS) is vertical at potential GDP  

 
Short-Run Aggregate Supply 

● Short-Run aggregate supply is the relationship between the quantity of real GDP 
supplied and the price level when the money wage rate, the prices of other resources, 
and potential GDP remain constant  

● A rise in the price level with no change in the money wage rate and other factor prices 
increases the quantity of real GDP supplied  

● The short-run aggregate supply curve (SAS) is upward sloping  
 
Changes in Aggregate Supply 

● Aggregate supply changes if an influence on production plans other than the price level 
changes  

● These influences include:  
○ Changes in potential GDP 
○ Changes in money wage rate and other factor prices)  

 
Changes in the Money Wage Rate  

● When the money wage rate changes, short run aggregate supply changes but long-run 
aggregate supply does not change  

● A rise in the money wage rate decreases short run aggregate supply and shifts the short 
run aggregate supply curve leftward  

Changes in Potential GDP  
● When potential GDP increases, both the LAS and SAS curves shift rightward  



● Potential GDP increases if:  
○ The full-employment quantity of labour increases 
○ The quantity of capital (physical or human) increases 
○ An advance in technology occurs  

 
Aggregate Demand 

● The quantity of real GDP demanded is the total amount of final goods and services 
produced in Canada that people, businesses, governments, and foreigners plan to buy  

○ Y= C + I + G + X - M  
● Buying plans depend on many factors and some of the main ones are 

○ 1). Price level 
○ 2). Expectations 
○ 3). Fiscal policy and monetary policy 
○ 4). The world economy  

 
The Aggregate Demand Curve 

● Aggregate demand is the relationship between the quantity of real GDP demanded and 
the price level  

● The AD curve slopes downward for two reasons:  
○ Wealth Effect 
○ Substitution Effects  

 
Wealth Effect: 

● A rise in the price level (other things remaining the same), decreases the quantity of real 
wealth (money, stocks, etc)  

● If the price level rises, real wealth decreases 
● People try to restore their wealth 

○ Must increase saving and decrease current consumption  
○ This decrease in consumption is a decrease in aggregate demand  

 
Substitution Effects:  

● This substitution effect involves changing the timing of purchases of capital and 
consumer durable goods and is called an Intertemporal Substitution  

○ When the price level rises and other things remain the same, interest rates rise  
○ When the interest rate rises, people borrow and spend less, so the quantity of 

real GDP demanded decreases  
○ A fall in the price level increases the real value of money and lowers the interest 

rate  
○ When the interest rate falls, people borrow and spend more, so the quantity of 

real GDP demanded increases  
 

International Substitution Effect:  
● A rise in the price level, other things remaining the same, increases the price of domestic 

goods relative to foreign goods  



● So imports increase and exports decrease, which decreases the quantity of real GDP 
demanded  

● A fall in the price level, other things remaining the same, increases the quantity of real 
GDP demanded  

 
Changes in Aggregate Demand  

● A change in any factor that influences buying plans other than the price level brings a 
change in aggregate demand. The main factors are:  

○ Expectations 
○ Fiscal policy and monetary policy 
○ The world economy  

 
Explaining Macroeconomic Trends and Fluctuations  

● The purpose of the AS-AD model is to explain changes in real GDP and the price level 
● Model’s main purpose is to explain business cycle fluctuations in these variables  

○ Aids our understanding of economic growth and inflation trends  
 
Short-Run macroeconomic Equilibrium  

● Occurs when the quantity of real GDP demanded equals the quantity of real GDP 
supplied at the point of intersection of the AD curve and the SAS curve  

 
Long-Run Macroeconomic Equilibrium  

● occurs when real GDP equals potential GDP- when the economy is on its LAS curve  
● Long-run equilibrium occurs at the intersection of the AD and LAS curves  

 
Economic Growth and Inflation in the AS-AD Model  

● Economic growth results from a growing labour force and increasing labour productivity 
 
The Business Cycle in the AS-AD Model 

● Business cycle occurs because aggregate demand and the short-run aggregate supply 
fluctuate, but the money wage does not change rapidly enough to keep real GDP at 
potential GDP  

● An above full-employment equilibrium is an equilibrium in which real GDP exceeds 
potential GDP  

● A full-employment equilibrium is an equilibrium in which real GDP equals potential 
GDP  

● A below full-employment equilibrium is an equilibrium in which potential GDP 
exceeds real GDP  

 
 
Macroeconomic Schools of Thought  
 
Macroeconomists can be divided into three broad schools of thought:  

● Classical 



● Keynesian 
● Monetarist  

 
The Classical View  

● A classical macroeconomist believes that the economy is self-regulating and always at 
full employment  

● A new classical view is that business cycle fluctuations are the efficient responses of a 
well-functioning market economy that is bombarded by shocks that arise from the 
uneven pace of technological change  

 
The Keynesian View  

● A keynesian macroeconomist believes that, left alone, the economy would rarely 
operate at full employment and that to achieve and maintain full employment, active help 
from fiscal policy and monetary policy is required  

 
A new Keynesian view holds that not only is the money wage rate sticky but also are the prices 
of goods sticky  
 
The Monetarist View  

● A monetarist is a macroeconomist who believes that the economy is self-regulating and 
that it will normally operate at full employment, provided that monetary policy is not 
erratic and that the pace of money growth is kept steady  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Ch 27: Expenditure Multipliers 
 
Since each firm’s prices are fixed, for the economy as a whole: 

● The price level is fixed 
● Aggregate demand determines real GDP 



 
This is called the Keynesian model. 
 
Expenditure Plans: 
Aggregate expenditure has 4 components:  

● Consumption expenditure 
● Investment  
● Government expenditure on goods and services 
● Net exports  

Consumption exp. And imports change when income changes so they depend on GDP. 
 
So aggregate expenditure and real GDP are positively related. 
 
Consumption and Saving Plans 
Factors that influence consumption expenditure and saving plans are: 

● Disposable income 
● Real interest rate 
● Wealth 
● Expected future income 

 
● Relationship between disposable income and consumption expenditure is also called 

consumption function. 
● Relationship between saving and disposable income is called saving function.  

 
Consumption function: 

● Y axis is consumption exp. And X axis is disposable income  
● As disposable income increases, so does consumption exp. 
● The consumption exp. When disposable income=0 is called autonomous consumption, 

so it takes place without current income. 
● Expenditure in excess of this amount is called induced consumption, that is induced by 

an increase in disposable income. 
● There is a 45 degree line in the consumption function. This line’s height measures 

disposable income.  
● At each point of the 45 degree line, consumption expenditure equals disposable income. 
● If the consumption function line is above this, the gap between are dissavings. If 

consumption function is below this line, gap between are savings.  
 
Saving function:  

● Saving and disposable income also have a positive relationship. 
● Instead of a 45 degree line, Saving functions have a horizontal line. 
● When saving function is above the line, the Height is called savings 
● WHen saving function is below the line, the height is called dissavings.  

 
Marginal propensities to save and consume 



 
MPC: Fraction of a change in disposable income that is spent on consumption.  
MPC = change in Consumption exp.( C ) / change in disposable income (YD) 
 
MPS: Fraction of change in savings over change in Disposable income  
 
MPC + MPS is always one.  
 

● Slope of the consumption function is the marginal propensity to consume. 
● Slope of the savings function is the marginal propensity to save.  

 
Import Function: 

● An increase in real GDP increases quantity of imports 
● This relationship is determined by the marginal propensity to import. 
● Change in imports divided by change in real GDP 

 
Real GDP with a fixed Price Level 
 
Aggregate Planned Expenditure: 

● Sum of all expenditure components  
● The schedule shows the addition of the different components 

 
The Aggregate Planned Expenditure curve ( AE Curve ) shows the addition steps. Aggregate 
planned exp. On y axis and real GDP on x axis 

● I 
● I+G 
● I+G+X 
● Then I+G+X+C 

 
Consumption expenditure - real GDP = induced expenditure 
I + G + X = autonomous expenditure 
 
Actual Expenditure, Planned Expenditure and Real GDP 

● Actual Expenditure is always equal to real GDP 
● But actual is not equal to aggregate planned expenditure 

 
Equilibrium Expenditure: 

● Level of aggregate expenditure that occurs when agg. Planned expen. = real GDP 
○ When all spending plans are fulfilled. 

 
The expenditure curve, with aggreg. Expenditure on Y axis and Real GDP on x-axis.  

● Equilibrium is when real gdp (x) - Agg. Exp. (y) = 0 
○ This difference is called unplanned inventory change 

 



Forces that move agg. Expenditure towards equilibrium:  
● When planned expenditure exceeds real GDP, inventories decrease and production 

increase to restore inventories.  
● When actual expenditure exceeds planned expenditure inventories rise and production 

decreases.  
 
The Multiplier 

● When autonomous expenditure changes, so does equilibrium expenditure and real GDP 
● But, the change in equilibrium expenditure is amplified 
● The amount by which this change in autonomous expenditure is amplified is called the 

multiplier.  
 
The multiplier effect: 

● First, increase in autonomous expenditure decreases inventories 
● To restore, companies increase production, which increases real GDP 
● INcrease in real GDP causes induced expenditure to increase 
● Equilibrium expenditure increases by the sum of the initial increase in autonomous 

expenditure and the follow up increase in induced expenditure. 
 
The multiplier is always greater than 1.  
 
Multiplier = change in equilibrium expenditure / change in autonomous expenditure 

● The magnitude of multiplier depends on slope of the AE Curve  
● Multiplier can also be 1 / 1 - slope of AE 

 
Imports and Income Taxes 

● Reduce the size of the multiplier 
 
 
 
 
 
 
 
 
Chapter 28: The Business Cycle, Inflation, and Deflation 
  
Inflation Cycles  

·       In the long run, inflation occurs if the quantity of money grows faster than potential GDP  
·       In the short run, many factors can start an inflation, and real GDP and the price level 
interact   
·       To study these interactions, we distinguish two sources of inflation  

o   Demand-pull inflation  
o   Cost-pull inflation   



Demand-Pull Inflation   
·       An inflation that starts because aggregate demand increases is called demand-pull 
inflation   
·       Demand-pull inflation can begin with any of the factors that change aggregate demand   

o   EX: a cut in the interest rate, an increase in the quantity of money, an increase in 
government expenditure, a tax cut, an increase in exports or an increase in 
investment stimulated by an increase in expected future profits   

Initial Effect of an Increase in Aggregate Demand   
o    Figure (a) illustrates the start of a demand-pull inflation 
o    Starting from full employment, an increase in aggregate demand shifts the AD curve 

rightward 
o    The price level rises, real GDP increases, and an inflationary gap arises 
o    The rising price level is the first step in the demand-pull inflation 

 
 
 
 
Money Wage Rate Response 
o    Real GDP cannot remain above potential GDP forever 
o    With unemployment below its natural rate, there is a shortage of labour 
o    In this situation, the money wage rate begins to rise 

o    Short run aggregate supply decreases and the SAS cure starts to shift 
leftward 

o    Price level rises further and real GDP begins to decrease 
  

o    Figure (b) shows that the money wage rate rises and the SAS curve shifts leftward 
o    The price level rises and real GDP decrease back to potential GDP 



  
  
A Demand-Pull Inflation Process 
o    The figure illustrates a demand-pull inflation spiral 
o    Aggregate demand keeps increasing and the process just described repeats 

indefinitely   
o    Several factors can increase aggregate demand to start a demand-pull inflation, but 

only an ongoing increase in the quantity of money can sustain it. 
o    A demand-pull inflation occurred in Canada in the 1960s. 
  

 



A Cost-Push Inflation 
o    An inflation that starts with an increase in costs is called cost=push inflation 
o    There are two main sources of increases costs: 

o    1). an increase in the money wage rate 
o    2). An increase in the money price of raw materials such as oil 
  

Initial Effect of a Decrease in Aggregate Supply 
o    Figure (a) illustrates the start of cost-push inflation 
o    If oil producers cut production and raise the price of oil, short-run aggregate supply 

decreases and the SAS curve shifts leftward 
o    Real GDP decreases and the price level rises 

 
 
Aggregate Demand Response 
o    The initial increase in costs creates a one time rise in the price level, not inflation 
o    To create inflation, aggregate demand must increase 
o    The Bank of Canada must increase the quantity of money persistently 
o    Figure (b) illustrates an aggregate demand response 
o    The Bank of Canada stimulates aggregate demand to counter the higher 

unemployment 
o    Real GDP increases and the price level rises again 



 
 
A Cost-Push inflation Process 

o    If the oil producers raise the price of oil to try to keep its relative price higher…and 
the Bank of Canada responds by increasing the quantity of money, a process of 
cost-push inflation continues 

o    The combination of a rising price level and a decreasing real GDP is called 
stagflation 

o    Cost-push inflation occurred in Canada during the 1970s when the Bank responded 
to the OPEC oil price rise by increasing the quantity of money 

 
Expected Inflation 

o    Aggregate demand increases, but the increase is expected so its effect on the price 
level is expected 



o    The money wage rate rises in line with the expected rise in the price level 
o    The price level rises as expected and real GDP remains at potential GDP 
o    The process repeats  

 
Forecasting Inflation 

o    To expect inflation, people must forecast it 
o    The best forecast available is one that is based on all the relevant information and in 

called a rational expectation 
o    A rational expectation is not necessarily correct, but it is the best available 

  
 
Deflation 

o    An economy experiences deflation when it has a persistently falling price level 
o    What causes deflation? 
o    What are the consequences of deflation? 
o    How can deflation be ended? 

  
What Causes Deflation? 

o    The price level falls persistently if aggregate demand increases at a persistently 
slower rate than aggregate supply 

o    A one time fall in the price level is not deflation 
o    Deflation is a persistent and ongoing falling price level 

  
A One-Time Fall in the Price Level 

o    The price level can fall either because aggregate demand decreases or because-
short run aggregate supply increases 

o    EX: (demand side) a fall in global demand for a country’s exports, or a fall in profit 
expectation that lowers business investment 



o    EX: (supply side) an increase in capital or advance in technology that increases 
potential GDP, or (unlikely but possible) a fall in the money wage rate 

o    None of these sources of a decrease in aggregate demand or increase in 
aggregate supply can bring a persistently falling price level 

  
A Persistently Falling Price Level 

o The price level falls persistently if aggregate demand increase at a persistently 
slower rate than aggregate supply 

o The trend of increase in aggregate supply is determined by the forces that make 
GDP grow 

o These forces are the growth rates of the labour force and capital stock and the 
growth rate of productivity that results from technological change 

  
The Quantity Theory and Deflation 

  
Inflation Rate= Money Growth Rate + Rate of velocity- Real GDP growth Rate 

  
Deflation occurs if: 

  
Money Growth Rate  < Real GDP Growth Rate- Rate of Velocity Change 
  

o EX: In Japan, real GDP growth rate was 0.8 percent a year, the money growth rate 
was 2.5 percent a year, and the rate of velocity change was -3 percent a year 

o Inflation rate = Money rate + Rate of velocity change – Real GDP growth rate 
o Inflation rate= (2.5 + (-3) – 0.8) percent a year 
o Deflation rate = 1.3 percent a year 

  
What are the Consequences of Deflation? 

o Unanticipated deflation redistributes income and wealth, lowers real GDP and 
employment, and diverts resources from production 

  
How can deflation be ended? 

o By increasing the growth rate of money 
o Make the money growth rate exceed the growth rate of real GDP minus the rate of 

velocity change  
 
 
 
 
 
 
 
 



 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Chapter 29: Fiscal Policy 
 
Federal Budget: Annual statement of federal government’s revenues and outlays. It has two 
objective: 

● To finance the activities of the federal government 
● To achieve macroeconomic objectives 

 
Fiscal policy: Use of federal budget to achieve macroeconomic objectives such as full 
employment, sustained economic growth and price level stability.  
 
Budget making:  

● Federal Government and Parliament make fiscal policy 
● The finance minister consults with many individuals before presenting the plan in front of 

parliament  
● From there the parliament debates the plans, suggests necessary changes and finally 

implements it. 
 
Budget balance = Revenues - outlays 



● If revenues > outlays , we have budget surplus 
● If revenues < outlays , we have budget deficit  
● If revenues = outlays , we have budget balance  

 
History of the budget: 

● During 1960’s outlays and revenues increased 
● In the 1970’s outlays continued growing but revenues slowed down, creating a large 

budget deficit  
● Budget cut in the 1990’s eliminated the deficit and in 1997 a surplus returned 
● Deficit re-emerged after 

2008 recession 
 
 
 
 
 

 
 
 
 
 
 
 
 

 
Fig: History of Budget  

What are revenues for a budget plan ? 
● Corporate income taxes 
● Personal Income taxes 
● Indirect Taxes 
● Investment and other income 

 
What are outlays for a budget plan ? 

● Transfer payments 
● Debt interest 
● Expenditure on goods and services  

 
Government debt is the amount of past deficits minus 
past surpluses. It is the accumulated dect.  
 
The effects of fiscal policy on employment, potential 
GDP and aggregate supply is called supply-side effect.  
 
Effect of income tax 



● An income tax decreases the supply of labour  
● This is because an income tax decreases the after tax wage rate.  

 
● Now, this decrease in supply of labour causes the potential GDP.  

 
● So, we can say that an income tax decreases supply of labour and potential GDP 

 
● Taxes on consumption expenditure also add on this effect. Which means the tax adds 

the tax wedge created by income tax. 
 
Tax on capital Income  

● A tax on capital income lowers the supply of loanable funds.  
● Investments and savings decrease 
● After tax interest rate falls  

 
Laffer curve: Show relationship between tax rate and amount of tax revenue collected.  

● Point T* is where tax revenue is maximized 
 
Fiscal Stimulus: Use of fiscal policy to increase production and employment 
 
 
 
Fiscal stimulus can either be automatic or discretionary 

● Automatic is triggered automatically by the state of the economy 
● Discretionary is initiated by the parliament 

 
Automatic: 
Two items in the government budget can change automatically: Tax revenues and Transfer 
Payments 
 

● When real GDP increases, tax revenue increases as well. If real GDP decreases, tax 
revenue decreases. 

● When economy is in expansion, transfer payments decrease. When economy is in 
recession, transfer payments increase. 

 
Structural Surplus or deficit: Budget balance that would occur if economy was at full 
employment and real GDP = potential GDP 
Cyclical Surplus or deficit: Actual surplus/deficit - Structural surplus/deficit 
 
Discretionary  

● Mainly focuses on aggregate demand 
 
Fiscal stimulus and aggregate demand 
THere are two fiscal multipliers: 



● Government expenditure multiplier 
● Tax multiplier 

 
Government expenditure multiplier 

● Process through which a change in government expenditure also impacts aggregate 
demand 

● Increase in government expenditure leads to increase in aggregate demand 
 
Tax multiplier 

● Tax cut increases aggregate demand after a sequence of events that occur from the cut. 
 
There are time lags that impact the discretionary fiscal stimulus: 

● Recognition lag 
● Law-making lag 
● Impact lag 

 
 
 
 
 

 
Chapter 30 : Monetary Policy 

 
Monetary Policy Objective: 

- Set out from the Bank of Canada Act 
- Bank’s job is to control money and quantity of money and interest rates in order to avoid 

inflation and prevent excessive swings in real GDP growth and employment 
 
Inflation Rate targeting 

- Monetary policy strategy in which the central bank commits to an explicit inflation target 
and to explaining how its actions will achieve that target 

- Bank generally keeps a target of 2% per year control target as measure of inflation 
 
Benefits flow from adopting an inflation-control target 

1. Purpose of Bank of Canada’s policy actions is  more clearly understood by financial 
market traders. 

2. The target provides an anchor for expectations about future inflation. 
 
Responsibility for Monetary Policy 

- Bank of Canada Act places responsibility for the conduct of monetary policy on the 
Bank’s Governing Council 

- Governing Council of the Bank of Canada: Members of governing of Bank’s Governing 
Council are Governor, Senior Deputy Governor and 4 deputy Governors. These 
members are experts in monetary economics 



- Bank of Canada Economics: Bank of Canada employs research economists who write 
papers on monetary policy and state of Canadian and international economics. 

- Consultations with the government: Bank of Canada Act requires regular consultations 
on monetary policy between Governor and Minister of Finance. Act lays out what must 
happen if the Governor and the Minister disagree in a profound way. 

 
3 questions to describe how the the Bank of Canada conducts its monetary policy? 
 

1. What is the Bank’s monetary policy instrument? 
Overnight Loans Rate 

- Specific interest rate that the Bank of Canada targets  
- Interest rate on overnight loans that the big banks make to each other 
- Short-term interest rate 
- High rate of overnight loans rate is to slow inflation and low rate is to avoid recession 

 
2. How does the Bank make its policy decision? 
- To make the decisions, the Bank of Canada gathers a large amount of data about the 

economy, the way it responds to shocks, and the way it responds to policy 
- THen processes the data and comes to a judgement about the best level for the 

overnight loans rate 
- Economists use a model of the Canadian economy to provide the Governor and 

Governing COuncil with a baseline forecast 
 

3. How does the Bank implement its policy? 
- Implements its policy by using 2 tools 

 
a) Operating bond 
- Target overnight loans rate plus or minus 0.25 percentage points.  
- Creates operating band by settling two other interest rates 
1. Bank rate: Interest rate that the Bank of Canada charges big banks on loans. If bank is 

short of reserves, it can always obtain reserves from the Bank of Canada, but the bank 
must pay bank rate on the amount of borrowed reserves. 

2. Settlement Balances rate: Setting the target overnight loans rate minus 0.25 percentage 
points. Banks won’t make these loans to other banks unless they earn a higher interest 
rate than what the Bank is paying. 

- Overnight loans rate cannot exceed bank rate since if it did, a bank could earn a profit by 
borrowing from the Bank of Canada and lending to another bank. 

- Overnight loans rate cannot fall below the settlement balance balances because if it did, 
a bank can earn a profit by borrowing from another bank and increasing its reserves at 
the bank of Canada. 

 
b) Open market Operations 
- Determines the actual quantity of reserves in the banking system, and equilibrium in the 

market for reserves determines the actual overnight loans rate 



- If overnight loans rate is above target, Bank buys securities to increase reserves, which 
increases supply of overnight funds and lowers the overnight rate 

- If overnight loans rate is above target, Bank sells securities to decrease reserves, which 
will decrease the supply of overnight funds and raises the overnight rate. 

 
RIpple Effects of a Change in the Overnight Loans rate 

1. Bank of Canada lowers overnight loans rate 
2. Bank buys securities in an open market operation 
3. Other short-term interest rates fall and the exchange rate falls 
4. The quantity of money and supply of loanable funds increase 
5. The long-term real interest falls 
6. Consumption expenditure, investment and net exports increase 
7. Aggregate demand increases 
8. Real GDP growth and the inflation rate increase 

 
Or 

 
 

1. Bank of Canada raises overnight loans rate 
2. Bank sells securities in an open market operation 
3. Other short-term interest rates rise and the exchange rate rises 
4. The quantity of money and supply of loanable funds decrease 
5. The long-term real interest rises 
6. Consumption expenditure, investment and net exports decrease 
7. Aggregate demand decreases 
8. Real GDP growth and the inflation rate decrease 

 
Interest Rate Changes  

- Fluctuations in 3 interest rates 
 

1) Overnight Loans Rate 
- As soon as Bank of Canada announces a new setting for overnight loans rate , it 

undertakes necessary open market operations to hit the target 
 

2) 3-Month Treasury Bill Rate 
- Interest rate paid by the Government of Canada on 3-month debt 

 
3) Long-Term Bond Rate 
- Interest rate paid on bonds issued by large corporations 
- Interest rate that businesses pay on loans that finance purchase new capital and 

influences investment decisions 
 
Expenditure plans on the ripple effects  

- Follows a change in the overnight loans rate on 3 components of aggregate expenditure 



 
1) Consumption expenditure 
- Ceteris Paribus, the lower the real interest rate, the greater is the amount of 

consumption expenditure and the smaller is the amount of saving 
 

2) Investment 
- Ceteris Paribus, the lower the real interest rate, the greater is the amount of investment 

 
3) Net exports 
- Ceteris Paribus, the lower the interest rate, the lower is the exchange rate and the 

greater are exports and the smaller are imports 
 
Bank of Canada Fighting Recession 
 
Market for Bank Reserves 

- Bank of Canada lowers overnight rate target and conducts open market purchase to 
increase reserves and hit its target interest rate  

- Increasing supply of reserves of banking system, shifting the curve to the right 
 
Money Market 

- WIth increased reserves, namls create deposits by making loans and supply of money 
increases 

- Short term interest rate falls and quantity of money demanded increases 
 
Loanable Funds Market 

- In long run, increase in supply of bank loans is matched by a rise in price level and 
quantity of real loans is unchanged 

- In short run, an increase in the supply of bank loans increases the supply of loanable 
funds 

 
Market for Real GDP 

- Increase in supply of loans and the decrease in the real interest rate increase aggregate 
planned expenditure 

- Increase in aggregate expenditure, increases aggregate demand and shifts the 
aggregate demand curve rightward 

 
Bank of Canada fights inflation 
 
Market for Bank reserves 

- The bank of Canada raises the overnight rate target and conducts an open market sale 
to decrease reserves and hit its target interest rate 

 
Money Market 



- WIth decreased reserves, the banks shrink deposits be decreasing loans and the supply 
of money decreases. Short-term interest rate rises and the quantity of money demanded 
decreases. 

 
Loanable Funds Market 

- WIth a decrease in reserves, banks must decrease the supply of loans 
- Supply of loanable funds decreases and the supply of loanable funds curve shifts 

leftward 
 
Market for Real GDP 

- Increase in short-term interest rate, the decrease in supply of bank loans and the 
increase in the real interest rate decrease aggregate  planned expenditure 

- Decrease in aggregate expenditure, decreases aggregate demand and shifts the 
aggregate demand curve to the left. 

- Economy returns to real employment - Real GDP is equal to the potential GDP 


