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Part I: Multiple Choice Questions. Write all answers on the computer sheet with a PENCIL (Total=25 marks).

1. 	If both nominal GDP and the price levels are rising, it is evident that
A) Real GDP is constant.
B) Real GDP is declining.
C) Real GDP is rising but not as rapidly as prices.
D) Real GDP is rising but more rapidly as prices.
E) No conclusion can be drawn concerning the real GDP of the economy on the basis of this information.

2.     	In the Y=AE model, if Y<AE, then inventory would _____ and the price level would _____.
A) Increase; increase.
B) Increase; decrease.
C) Increase; stay constant.
D) Decrease; increase.
E) Decrease; stay constant.

3.   		The aggregate demand curve is:
A) Vertical if full employment exists.
B) Horizontal when there is considerable unemployment in the economy.
C) Downward-sloping, in general, because production costs increase as real output increases.
D) Downward-sloping, in general, because of the interest-rate, wealth or real balances, and foreign trade effects.
E) All of the answers are correct.

4. 	Assume that the economy is currently in a recession phase. The self-adjustment mechanisms will lead to:
A) Lower wages, leftward shift of the AS curve and rightward shift of the AD curve until the recessionary gap is removed.
B) Lower wages, rightward shift of the AS curve and downward movements on the given AD curve until the recessionary gap 
     is removed.
C) Lower wages, rightward shift of the AS curve and upward movements on the given AD curve until the recessionary gap 
                 is removed.
D) Lower wages, no shift in the AS curve and rightward shift of the AD curve until the recessionary gap is removed.
E) The potential output level will decrease to close the recessionary gap.	

5. 	Greece has recently introduced austerity plans into its economy in an effort to reign in its public debts by cutting government 
expenditure on education, health care and the hiring of public servants. Which of the following observation(s) will lessen the negative impact of these spending cuts on Greece’s GDP? 
A) Their marginal propensity to import is very high.
B) Their marginal propensity to save is very low.
C) Their crowding-in or crowding-out effect is very weak.
D) Their income tax system is a lump sum or constant tax system.
E)  Both B and C are correct.

6. 	In contrast to Greece, the U.S. government has opted for an injection of fiscal spending into its economy. If the U.S.’ MPS is 0.2, the net income tax rate is 0.25, the marginal propensity to import is 0.2 and the government increases spending by $100 billion, then we would expect the U.S. GDP to increase by
A) $125 billion.
B) $153.85 billion.
C) $166.67 billion.
D) $250 billion.
E)  None of the answers is correct.

7. 	Including discouraged workers in the unemployment rate would
A) Lower the labour force.
B) Lower the measured unemployment rate.
C) Raise the labour force.
D) Raise the measured unemployment rate.
E) Both C and D are correct.

8. 	Which of the following is (are) CORRECT?
A) Unanticipated inflation benefits lenders.
B) Real interest rates are always positive.
C) The natural rate of unemployment can be higher or lower than the actual measured unemployment rate.
D) GDP is always higher than GNP.
E) Both A and B are correct.

9. 	Suppose a bakery sells its monthly output for $10,000, and it pays $2,000 in wages to its workers, $1,000 in rent for the building, and $2,000 in materials such as flour, sugar, and oil to its suppliers. Its profit is equal to $5,000. The value added of this bakery is
	A) $2,000.
	B) $5,000.
	C) $8,000.
	D) $10,000.
	E) None of the answers is correct.

10.   	If Canada’s structural primary budget balance changes from -$20 billion to -$25 billion, then which of the following is/are TRUE?
A) The Canadian dollar must have appreciated.
B) The government has conducted expansionary fiscal policies.
C) The interest payments on public debt have increased.
D) The economy is currently in a temporary recession.
E)  Only B, C and D are correct.

11. 	To maintain the overnight interest rate when demand for monetary base temporarily increases, the Bank of Canada can:
A) Use an SRA.
B) Use an SPRA.
C) Buy bonds from chartered banks.
D) Sell bonds to chartered banks.
E) Both B and C are correct.

12. 	In the monetary transmission mechanism, what will follow after a decrease in the Canadian money supply?
A) Consumption and investment will fall, and the value of the Canadian dollar will rise.
B) Consumption and investment will fall, and the value of the Canadian dollar will remain constant.
C) Consumption and investment will rise, and the value of the Canadian dollar will fall.
D) Consumption and investment will rise, and the value of the Canadian dollar will rise.
E) Consumption and investment will rise, and the value of the Canadian dollar will remain constant.

13. 	Which of the following is (are) NOT required for Purchasing Power Parity to hold?
	A) Negligible transportation costs.
	B) Non-existence of trade barriers.
	C) Buy-low-sell-high arbitrage by firms and consumers.
	D) Similar consumption and investment behavior in different countries.
	E) Both C and D are not required.

14.      	An economy is heading towards an inflationary boom. If the authorities want to minimize real GDP fluctuations, they should
A) Decrease taxes and induce the Canadian dollar to depreciate.
B) Decrease government expenditure and induce the Canadian dollar to appreciate.
C) Increase taxes and increase money supply.
D) Increase government expenditure and decrease money supply.
E) Both B and C correct.

15. 		An equilibrium income in an open economy with government occurs when:
	A) Current account = capital account = 0.
	B) Private saving equals investment (Sp=I).	
	C) Private saving equals investment, and tax revenue equals government spending (Sp=I and T=G).
	D) Private savings minus investment plus tax revenue minus government spending equal zero [(Sp-I)+(T-G)=0].
	E) None of the answers is correct.

16. 	A positive relationship between taxes and real GDP
A) Automatically produces budget surpluses during a recession.
B) Makes it harder to maintain full employment in a booming economy.
C) Makes a recession deeper if investment confidence falls.
D) Reduces the effect of a change in autonomous consumption spending on GDP.
E) Both B and C are correct.

17. 	A decrease in Canadian real GDP will _____, and our balance of payments will be ____.
		A) Increase the current account component in the Canadian balance of payments; zero.
		B) Increase the current account component in the Canadian balance of payments; negative.
		C) Decrease the current account component in the Canadian balance of payments; positive.
		D) Increase the capital account component in the Canadian balance of payments; positive.
		E) Decrease the official reserves component in the Canadian balance of payments; negative.

18. 		Under flexible exchange rates, a fiscal expansion that pushes interest rates ____ will crowd ___ net exports through ___. To minimize this effect, the central bank of this country should ____ money supply. 
	A) Up; out; an appreciation of the domestic currency; decrease
	B) Up; out; an appreciation of the domestic currency; increase
	C) Up; in; a depreciation of the domestic currency; decrease
	D) Down; in; a depreciation of the domestic currency; increase
	E)  None of the answers is correct.

19. 		The US has been running sizeable trade deficits (NX<0) for the years 1998-2008. Which of the following is (are) the reason(s) for such rising trade deficits?
Its tax cut for high-income earners.
Its high private investment expenditure I due to high investment confidence.
Its fiscal spending increase on military programs.
Its low private savings rates.
All of the answers are correct.

20. 		If capital stock increases at the same rate as labour supply, then according to the concept of ____, per capita output will ____.
		A) Diminishing marginal product; fall
		B) Diminishing marginal product; stay constant
C) Diminishing marginal product; grow at the rate of the labour supply increase
D) Constant returns to scale; grow at the rate of the capital stock increase
E) None of the answers is correct.

21. 		Consider an economy with a production function Y = A*N2/3*K1/3, where Y is real GDP, A is technology, N is labour supply and K is capital supply. Assume that growth rate of Y is 4%. If both K and N grow at 3%, the growth of total factor productivity will be:
A) 1%.
B) 2%.
C) 3%.
D) 4%.
E) None of the answers is correct.

22. 	Suppose a panic causes financial traders to sell off US$. Under a fixed exchange rate system with the US$, 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 C$, and the Canadian money supply would rise. 
D) Buy C$, and the Canadian money supply would rise.
E) Raise our target overnight interest rate in Canada.

23. 		If the public's currency ratio (cr) is 10% and the banks' desired reserve ratio (rr) is 15%, then an increase in high-powered monetary base (H) of $100 will result in
A) An increase in deposits by $440 and no change in public cash holdings.
B) An increase in deposits by $400 and an increase in the public's cash holdings by $40.
C) An increase in deposits by $420 and a decrease in the public's cash holdings by $20.
D) A decrease in deposits by $400 and an increase in the public's cash holdings by $40.
E) None of the answers is correct.

24. 		Suppose that you hold your money balances in cash rather than some other less liquid assets such as bonds. The opportunity cost is of holding your cash is:
A) Nothing.
B) The interest income that you could have earned if you held your money in bonds.
C) Negatively related to the level of national income.
D) Positively related to the level of national income.
E) Both B and C are correct.

25. 		Consider a one-year bond with a principal or face value of $100 and a coupon value of $10. Which of the following statements is (are) CORRECT?
		A) If the interest rate is 10%, the present value of this bond is $100.
		B) If the interest rate is 12%, the present value of this bond is less than $100.
		C) If the interest rate is 8%, the present value of this bond is more than $100.
		D) The real interest rate of this bond could be negative.
		E) All of the answers are correct.

Part II: Answer FIVE of the following seven questions in the allotted space. If more than five questions are answered, only the first five will be marked. State whether each statement is true or false and explain. Use graphs to support your answers when applicable. No marks will be awarded to simply stating “true” or “false” without explanation (Total=25 marks).

1. 	For a given autonomous shock (such as a rise in investment confidence), the higher the marginal propensity to save (MPS), the more volatile is short run GDP, but the higher is the rate of long run capital accumulation.














2.	In November 2012, Malaysian state-owned company Petronas was trying to buy Progress Energy Resources Corporation, which is a Canadian-owned company. If this deal were to be approved, our Canadian GDP and GNP will both fall.













3. 	A central bank can use monetary policies to limit the crowding-out effects of any expansionary fiscal spending, but such monetary policies are likely to violate the central bank’s goal of targeting a certain fixed inflation rate.








4. 	If the US consumer price index is 120 and the Canadian consumer price index is 90, the Purchasing Power Parity theory predicts that the current nominal exchange rate of e=1.1 (from Canada’s perspective, that is, C$1.1 buys US$1) will have to rise to a new equilibrium value e=1.33 due to arbitrage.









5. 	Suppose a new wave of financial panic hits the global financial markets due to an announcement that some E.U. countries are going to abandon the Euro after all. If the central banks around the world want to stabilize the financial markets, they should raise interest rates and buy bonds in the open markets.











6. 	In November 2012, hurricane Sandy left a path of destruction in the U.S. economy. The U.S. central bank can use monetary policies to stabilize either the U.S. GDP or the inflation rate, but not both variables. [Hint: Use a graph to support your answer.]












7. 	Under a fixed exchange rate regime, if CA= - $50 billion and KA= $70 billion, this implies that this country’s central bank is depleting $20 billion in foreign exchange reserves. This depletion of reserves is required; otherwise, this country’s currency will face the pressure to appreciate.


Part III: Answer FOUR of the following five questions. If more than four questions were answered, only the first four will be marked (Total=60 marks). Leave all answers to two decimal places, if applicable.

Question #1: Taylor Rule  (15 marks)
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, and set a targeted inflation rate π*. For this question, suppose π* = 2%. Suppose the current inflation π = π*, Y = Yp and i0 = 8%.

(i) Find the value of i (1 mark).



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




(iii) Suppose π = π* - Δi. Find the new π (2 marks). 





(iv) Suppose the Bank knew that the new π would be higher. In order 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 knowing that π = π* - Δi. [Hint: Solve the new i as an unknown and do not use the value found in part (ii).] (2 marks)




								


(v) Find the corresponding inflation rate (2 marks). 






(vi) Discuss intuitively why this interest is higher/lower than the one you would have wanted to set in part (ii) (2 marks).






(vii) Compare your answers from parts (i) and (iv). Write down the Interest Rate Parity equation and use it to explain whether we would expect an appreciation or a depreciation in the Canadian dollar in the future (4 marks).


Question #2: Real Exchange Rate and Purchasing Power Parity  (15 marks)
Suppose that in 1962, the price levels in the United States and Canada were 100. By 1970, the price level in the United States has increased to 210, while the price level in Canada has risen to 180. Suppose the nominal exchange rate between two countries in 1962 was $1USD = C$1.1 dollars. 

(i) Find the real exchange rate in 1962, from the perspective of Canada (1 mark).





(ii) Suppose Canada had a fixed exchange rate system against the US dollar. The initial nominal exchange rate in 1962 was fixed. Find the 1970 real exchange rate for Canada. Has Canada experienced a real exchange rate appreciation or depreciation by 1970? Explain (2 marks).






(iii) Explain why the Canadian dollar was overvalued or undervalued (2 marks).





(iv) From 1962 to 1970, what actions has the Bank of Canada taken in order to maintain the fixed exchange rate? Explain, and also explain how such actions have affected Canada’s US$ reserves (3 marks).






(v) In reality, Canada abandoned its fixed exchange rate in 1970 and the Canadian dollar was allowed to fluctuate. Contrast with (iii), what is the new nominal exchange rate, from Canada’s perspective, such that the Canadian dollar is correctly valued? (2 marks)
\\\







(vi) Given your answer in (v), how would this change in the value of the Canadian dollar affect the different components of Canada’s GDP? Explain (2 marks).








(vii) Since 1970, the Canadian dollar has been flexible. Are fiscal policies more or less effective in affecting Canadian GDP as a result of switching from a fixed to a flexible exchange rate system? Explain (3 marks).



Question #3: GDP Measurements and Labour Market (15 marks)

I. GDP measurements for the year 2011:
	Item:
	Amount ($ Billions)
	
	Item:
	Amount ($ Billions)

	Government purchases of goods and services
	800
	
	Consumption expenditure
	1200

	Wages paid to labor
	1200
	
	Interest and investment income
	100

	Changes in Inventory
	100
	
	Import
	300

	Indirect taxes
	600
	
	Depreciation
	200

	Profits
	1000
	
	Fixed capital formation
	400

	Export
	600
	
	Farmers' income
	50

	Subsidies
	???
	
	Unincorporated non-farm business income
	50


(i) Find the value of nominal GDP measured by the AE approach (2 marks).





 (ii) 	Find the value of subsidies (2 marks).







(iii) 	Suppose the nominal GDP that you have found in part (i) remains constant, but Consumption = 1000 and Changes in Inventory = 300. Given this observation, are you going to predict that the nominal GDP in 2012 is going to rise or fall compared to the 2011 nominal value? Explain (2 marks).






II. Labour Market and Inflation
		Year
	Real GDP (in 2005 $)
	CPI (2005=100)
	Labour Force 
	Employment 

	2009
	1,137
	118
	12,200
	11,300

	2010
	1,267
	123
	13,200
	12,300

	2011
	1,387
	129
	14,350
	13,200



	
	
	


The non-institutionalized working age population was 25,300 in 2011.
(i) 	What were the participation rate, employment rate and unemployment rate in 2011(3 marks)?





(ii)  	Suppose a mild recession in 2011 discouraged some unemployed workers and they stopped looking for work. As a result, the participation rate fell to 55.92%. Find the new unemployment rate (2 marks).



(iii) 	Find the nominal GDP value for 2011 (2 marks).




 (iv)	Find the inflation rate between 2010 and 2011. If you borrowed money from a commercial bank at the nominal interest rate of 3%, how much did you gain or lose from this transaction in real term? Explain (2 marks).


Question #4: AE Model (15 marks)
Suppose the Canadian economy can be described as follows:
C = 75 + 0.7 Yd    	(Yd is disposable income)		I = 340 		(investment spending)
G = 140 		(government purchases)		T = 0.1Y 		(percentage taxes)
X = 145	 	(exports)				Z = 0.13Y		(import)

(i) Calculate the equilibrium Y. Also let this value of Y to be Yp (2 marks).

(ii) Find the autonomous multiplier (1 mark).
1/.5 = 2



(iii) Find the budget balance (BB), given your Y in (i) (1 mark).




(iv) Suppose the recent banking problems have led investment confidence to drop from 340 to 140. Find the new Y (2 marks).




(v) Using two rounds, explain how the drop in investment confidence affects Y. Let the first round be related to autos and the second round related to clothing (4 marks).




(vi) Find the budget balance, given your Y in (iv). Is this change in BB the government’s fault? Explain (2 marks).



(vii) Suppose the government wants to push the economy back to the Y level in (i) but with investment confidence still at 140. Find the new G necessary. Also find the new budget balance BB (2 marks).





(viii) Throughout this question, what is the value of the structural budget balance (SBB)? Explain why it has or has not changed (1 mark).



















Question #5: Okun’s Law and Monetary Policies (15 marks)

The table below gives information for the potential output Yp and real output Y values for a fictitious country.

	Year
	Potential Yp ($ million)
	Growth in Yp (%)
	Real Y 
($ million)
	Growth in Y (%)
	Unemployment Rate (%)
	Output Gap (%)
	Output Gap Type (- or +)

	2006
	680
	-----
	680
	-----
	6.63
	0
	

	2007
	664.7
	-2.25
	680.09
	0.01
	5.50
	2.32
	+

	2008
	669.69
	0.75
	712.39
	4.75
	3.50
	6.38
	+

	2009
	684.75
	2.25
	682.11
	-4.25
	6.75
	-0.39
	-



(i) Fill in the above table using Okun’s law and other relevant equations, from one year to the next.  Also identify whether the output gaps are recessionary (-) or inflationary (+) for each year. Use the space below for your calculations, if needed (5 marks).



(ii) Consider the output gap you have found for the year 2009. To close this gap, describe how monetary policies can be used to affect investment expenditure and net exports (3 marks).





Monetary policies, however, have limitations. Suppose the demand for money is given by Md=2,400 – 110i, where Md is the quantity of money demanded (in billions of dollars) and i is the interest rate in percentage points. For example, if i=2%, leave i=2. The supply of money is set at $750 billion. Suppose that all money is held as demand deposits are held in commercial banks, and that all commercial banks have a fractional reserve ratio equal to 50%.

(iii) Find the equilibrium interest rate (1 mark).




(iv) Suppose the central bank of this country wants the interest rate to be 10% and so it intervenes in the open market. What amount of bonds (in $) should the central bank buy or sell? (2 marks)






(v) Can the central bank set the interest rate at 10% and at the same time set money supply at $750 billion? Explain (2 marks).





(vi) If neither the central bank nor the government intervenes in the output gap found in part (ii), describe how the economy will adjust in the long run in order to close this gap (2 marks).




Part IV: Answer the following question. ANSWER ALL PARTS (Total = 40 marks).
Since 2008, a handful of European countries have been under the pressure of being unable to meet the payments on their maturing public debt. These countries include Portugal, Ireland, Italy, Greece and Spain. In this multiple-part question, we want to explore what has been happening in Canada and the world since then. Assume that Y=Yp in 2008, immediately before this debt crisis. 

	Article 1: EU hits back at IMF over austerity
By Peter Spiegel in Brussels, November 7, 2012 5:52 pm

Are the austerity measures imposed on struggling eurozone countries contributing to a deepening recession in the region? It is a question that returned to the front burner last month when the International Monetary Fund (IMF) published a study arguing that the EU was routinely underestimating the impact of austerity on economic growth over the course of the eurozone crisis. 

On Wednesday, the EU shot back. In a highly technical report of its own, the EU argues that contraction in countries such as Spain and Greece, while exacerbated by austerity measures, was bigger than expected as a result of panic in bond markets. That in turn led to a credit crunch, stifling private investment. So more austerity and not less, it suggests, might have convinced the markets and kept capital flowing. The problem is particularly acute in Spain, where the forecast shows deficits veering significantly off track. Next year, Madrid’s deficit will come in at 6 per cent of economic output, rather than the 4.5 per cent agreed with the EU just four months ago. 



(i) Article 1: Since 2008, these countries have been cutting their government expenditures and raising taxes (austerity measures) in an attempt to cut down their budget deficits. It appears that the IMF and the EU have different views on whether such austerity measures are appropriate.
(a) 	Use the GDP=AE equation to explain why the IMF’s view on austerity measures creating more harm than good could be correct (2 marks).










(b) 	Use the concepts of consumer confidence and the goods market multiplier to explain why the EU’s view on austerity measures creating more good than harm could also be correct (2 marks).








(c) 	Explain why Spain’s deficits are increasing (in absolute value) even though it has been cutting government expenditure and raising tax rates [Hint: Use an equation to support your answer.] (2 marks)





	Article 2: U.S. Fed to spend $40B on bonds, monthly, to boost economy
The Associated Press, Sep. 13, 2012 6:43PM EDT 

The Federal Reserve announced bold, open-ended steps Thursday to stimulate the U.S. economy and reduce high unemployment, saying it will spend $40 billion a month to buy mortgage-backed securities for as long as necessary. The central bank also extended a plan to keep short-term interest rates at record lows -- close to zero -- through mid-2015, or six months longer than it had planned. And it said it's ready to take other steps even after the economy improves under a "highly accommodative stance of monetary policy."


(ii) Article 2: It appears that the current US economy is still under a recessionary gap.
(a)    Explain how the money market in the US is affected by this announcement. Use the money demand = money 
   supply diagram to demonstrate your answer (2 marks).












(b)    Use the money market multiplier equation to explain whether the Federal Reserve (US central bank) can fully 
 control the resulting changes in money supply (2 marks).







  (c)    Describe how this monetary policy would affect the US goods market. Demonstrate your answers in the  
          Y=AE and AD=AS=LAS graphs (4 marks).		
													AD1




	Article 3:  Canadian dollar on the run to $1.05 as Ben Bernanke hits the panic button
Michael Babad, The Globe and Mail, Last updated Friday, Sep. 14 2012, 4:10 PM EDT 

The Federal Reserve's bold, multi-pronged attack drove currencies, stocks and commodities higher today, putting the Canadian dollar on a run toward $1.05 (U.S.). This means C$1 can buy US$1.05. The loonie pushed above $1.03 and is expected to go higher still as the U.S. dollar weakens in response to the Fed's latest moves.


(iii) 	Article 3: On the following day after the US Federal Reserves’ announcement (Article 2), the C$ appreciated. 
(a)  Use the foreign exchange diagram to explain why the C$ appreciated following the US’ announcement (2 
       marks).











 (b)  Explain how the appreciation in the C$ will affect Canada’s GDP and inflation rate (2 marks)








(c)  If you are an economist for the Bank of Canada and would like to minimize the economic fluctuations in 
      Canada, would you rather that we have a high or low marginal propensity to import value? Explain (2 marks).










	






Article 4: Carney on rate - No 'imminent' changes”
Kevin Carmichael, The Globe and Mail, Oct 24 2012,7:41 PM EDT

Interest rates may not head higher until well into next year, but Mark Carney wants Canadians to understand that their economy is unique in that it is “in an expansion, not a recovery.” The Bank of Canada Governor laid out his plans for interest rates in the clearest possible terms Wednesday, saying he sees no “imminent” changes ahead, but that “over time, rates are more likely to go up than not.”

Mr. Carney caught some observers by surprise Tuesday when the central bank, holding its benchmark overnight rate steady at 1 per cent, continued to signal that the next rate move will be an increase, though it’s in no rush to do that at this point. They had expected he would drop that language from his statement. Based on the central bank’s latest musings, on everything from economic growth to consumer debt, it could be the second half of next year before Mr. Carney actually pulls the trigger, anywhere from mid-2013 to the end of the year. But pull it he will, as he indicated Wednesday in unusually clear terms.

It is “important” for the general public and investors to realize that Canada’s economy is in an expansion phase, and elevated household debt levels represent a significant threat to the financial system, Mr. Carney said.




(iv)    Article 4: 
  (a) 	By referring to how banks create money, explain why the elevating household debt is a threat to the financial 
	system (2 marks).












  (b) 	Suppose interest rates do go up in mid-2013 and more Canadians could not pay their maturing interest payments on their mortgages or credit card debt. Explain how this would affect our AE and GDP (2 marks).







	(c)   If the Canadian federal government were to respond to this crisis, what actions should they take and how 
		       would such actions affect our BB and structural BB? Explain (2 marks).









	Article 5: What 'dead money'? Businesses boosting capital investment: survey 
TAVIA GRANT, The Globe and Mail, Oct. 15 2012, 9:22 AM EDT 

For those fretting over dead money and Canada’s poor productivity record, there is a glimmer of hope, with a majority of businesses saying they will boost capital investment in the coming year. More than half of businesses in a new survey say they plan to make productivity-enhancing investments, such as buying new equipment, in the next 12 months. Most firms that aren’t planning on a big investment would like to, but cite constraints in working capital, access to credit and caution over an uncertain global economy.


(v) 	Article 5: 
 	(a)   Explain why interest rate is the cost of investment whether it is self-financed or borrowed (2 marks).






 (b)   What should the Bank of Canada do if it would like to stimulate investment expenditure. Also explain why 
        this monetary policy change may not necessarily lead to higher investment spending if Canadian firms buy 
most of their machinery from the US (4 marks).








	
Article 6: Yukon researchers testing plastic-to-oil conversion technology
CTVNews.ca Staff , Sep. 18, 2012 1:40PM EDT 

Researchers in the Yukon are testing a machine that can convert used plastics into diesel fuel. The machine takes plastic items and transforms them into a fuel that can be burned without refining. In an interview from Whitehorse this week, the director of Yukon College's Cold Climate Innovation centre Stephen Mooney explained how the first continuous-feed plastics to oil machine in North America works.

"This machine heats up the plastic, then turns it into a liquid, and then it gasifies and then it condenses," said Mooney. "The plastic is turned into a synthetic fuel we can use in our furnaces and boilers throughout the Yukon." He expects to save $18,000 on heating oil last year, as well as the money he would have spent sorting, baling and transporting the plastic to be recycled in the south. ”This machine is creating a value-added product right here. It’s a win/win for the Yukon,” he said.


(vi) 	Article 6: 
(a) Write down the equation for Yp (not per-capita) and explain which component in the Yp equation is most 
      likely to be affected by this invention (2 marks).







(b) Write down the equation for per capita Yp and explain how it will be affected by this invention, considering 
      labour and capital stay constant. How will the productivity of labour be affected? Explain (3 marks).







(c) Use the AD=AS=LAS diagram to show how this news would affect our long run inflation rate. If the Bank of 
 Canada were to keep our current targeted inflation range, what should it do? Explain (3 marks).
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