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Chapter 23 - Financial Institutions and Financial Markets 

 
Financial institutions and markets provide the channels through which saving flows to finance 

the investment in new capital that makes the economy grow 

 

It is important that we distinguish between: 

○ Finance and money 

○ Physical capital and financial capital  

 

Finance: Describes the activity of providing the funds that finance expenditures on capital.  

 

Money: What we use to pay for factors of production and for goods and services for financial 

transactions 

 

Physical capital: Tools, instruments, and machinery that have been produced in the past and 

today are used to produce goods and services 

 

Financial Capital: The funds firms use to buy physical capital. 

 

Wealth and Saving 

 

Wealth: The value of all the things that people own. 

● Wealth increases when the market value of assets rises (Capital Gains) 

● Can also decrease when the market value of assets falls (Capital Losses) 

 

Saving: Amount of income that is not paid in taxes or spent on consumption goods and 

services 

● Enough saving can increase wealth 

 

Capital and Investment 

 

Gross investment: Total amount spent on new capital 

Net Investment: Change in value of capital 

 

Net investment = Gross - depreciation  

 

 

 

 

 

Financial Capital markets - 3 types 



 

 

1. Loan Markets 

● When businesses need short-term finance to extend their credit or buy inventories, they 

get then from loans from banks 

● Usually do this to buy sorts of large high cost items such as cars 

 

2. Bond Markets 

● Bond is a promise to make specified payments on specified dates 

● Usually a company sells bonds to consumers to expand their business and later pays 

them back, usually at a higher price 

● Bondholders do not have any sort of ownerships 

 

3. Stock Markets 

● Financial Market in which shares of stock corporations are being traded 

● Stock: Certificate of ownership and the claim to the owner’s profits 

 

Financial institutions: Firms that operates as both borrowers and lenders for financial capital 

 

Key financial institutions 

 

a) Banks 

● Institutions that accept deposits and use the funds to buy government bonds and other 

securities 

● Also takes part in giving out loans 

 

      b)   Trust and Loan companies 

● Similar to banks, accepting deposits and make personal loans and mortgage loans 

● Administer estates, trusts and pension plans 

 

      c)   Credit Unions and Caisses Populaires 

● Banks that are owned by depositors and borrowers, regulated by provincial rules and 

only operate in own provincial boundaries 

 

      d)   Pension Funds 

● Financial institutions that receive pension contributions of firms and workers. 

● Use to buy bonds and stocks that they get an income. Income later is used to pay 

pension benefits 

 

      e)   Insurance companies 

● Provide risk-sharing services 

● Enter into agreements with households and firms to provide compensation should the 

event of any accidents, natural disasters etc. occur. 

Insolvency and Illiquidity 

  



 

Net Worth = Market value firm has lent - Market value firm has borrowed 

● If net worth is positive, then the firm is solvent 

● If net worth is negative, then the firm is insolvent 

● When insolvent, the firm cannot pay their debts, and therefore must go out of business 

 

Illiquidity: When a firm has made long-term loans with borrowed funds and is faced with a 

sudden demand to repay more that what has been borrowed than its available cash. This can 

happen to both solvent and insolvent firms. 

 

Interest rate: The percentage of the price of an asset. Should the price of an asset increase, 

the interest rate falls and vice versa. 

 

Loanable Funds Market 

 

The loanable funds market is the aggregate of all individual financial markets 

 

3 sources that come from funding of financial investment: 

 

1. Household saving  

2. Government budget surplus  

3. Borrowing from the rest of the world 

 

Net taxes: Taxes paid to governments minus cash transfers received from governments 

  

I = S + (T - G) + (M - X) 

 

Equation tells us that the investment is financed by household saving (S), the government 

budget surplus (T - G) and borrowing from the rest of the world (M - X). Should the investment 

value be negative, then the firm cannot find its own investment. 

 

The sum of the household savings and the government budget surplus is called national saving. 

 

Nominal interest rate:  

● The number of dollars a borrower pays and a lender receives in interest in a year 

expressed as a % of the number of dollars borrowed and lent.  

● E.g. Interest is 10 dollars on a 100 dollar loan, the nominal rate is 10 percent. 

 

Real interest rate: The value of the nominal interest rate minus the inflation rate. At times, the 

value of money can increase and therefore, inflation rate at times is taken away. 

 

 

Demand for Loanable Funds 

 



 

Demand for Loanable Funds Demanded: Total quantity of funds demanded to finance 

investment, government budget deficit and international investment or lending during a given 

period.  

 

2 factors that determine the demand for loanable funds to finance: 

a) Real interest rate 

b) Expected Profit 

 

Demand for Loanable Funds Demanded law: The higher the real interest rate, the smaller is 

the quantity of loanable funds demanded and the lower the real interest rate, the higher is the 

quantity of loanable funds demanded. 

 

Supply of Loanable Funds  

 

Quantity of Loanable Funds Supplied: 

●  Total funds available from private saving, the government budget surplus and 

international borrowing during a given period. 

 

Factors that determine supply for loanable funds to finance 

a) Real interest rate 

b) Disposable income 

c) Expected future income 

d) Wealth 

e) Default risk 

 

Supply of loanable funds curve:  

● Relationship between the quantity of loanable funds supplied and the real interest rate 

when all other influences on lending plans remain the same 

● Higher the real interest rate, the higher the quantity supplied of loanable funds  

 

Disposable income: Income earned minus net taxes. Higher the disposable income, the 

greater the supply. 

 

Expected Future Income: The higher a household’s expected future income, the smaller is its 

saving, and thus lower its supply. 

 

Wealth: The higher household’s wealth, the smaller is its saving and thus lower its supply. 

 

Default Risk: Risk that a loan will not be repaid. The higher the risk, the lower the supply. 

 

 

Changes in demand and supply 

 



 

Increase in demand: If profits that firms expect to earn increase , the planned investment and 

demand for loanable funds to finance that investment increases, shifting the demand curve to 

the right. 

 

Increase in supply: Shift the supply curve to the right, which lowers the real interest rate.  

 

Equilibrium in loanable funds market occur when the demand of the market equals to the supply 

of the market 

 

Government in the Loanable Funds Market 

 

Government Budget Surplus 

● Increases the supply of loanable funds. 

● Real interest rate falls, which decreases household saving and decreases the quantity of 

private funds supplied. 

 

Government budget deficit 

● Increases the demand for loanable funds 

● Real interest rate rises, which increases household saving and increases quantity of 

private funds supply 

 

Crowding-out effect 

● Tendency for a government budget deficit to raise the real interest rate and decrease 

investment 

● Does not decrease investment by the full amount of the government budget deficit since 

higher real interest rate induces increase in private saving. 

 

 

 

 

 

 

 

 

 

 

Chapter 24 : Money, The Price Level and Inflation 
 

What is Money ? 

● A commodity or token generally accepted as a means of payment 



 

 

Means of payment: Method of settling any sort of debt 

 

Money serves in 3 other functions: 

 

a) Medium of exchange: Object that is generally accepted in exchange for goods and 

services. Without it, it will be exchanged directly for other goods and services called 

barter. Barter is a double coincidence of wants, which is rare, thus costly.  

b) Unit of account: Agreed measure for stating the prices of goods and services.  

c) Store of value: Money is in that sense that it is held and exchanged later for goods and 

services. 

 

Money in Canada today 

● Currency:The notes and coins held by individuals and businesses 

 

● Deposits: Counted as money since the owners of these deposits can be used to make 

payments. However, they are not counted if they’re owned by the government of Canada 

since they are not held by individuals and businesses. 

 

Measures of Money 

● M1: Consists of currency held by individuals and businesses plus any chequable 

deposits owned by individuals and businesses. 

 

● M2: Consists of M1 plus all other deposits (Non-chequable deposits and fixed-term 

deposits) held by individuals and businesses. 

 

Liquidity is property of being easily convertible into a means of payment without loss in value. 

Cash is the most liquid. 

● Cheques are not a form of money because it is not liquid 

● Credit cards are not also a form of money because you have to repay in your credit card 

a form of debt. 

 

 

 

 

 

 

 

Depository institutions 

 

Depository Institution: Financial firm that takes deposits from households and firms. 

 

4 types of depository institutions: 

a) Chartered bank: A private firm to receive deposits and make loans 



 

b) Credit unions and caisses populaires: Credit Unions are cooperative organizations 

that operates under the Cooperative Credit Association Act and receives deposits from 

and makes loans to members. Caisse populaire is like a credit union but it operates in 

Quebec. 

c) Trust and Mortgage loan companies: Trust and mortgage loan company is privately 

owned depository institution that receive deposits, make loans and act as trustee for 

pension funds and for estates. 

 

Roles of Depository institutions: Provide services like cheque clearing, account 

management, credit cards and internet banking, which provide an income from service fees. 

 

Chartered bank puts funds it gets and receives from other funds that it borrows into 4 

types of assets: 

a) Reserves: Notes and coins in vault or deposit account at the Bank of Canada 

b) Liquid Assets: Government of Canada Treasury bills and commercial bills. They are 

the banks’ first line of defense should they need reserves 

c) Securities: They are government of Canada bonds and other bonds like mortgage-

backed securities 

d) Loans: Commitment of funds for an agreed-upon period of time 

 

Benefits of having depository institutions 

 

a) Create liquidity: Create liquidity by borrowing short and lending long taking deposits 

and standing ready to repay them on  short notice.  

b) Pool risk: If you lend to someone who defaults, then you lose all the amount loaned. 

c) Lower the cost of borrowing: Firms hunts around many people from whom to borrow 

the funds to see which one is the lowest 

d) Lower the cost of monitoring borrowers: By monitoring borrowers, the lender can 

encourage good decisions that prevent defaults, but can however be very costly 

 

Bank of Canada 

 

Bank of Canada is Canada’s central bank, public authority that supervises other banks and 

financial institutions, financial markets and the payments system and conducts monetary policy. 

 

 

 

Bank of Canada is special in 3 ways: 

a) Banker to banks and government: They are chartered banks, credit unions and 

caisses populaires, and trust mortgage loan companies that make up the banking 

system, the Government of Canada and central banks of other countries. 

b) Lender of last resort: The Bank of Canada stands ready to make loans when the 

banking system as a whole is short of reserves. 



 

c) Sole issuer of Bank Notes: Bank of Canada is the only bank that is permitted to issue 

bank notes 

 

Bank of Canada has two main assets: 

  

1. Government securities 

2. Loans to depository institutions 

 

Bank of Canada has two liabilities:  

 

1. Bank of Canada notes 

2. Depository institution deposits 

 

Monetary base: Sum of Bank of Canada notes, coins depository institution deposits at the 

Bank of Canada. 

 

Bank of Canada policy tools: Two main tools 

1. Open market operation: Purchase or sale of government securities by the Bank of 

Canada in the loanable funds market. 

2. Bank rate: Interest rate that the Bank changes on the loans   

 

 

 

 

 

 

 

 

 

 

 

Chapter 25: The Exchange Rate and the Balance of Payments 
 

Foreign Currency: is the money of other countries regardless of whether that money is in the 

form of notes, coins, or bank deposits 

 

The currency of one country is exchanged for the currency of another in the foreign exchange 

market.  



 

● Made up of thousands of people : importers and exporters, banks, international investors 

and speculators, international travellers, and specialist traders called foreign exchange 

brokers  

 

Exchange Rate is the price at which one currency exchanges for another currency in the 

foreign exchange market 

● Exchange rate fluctuates- sometimes it rises, sometimes it falls  

○ Appreciation of the dollar: a rise in the exchange rate 

○ Depreciation of the dollar: a all in the exchange rate  

 

An Exchange Rate is as Price 

● The exchange rate is a price: the price of one currency in terms of another  

● An exchange rate is determined in the foreign exchange market  

● The foreign exchange market is a competitive market  

○ Many traders with no restrictions on who may trade 

 

Demand in the Foreign Exchange Market 

● The quantity of Canadian dollars that traders decide to buy in the foreign exchange 

market during a given period of time depends on 

● 1). The exchange rate  

● 2).World demand for Canadian exports  

● 3). Interest rates in the United States and other countries  

● 4). The expected future exchange rate  

 

The Law of Demand for Foreign Exchange  

● The higher the exchange rate, the smaller is the quantity of Canadian dollars demanded 

in the foreign exchange market (Other things remaining the same)  

● EX: if market price of CA$ rises from 100 yen to 120 yen (nothing else changes), the 

quantity of CA$ that people plan to buy in the foreign market decreases 

● The exchange rate influences the quantity of Canadian dollars demanded for two 

reasons:  

○ Exports Effect 

○ Expected Profit Effect  

 

 

Exports Effect 

● The larger the value of Canadian exports, the larger is the quantity of Canadian dollars 

demanded by the buyers of Canadian exports in the foreign exchange market  

● Value of the Canadian exports depends on the prices of Canadian produced goods and 

services expressed in the currency of the foreign buyer  

 

Expected Profit Effect 

● The larger the expected profit from holding Canadian dollars, the greater is the quantity 

of Canadian dollars demanded in the foreign exchange market  



 

● If the exchange rate falls, (other influences remain the same), the quantity of Canadian 

dollars demanded in the foreign exchange market increases  

 
 

 Supply in the Foreign  Exchange Market 

● The quantity of Canadian dollars supplied in the foreign exchange market is the amount 

that traders plan to sell during a given time period at a given exchange rate.  

● This quantity depends on many factors but the main ones are 

● 1). The exchange rate  

● 2). Canadian demand for imports  

● 3).Interest rates in Canada and other countries 

● 4). The expected future exchange rate  

 

 

 

 

 

The Law of Supply of Foreign Exchange 

● Other things remaining the same, the higher the exchange rate, the greater is the 

quantity of Canadian dollars supplied in the foreign exchange market  

● Example: the exchange rate rises from 100 yen to 120 yen per Canadian dollar (other 

things remaining the same) the quantity of Canadian dollars that people plan to sell in 

the market increases  

● The exchange rate influences the quantity of dollars supplied for two reasons:  

○ Imports Effect 

○ Expected Profit Effect  

 



 

Imports Effect 

● The larger the value of Canadian imports, the larger is the quantity of canadian dollars 

supplied in the foreign exchange market 

● The higher the exchange rate, the greater is the value of Canadian imports, so the 

greater is the quantity of Canadian dollars supplied 

 

Expected Profit Effect  

The higher the exchange rate today, (other things remaining the same), the larger is the 

expected profit from selling Canadian dollars today and holding foreign currencies; so the 

greater is the quantity of Canadian dollars supplied in the foreign exchange market  

 
 

 

 

 

Market Equilibrium 

● At the equilibrium exchange rate: there is neither a shortage nor a surplus- the 

quantity supplied equals the quantity demanded  

 



 

 

 
 

 

○ If the exchange rate is too high, a surplus of canadian dollars drives it down 

○ If the exchange rate is too low, a shortage of Canadian dollars drives it up  

○ The market is pulled (quickly) to the equilibrium exchange rate 

 

Changes in the Demand for Canadian Dollars 



 

Demand in for canadian dollars in the foreign exchange market changes when there is a change 

in:  

 

World Demand for Canadian Exports:  

● At a given exchange rate if world demand for canadian exports increases, the demand 

for Canadian dollars increases 

 

Canadian Interest Rate Relative to the Foreign Interest Rate:  

● The canadian interest rate minus the foreign interest rate is called the Canadian 

interest rate differential  

● If the Canadian interest differential rises, the demand for Canadian dollars increases  

 

The Expected Future Exchange Rate:  

● For a given current exchange rate (other things remaining the same) a rise in the 

expected future exchange rate increases the profit that people expect to make by 

holding Canadian dollars, so the demand for Canadian dollars increases today  

 

Changes in the Supply of Canadian Dollars:  

The supply of Canadian dollars in the foreign exchange market changes when there is a change 

in:  

 

Canadian Demand for Imports: 

● An increase in the Canadian demand for imports increases the supply of Canadian 

dollars in the foreign exchange market  

 

Canadian Interest Rate Relative to the Foreign Interest Rate: 

● The larger the canadian interest rate differential, the smaller is the supply of Canadian 

dollars  

● A rise in the Canadian interest rate, other things remaining the same, decreases the 

supply of Canadian dollars in the foreign exchange market  

 

The Expected Future Exchange Rate:  

● For a given current exchange rate, other things remaining the same, a fall in the 

expected future exchange rate decreases the profit that can be made by holding 

Canadian dollars and decreases the quantity of Canadian dollars that people want to 

hold  

 

 

The Real Exchange Rate 

● The real exchange rate is the relative price of Canadian-produced goods and services 

to foreign-produced goods and services  

● It measures the quantity of real GDP of other countries that a unit of Canadian real GDP 

buys  

● RER = (E x P) / P* 



 

○ Where P is the Canadian price level and P* is the japanese price level  

 

Price Levels and Money 

● We can rearrange the real exchange rate equation : E= (RER xP*) / P  

● In the long run, the quantity of money in each country determines the price level in that 

country 

● For a given real exchange rate, a change in the quantity of money brings a change in the 

price level and a change in the exchange rate  

 

Exchange Rate Policy 

● Three possible exchange rate policies are  

○ Flexible exchange rate 

○ Fixed exchange rate  

○ Crawling peg  

 

Flexible Exchange Rate  

● A Flexible exchange rate policy is one that permits the exchange rate to be determined 

by demand and supply with no direct intervention in the foreign exchange market by the 

central bank  

 

Fixed Exchange Rate 

● A Fixed exchange rate that is determined by a decision of the government or the central 

bank and is achieved by central bank intervention in the foreign exchange market to 

block the unregulated forces of demand and supply  

● Active intervention in the foreign exchange market is required to achieve a fixed 

exchange rate  

 

Crawling Peg  

● A Crawling peg is an exchange rate that follows a path determined  by a decision of the 

government or the central bank and is achieved in a similar way to a fixed exchange rate 

by central bank intervention in the foreign exchange market 

○ The ideal crawling peg sets a target for the exchange rate equal to the 

equilibrium exchange rate on average  

○ Idea behind a crawling peg is to prevent large swings in the expected future 

exchange rate that change demand and supply and make the exchange rate 

fluctuate too wildly  

 

 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  

 

 

 


