Mock Exam for Econ 203 – Spring 2013
“It is a good strategy to spend one minute per mark for your answers.” – Past Exams

I. Multiple Choice: One mark each (21 total).
1. If taxes are constant, then the size of the goods market multiplier_______________ it would be if taxes depended on income.
a. could be either larger than or smaller than
b. is larger than
c. is equal to what
d. is smaller than
e. none of the above.

2. Which of the following is FALSE?
a. The bigger the multiplier, the higher the impact of a change in any autonomous variable on equilibrium output.
b. A discouraged worker is no longer in the labour force.
c. Unanticipated inflation benefits borrowers.
d. For a given nominal interest rate, the real interest rate is lower when there is a low inflation rate.
e. The marginal tax rate has a negative effect on the multiplier.

3. A firm produces consumer goods and adds some to inventory in the third quarter. In the fourth quarter the firm sells the goods at a retail outlet that leaves its inventory diminished. As a result of these actions, what component(s) of GDP change in the fourth quarter?
a. Only investment and it decreases.
b. Only consumption and it increases.
c. Investment decreases and consumption increases.
d. Investment increases and consumption decreases.
e. None of the above.

4. Under a fixed exchange rate system in which the Cdn$ is fixed against the US$, if the Bank of Canada attempts to cut interest rates relative to the U.S. interest rates, the problem it would encounter is
a. A downward pressure on the value of the Canadian dollar and a depletion of the Bank’s US$ reserves.
b. A downward pressure on the value of the Canadian dollar and an accumulation of the Bank’s US$ reserves.
c. An upward pressure on the value of the Canadian dollar and a depletion of the Bank’s US$ reserves.
d. An upward pressure on the value of the Canadian dollar and an accumulation of the Bank’s US$ reserves.
e. None of the above.

5. If one Canadian dollar buys US$0.43, and one Euro buys US$1.88, then one Euro should buy
a. C$1.02.
b. C$4.37
c. C$1.64.
d. C$2.
e. Cannot be determined.

6. Suppose our current nominal wage is $14 per hour, and the current CPI is 135. Our labour unions are currently negotiating with the firms for a new nominal wage for next year. Our unions want us to be able to afford the same goods and services that we typically buy. If we agree to a new nominal wage of $19 per hour, this implies we believe the CPI for next year to be     
a. At most 135.
b. At most 150.
c. At most 183.
d. At most 190.
e. Cannot be determined

7. Which of the following does not affect potential GDP Yp?
a. The quantity of human and physical capital available.
b. The quantity of land and resources available.
c. The level of technology available.
d. The price level.
e. Pollution.




8. The Bank of Canada (BOC) wants the inflation rate to lie in between
a. 0% and 3%.
b. 1% and 2%.
c. 1% and 3%.
d. 4% and 6%.
e. 5% and 8%.

9. If the Bank of Canada buys bonds in an open market, the present value of the bond will ____ and the interest rate will ___.
a. increase, increase
b. increase, decrease
c. decrease, increase
d. decrease, decrease
e. decrease, not be affected.

10. If Canada had a GDP deflator of 100 in 2010, 125 in 2011, and 185 in 2012 then Canada’s inflation rate between 2010 and 2011 was ____ and Canada’s inflation rate between 2011 and 2012 was ____
a. 25%, 85%
b. 25%, 48%
c. 85%, 85%
d. None of the above

11. Suppose a panic causes financial traders to sell off Cdn$. Under a fixed exchange rate system with the US, the Bank of Canada would have to 
a. sell US$ reserves, and the Canadian money supply would drop. 
b. buy US$ reserves, and the Canadian money supply would drop.
c. sell Cdn$, and the Canadian money supply would rise 
d. buy Cdn$, and the Canadian money supply would rise.
e. None of the above.

12. Which of the following would be included in the expenditure approach to calculating GDP?
a. subsidies given to a firm by the government 
b. the value of new shoes sold to consumers at a retail outlet 
c. the value of the leather bought by the shoe company 
d. Candied apples sold at a fair 
e. b and d 

13. The Labour force includes:
a. People with jobs
b. All employed and unemployed people
c. People unemployed and looking for work and people with jobs
d. None of the above

14. An increase in government spending would cause the AE line to____  and a decrease in the proportional tax rate would cause the AE line to ____
a. Shift upwards, rotate counter clockwise (make steeper)
b. rotate counter clockwise (make steeper), Shift upwards
c. Shift downwards, rotate counter clockwise (make steeper)
d. Shift downwards, rotate clockwise (make flatter) 

15. The economy of Pluto has a consumption function of C=50+0.75(1-t)Y, the import function is Z=20+0.6Y, planned investment is equal to 20 and planned exports have a value of 30. The tax rate is 15% proportional to income. What is the value of the goods market multiplier of Pluto rounded to two decimal places?
a. 1.04
b. 4.00
c. 1.33
d. 1.18




16. The population of Canada decides to keep on average 20% of their money in their wallets and the rest in banks. At the same time, Canadian commercial banks decide to hold 2% of deposits as reserves and loan out the rest. The money market multiplier for Canada is therefore approximately:
a. 5.45
b. 5.00
c. 2.20
d. 6.00

17. The cash available with the public is $100. Deposits of public in Banks: $1000. Banks' reserves: $50. The monetary base is ____ the reserve ratio is ____ and the currency ratio is_____
a. 1100, 20%, 10%
b. 50, 10%, 5%
c. 1000, 50%, 50%
d. 1100, 5%, 10%

18. A newspaper headline reads: "The American Federal Reserve increases the required reserve ratio for commercial banks."  This headline indicates that the Federal Reserve is most likely trying to:
a. stimulate the economy. 
b. increase the money supply. 
c. reduce the cost of credit. 
d. reduce inflationary pressures in the economy.

19. Suppose that the money supply decreases. We can expect, other things remaining constant:
a. interest rates to fall and the aggregate expenditure function to shift upward.
b. interest rates to rise and the aggregate expenditure function to shift  upward
c. interest rates to rise and the aggregate expenditure function to shift downward.
d. interest rates to rise and the aggregate expenditure function to shift upward.

20. Which of the following is false:
a. Perfect capital mobility implies there are no barriers to the purchase and sale of financial assets on the world market
b. Purchasing power parity theory states that in equilibrium nominal exchange rates between countries should equalize to 1
c. Interest rate parity theory states that in the long run, changes to interest rates will cancel out any financial gains to be made due to exchange rate differences  
d. The transition mechanism links the money market to the goods market through the interest rate

21. The aggregate demand curve is downward sloping in part because:
a. of the net export effect
b. higher price levels lower  incentives for consumers to buy goods 
c. of the butterfly effect
d. higher price levels create incentives to expand output 

II. TRUE/FALSE: State whether the following statements are true or false and explain, use graphs where relevant. Five marks each (20 Total).

1. The target overnight interest late is always higher than the bank rate, and the lowest sensible or effective target overnight interest rate is equal to zero 




2. If the Canadian dollar is fixed or pegged against the US$, the Bank of Canada and the U.S. Federal Reserves can pursue independent monetary policies. 




3. The elimination of automatic stabilizers would decrease the need for other fiscal policies. 




4. Many economists believe that in the long run, monetary policy only influences price levels and interest rates but not real macroeconomic variables. 




III. Short Answer: Five marks each (20 Total).
1. Define SRA and SPRA. If there was upward pressure on the Bank of Canada’s target overnight interest rate, should the central bank conduct SRA or SPRA? Explain. 




2. Name and explain three common techniques that central banks use in order to conduct monetary policy. Suppose a central bank wants to fight an inflationary gap. Explain how it would do so using one of the three techniques you have chosen and illustrate this using graphs.








3. Explain the purchasing power parity theory and by using an example, discuss why it does not always hold in real life.






4. Define total factor productivity and explain its role as well as that of the other two factors of production in the growth accounting equation.







IV. Long Question (multiple choice version)

Taylor Rule for Monetary Policies: (2 marks for each Multiple Choice Question)

The Taylor rule states that a central bank can monitor inflation and GDP by following the equation given by i = i0 + (π-π*) + (Y-Yp). In reality, the Bank of Canada does seem to follow this rule, with targeted inflation rate *=2%. Suppose the current inflation π=π*=2%, and Y=Yp. Let i0 = 4%. 

(i) The value of i is?
a. 2%
b. 5%
c. 3%
d. 4%  

(ii) Now suppose a drop in investment confidence leads to Y-Yp= - 2%. Let us put aside inflation rates for now. According to Taylor rule, what interest rate should the Bank of Canada now set? 
a. 5%
b. 2%
c. 3%
d. 1%
e. 4%

(iii) How would you expect π to change given the change in i you have found above and what will be the effect on the AD curve? 
a. Inflation increases and the AD shifts up
b. Inflation decreases and the AD shifts up
c. Inflation and the AD curve are not effected
d. Inflation increases and AD shifts down

(iv) Suppose π=π*-0.75∆i. Find the new π 
a. 3.5%
b. 4.25%
c. 5%
d. 2.5%

(v) Suppose the Bank knew that this would have been the new π. To balance between inflation and GDP targets, it has to set a new interest rate weighing both of these effects. Now find the new i that the Bank should set
a. 2%
b. 3.5%
c. 4.25%
d. 2.86%

(vi) What would happen to the value of the Canadian dollar?
a. The lower interest rate leads to increased demand for US$ and er rises
b. The lower interest rate leads to increased demand for US$ and er rises
c. The lower interest rate leads to decreased demand for US$ and er falls
d. The lower interest rate does not affect the Canadian dollar’s value

V. Long Questions: 15 marks each (30 total).

1. In this question we analyze the Canadian economy. The simplified economy is specified as follows: 

A. Goods market, all values are in billions of C$:		B.  Money market, all Md values are in billions of C$:	
- Consumption expenditure:  C  = 130 + 0.75(Y-T)		- Interest rate: i = 0.2 or 20%.
- Investment expenditure: I  = 300 – 450i			- Money demand: Md =600– 2000i.
- Government expenditure: G = 200
- Lump-sum constant taxes: T = 100
- Exports=150
- Imports=0.15Y

Given the above information, solve for the following:
a. The equilibrium Y and money supply (2 marks).





b. The Conference Board of Canada has recently announced that consumer confidence in Canada dropped in the month of January 2013. Let the drop in consumer confidence to be equal to 10 points, so now C=120+0.75(Y-T). 
           i) Find the value of the goods market multiplier (1 mark).

	





           ii) Find the new Y, by either using the long calculation method or by using the multiplier (2 marks).







          iii) Explain intuitively and numerically how the drop in consumer confidence would affect the economy through the multiplier. Use three rounds of effects to demonstrate the multiplier effects. Let the first round be related to car purchases, the second round related to clothing, and the third round related to food (6 marks).









c. Suppose the Bank of Canada (BOC) is trying to reverse this adverse effect on the economy. For simplicity, it is   not concerned about inflation for now. Find the new i and money supply required in order to push the Y level back to the original Y level that you have found in (i) (4 marks).











2. Assume that the British pound was fixed to the German Mark in 1965 at a rate of 1 pound = 1 Mark and that in 1965 both the United Kingdom and Germany had GDP deflators (as a measure of prices) of 100. Suppose that in 1976, the UK’s GDP deflator had increased to 180 and Germany’s had increased to 120. Answer all questions from the point of view of the UK. 

a. Find the inflation rates of the two countries (2 marks).





b. What was the real exchange rate between the United Kingdom and Germany in 1965? (2 marks)

[bookmark: _GoBack]



c. If the UK didn’t have a fixed exchange rate with Germany the nominal exchange rate would fluctuate over time. What must the new nominal exchange rate have been in 1976 if the real exchange rate remained constant? (2 marks)





d. Under the assumed fixed system, find the UK’s real exchange rate for 1976. Has the country experienced a real appreciation or depreciation? Explain (3 marks).











e. Explain whether the United Kingdom’s net exports would rise or fall (2 marks).







f. Is the British pound under or overvalued? Explain why (2 marks).







g. Discuss one benefit and one cost of adopting a fixed exchange rate system (2 marks)

