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

1. A saving deposit in a bank is considered __________ of that bank.

a) A liability

b) An asset.

c) Net worth.

d) Capital.

e) None of the above.

2. In the economy of Rosemont, everyone is above the age of 15. In Rosemont, 40 people have jobs, 10 people are not working but are searching for work, and 100 people do not work or seek work. The unemployment rate is _ and working age population is __. 

a) 15 percent & 140.

b) 14 percent & 150.

c) 25 percent & 140.

d) 20 percent & 150.
e) None of the above.

3. An example of "investment" in computing real GDP using the expenditure approach is the purchase of

a) A new cooking oven by Tim Horton’s to bake donuts.
b) 100 shares of Air Canada.

c) Batteries by Ford company to put in their cars.

d) A 100-year old house by a married couple.

e) Both a) and c) are correct.

4. Empirical evidence for Canada suggests that if actual GDP grows by 2 percent a year and potential GDP grows by 3 percent a year, then 

a) The unemployment rate will be unchanged.

b) The unemployment rate will fall by 1 percentage point.

c) The unemployment rate will rise by ½ of one percentage point.

d) The economy will experience an inflationary gap.

e) None of the above.

5. If a $100 billion increase in investment spending creates $100 billion of new income in the first round of the multiplier process and $50 billion in the second round, the multiplier in the economy is:

a) 2.5.

b) 5. 

c) 1.33.

d) 2.
e) Cannot be determined.

6. Changes in which of the following will affect the size of the multiplier?

I. Marginal propensity to import.

II. Marginal propensity to save.

III. Lump-sum taxes.

a) I only. 

b) II only. 
c) I & II only.
d) I and III only. 
e) I, II and III. 



7. For a given fluctuation in autonomous expenditure, economies with flatter AE functions will:

a) Experience smaller business cycle fluctuations in real GDP and employment.
b) Experience the same business cycle fluctuations in real GDP and employment.
c) Experience larger business cycle fluctuations in real GDP and employment.
d) Experience stable real GDP and employment with no business cycle fluctuations.

e) None of the above.
8. The New Democratic Party (NDP) wants the Progressive Conservative government to spend more money on building low-income housing. If the NDP wants the spending to have maximum effect on economic growth, which of the following saving equations would it prefer to see?

a) S = -80 + 0.54(Y-T).

b) S = -150 + 0.75(Y-T).

c) S= -90 + 0.41(Y-T).
d) S= -100 + 0.92(Y-T).

e) S= -10 + 0.67(Y-T).

9. If Canadian’s GNP is higher than its GDP, then 

a) Income from Canadian investments abroad flowing to Canada is less than the income paid to foreigners from their investments in Canada.

b) Income from Canadian investments abroad flowing to Canada is more than the income paid to foreigners from their investments in Canada.
c) Income from Canadian investments abroad flowing to Canada is the same as the income paid to foreigners from their investments in Canada.

d) Canada’s net exports must be positive.

e) Canada’s net exports must be negative.

10. If the reserve ratio of all commercial banks is 0.05 and the currency drain ratio of the public is 0.20, then an open market purchase of bonds by the central bank of $10 million will result in

a) $48 million increase in money supply & $38.4 million increase in deposits.

b) $48 million increase in money supply & $40 million increase in deposits.
c) $48 million decrease in money supply & $38.4 million decrease in deposits

d) $40 million decrease in money supply & $32 million decrease in deposits.

e) None of the above.

11. Monetary base or “High-powered” money may best be described as: 

a) Demand deposits.

b) Only the money held by the Department of Finance.

c) Only the reserves of commercial banks.

d) Currency in circulation.

e) Cash held by the public and reserves of the commercial banks.

12. Which of the following does NOT affect potential GDP?

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.

13. Suppose that you hold your money balances in their most liquid form rather than holding some other less liquid assets such as bonds. The opportunity cost is:

a) Affected by the general price level.

b) The interest income that you could have earned if you held your money in bonds.

c) The consumption that you give up by holding your money rather than spending it.

d) Generally directly related with the level of national income.

e) Both a) and b) are correct.

14. A newspaper headline reads: "Bank of Canada lowers the Target Overnight Rate for Third Time This Year." This headline indicates that the Bank of Canada is most likely trying to:

a) Stimulate the economy.

b) Increase the money supply.

c) Increase the cost of credit.

d) Reduce inflationary pressures in the economy.

e) Both a) and b) are correct.

15. The consensus among economists is that monetary policy 

a) Affects real macroeconomic variables only in the short run.

b) Affects potential GDP in the short run.

c) Affects nominal macroeconomic variables in the long run.

d) Affects both real and nominal macroeconomic variables in the long run.

e) Both a) and c) are correct.

16. To maintain the overnight interest rate when demand for monetary base temporarily decreases, the Bank of Canada can:

a) Use an SPRA.

b) Reduce the bank rate.

c) Use an SRA.

d) Buy government bonds from chartered banks.

e) Both c) and d) are correct.

17. If potential output equals 3,500 and short-run equilibrium output equals 4,500, there is a(n) ______ gap and the Bank of Canada, according to Taylor rule, will _____ interest rates in order to close the gap.

a) Recessionary; raise.

b) Recessionary; lower.

c) Recessionary; not change.

d) Inflationary; raise.

e) Inflationary; lower.

18. If the government's fiscal policy objective is to keep the size of the outstanding public debt at its current level, it must:

a) Cut taxes and raise expenditures to increase the budget deficit.

b) Cut taxes and cut expenditures by equal amounts to make a balanced change in the budget.

c) Have a primary budget surplus equal to its interest payments on the public debt.

d) Have a primary budget deficit equal to its interest payments on the public debt.

e) Have a structural budget surplus equal to the outstanding public debt.

19. If the current account has a negative balance of $300 and the capital account has a positive balance of $240, there will be ________ in official reserves of ________. 

a) A decrease; $60.

b) A decrease; $540.

c) An increase; $60.

d) An increase; $540.

e) An increase; $240.

20. Suppose a panic causes financial traders to sell off C$. Under a fixed exchange rate system with the US$, 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) None of the above.

21. If a country’s capital account is negative, this country is a ____ and its balance of payments is ____.

a) Lender, zero

b) Lender, negative.

c) Lender, positive.

d) Borrower, positive.

e) Borrower, zero.

22. Suppose it costs C$1.11 to buy US$1. If the Bank of Canada wants the C$ to strengthen further,  

a) It should cut taxes.

b) It should sell bonds in the open market.

c) It should cut interest rates.

d) It should do b) and c) only.

e) It should do all of the above.

. 

23. Which of the following is FALSE about the Phillips Curves?

a) If the actual unemployment rate is lower than the natural rate, money or nominal wage rates will rise.

b) High unemployment reduces the rate of increase in money or nominal wages.

c) In the short run, money or nominal wages adjust slowly to changes in unemployment rates.

d) In the long run, the Phillips curve is horizontal when wage rate changes are plotted on the vertical axis and unemployment rates are plotted on the horizontal axis.

e) In the long run, the Phillips curve is vertical when wage rate changes are plotted on the vertical axis and real GDP values are plotted on the horizontal axis.

24. Suppose that the Mexican peso depreciates against the Canadian dollar. We would expect:

a) The level of exports from Mexico to Canada to increase.

b) The level of exports from Mexico to Canada to decrease.

c) Foreign travel by Mexican citizens to Canada to increase.

d) Foreign travel by Canadian citizens to Mexico to decrease.

e) Both a) and c) are correct.

25. Suppose X - M = net exports; T - G = government sector surplus or deficit; and S - I = private sector surplus or deficit. What relationship exists among these variables? 

a) (X - M ) + (T - G ) + (S - I ) = 0 

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

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

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

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

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. A decrease in the tax rate will cause a parallel upward shift in the consumption schedule and an increase in equilibrium GDP. 


Ans: False ( A decrease in the tax rate will cause the consumption and aggregate expenditure schedules to 
become steeper (higher slope), without any shift, and lead to an increase in equilibrium GDP, as disposable 
income increases and people spend more. 

2. The money multiplier effect is magnified if the public holds more cash when their deposit balances increase. 

Ans: False ( If the public holds more cash, this is a drain on bank reserves that can be used to extend loans. Therefore the higher the cash ratio, the lower the multiplier.
3. An excess supply of money at a given interest rate will cause bond prices to drop. 

Ans: False ( An excess supply of money at a given interest rate, leads to money converted to bonds, thus increasing demand for bonds and their prices. Interest rates go down.
4. When the Bank of Canada enters into a special purchase and resale agreement (SPRA), it is trying to put downward pressure on short-term interest rates. 

Ans: True ( A SPRA is used by the Central Bank to inject fresh money on a temporary basis when there is insufficient liquidity among commercial banks on the overnight market that has put an upward pressure on the overnight interest rate.
5. A drop in the unemployment rate always means that more workers have found work.

Ans: False ( some people leave labour force, u(.
6. An adverse short run AS shift will create two problems for the economy, but the authorities can only fix one. 

Ans: True ( An adverse AS shift to the left, leads to both inflation and unemployment. Demand management by the fiscal or monetary authorities can only deal with one of those problems, i.e. if they decide to reduce unemployment they have to use expansionary fiscal/monetary policies, but this will shift AD to the right and make inflation worse. If they try to use monetary policy to keep inflation low, a contractionary monetary policy will keep inflation in check, but will make unemployment worse.
7. The C$ has been appreciating in recent years, and one way the Bank of Canada can offset some of this appreciation is to raise Canadian interest rates. 

Ans: False ( The interest rate parity says that if Canadian interest rates go up, this will attract capital inflows and will cause a further appreciation of the Canadian dollar.
Part III: Answer FOUR of the following five questions. If more than four questions are answered, only the first four will be marked (Total=60 marks).

Question 1:  Okun’s Law and Output Gaps  (15 marks)

The table below gives information for the potential output and real GDP values for a series of years for a fictitious country.  Do the following:
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Note:  Round your numbers to two decimal places. Fill in the above table.

(i) Calculate the annual growth rates for real and potential GDP (2000-2001, 2001-2002, etc). (3 marks)
(ii) Use Okun’s Law to predict the unemployment rates implied for the years 2001 to 2005. (4 marks)
(iii) Calculate the corresponding output gaps and specify their type. (4 marks)

Hint: Okun’s Law is given by ∆UR =  – 0.5 *[ %∆Yt – %∆Yp ], and Output gap is measured by OG = [(Yt – Yp)/ Yp)*100]. Also, (UR is the defined as UR2001-UR2000, UR2002-UR2001, UR2003-UR2002, etc.

(iv) The economy eventually adjusts in the long run and closes any short run output gaps. If the country was operating under an inflationary gap in the short run, eventually nominal wages will        rise         (rise, fall) and the    short run AS     (AD, short run AS) curve shifts to the        left          (right, left). This brings the economy back to          Yp          (Y, Yp). (4 marks)

Question 2:  The Taylor Rule  (15 marks)

The Taylor rule states that a central bank can monitor price stability (low inflation) and output stability (GDP being close to the potential output Yp) by an equation that links the interest rate with these two objectives. 

For Canada, suppose this has been estimated to be as follows:  i = i0 + 1.4(π - π*) – 0.5(UR – URn), where the unemployment rate difference from its natural level substitutes for the output gap. 

For this question, suppose the inflation target is π* = 2%, the natural rate of unemployment is URn = 6.5%, and the equilibrium rate of interest that is compatible with these two is i0 = 6%.  Also, suppose that the level of inflation π changes with the changes in interest rate according to the following formula: π = π* - 1Δi (where Δi is the difference between the actual interest rate, i, and the equilibrium interest rate, i0.


Note: Please round your answers to 2 decimal places.


(i) Assume that we start from a situation where π = π*, and UR = URn.  Find the value of i.  (2 marks).
Ans: Simply substituting the values back into the equation for i, we find that i = i0 + 1.4(π - π*) – 0.5(UR – URn) =  i0 + (0) + (0) = 6% + (0) + (0) = 6%.

(ii) Now suppose a drop in investment confidence leads to an increase in Unemployment Rate to 8.5%.  Let us put aside inflation rates for now. According to Taylor rule, what interest rate should the Bank of Canada now set?  (2 marks)

Ans: i = i0 + 1.4(π - π*) – 0.5(UR – URn) =  6% + (0) – 0.5(8.5% – 6.5%) = 6%  – 1% =  5%.

(iii) How would you expect π to change when i drops? Explain what happens to AE and AD (3 marks).
Ans: Even though firms may feel less certain about the future and hence have lower confidence, the drop in interest rates makes loans cheaper. They would now have more incentives to begin more investment projects.  As the interest rate drops, firms will spend more on investment, so AE and AD will rise, therefore creates upward pressure on inflation.

(iv) Replace the expression for π shown above (that links π to the change in interest rate) into the Taylor rule and solve for the new interest rate that will now combine the anticipated increase in inflation as well as the increase in the unemployment rate.  (4 marks)

Ans: i = i0 + 1.4(π - π*) – 0.5(UR – URn) = i0 + 1.4(π* – 1Δi –  π*) – 0.5(UR – URn) 

=  6% + 1.4[2% – (i – i0 ) –  2%]  – 0.5(8.5% – 6.5%) =   6%  + 1.4(–i  + 6%) – 0.5(8.5% – 6.5%) 



i =  6% – 1.4i  + 8.4% – 1%
i + 1.4i  =  6% + 8.4% – 1% = 13.4%
i = 13.4% / 2.4 = 5.58%.
(v) Find the new π.  (2 marks).

Ans: The new π = π* – 1Δi = π* – (i – i0 ) = 2% – (5.58% – 6%) = 2.42%.
(vi) Discuss intuitively why the interest in (iv) is different than the one you had calculated in (ii). (2 marks). 
Ans: The initial drop in interest rate from 6% to 5% was designed to increase AD to reach the potential output.  A rightward shift of the AD closes the recessionary gap but also raises prices (creates an upward pressure on inflation).  The Taylor rule demonstrates that the Bank adopts a middle road to reach both objectives of output stability and price stability.  So, instead of lowering the interest rate from 6% to 5% it lowers it from 6% to 5.58% (a higher interest rate in order to keep inflation under control). 


Question 3: Money Creation   (15 marks)

Suppose that Person A deposits $150 (cash) at Bank A. Complete the following questions. (Where necessary round your answer to the nearest cent.) 

(i) Suppose Bank A realizes that, on average, its customers only withdraw a portion of their deposits, and so it can lend out some money to other customers. Bank A now chooses the reserve ratio to be 30% or 0.3. Bank A lends out the remaining amount of money as loans to Person B. Record the effect of this transaction on the balance sheet below: (2 marks)


	Assets
	Liabilities

	Reserves                     $45.00
	Deposits                       $150.00

	Loans                          $105.00
	



(ii) Person B borrows this money as loans and pays to Person C. Suppose Person C deposits this amount with Bank B. Bank B, similar to Bank A, also chooses a reserve ratio of 0.3 and issues the remaining cash as loans to Person D. Record the effect of this transaction on the balance sheet below: (2 marks)


	Assets
	Liabilities

	Reserves                        $31.50
	Deposits                            $105.00

	Loans                             $73.50
	



(iii) Person D borrows this money as loans from Bank B and pays to Person E. Suppose Person E deposits this amount with Bank C. Bank C also chooses a reserve ratio of 0.3 and issues the remaining cash as loans to Person F. Record the effect of this transaction on the balance sheet below: (2 marks)


	Assets
	Liabilities

	Reserves                             $22.05
	Deposits                                 $73.50

	Loans                                  $51.45
	


(iv) Using the information from the previous questions, and assuming that all loans carried forward will be deposited in a bank with the same reserve ratio, show how the deposits are related to (1 + 0.7 + (0.7)2 + (0.7)3 + ...). (2 marks)
Ans: Deposits: The first deposit should be $150.00; The second deposit should be $105.00; The third deposit should be $73.50; The fourth deposit should be $51.45; The first term of the sum is the proportion of the initial cash deposited in the bank the first time. It is always 1.

(v) What is the money multiplier? (2 marks)

Ans: 3.33.

(vi) Use your answer to find the new money supply (2 marks).
Ans: 3.33 × $150.0 = $499.5.

(vii) Suppose the reserve ratio is now 0.35. If Person A had deposited his $150 NOW, what would be the amount of money created NOW? (3 marks)
Ans: The amount of money created can be calculated as [multiplier × primary deposit] - primary deposit. In this case the calculation is as follows: New money supply = $150.0 × [ 1 / ( 1 - 0.65 )] or $150.0 × [ (1 / 0.35] = $428.57.
The amount of money created = [new money supply] - [original deposit]
The amount of money created is therefore $278.57.
Question 4: Real exchange rate   (15 marks)

Suppose that in 2002, the price levels in United States and Australia were 100. By 2006, the price level in United States has increased to 190, while the price level in the Australia rose to 150. Suppose the exchange rate between two countries in 2002 was $1USD = $1.6AUD. Note: Please round your answers to 2 decimal places.

(i) Find the inflation rate of United States. (2 marks)
Ans: 90%

(ii) Find the inflation rate of Australia. (2 marks)
Ans: 50%

(iii) What was the 2002 real exchange rate from the perspective of Australia? (2 marks)
Ans: The real exchange rate was E = e × PUnited States ÷ PAustralia = 1.6 × 100 ÷ 100 = 1.6

(iv) What must the new nominal exchange rate have been in 2006 if the real exchange rate remained constant from the perspective of Australia? (2 marks)
Ans: We know that real exchange rate (E) = e × PUnited States ÷ PAustralia 
Now, we want E = 1.6, so 1.6 = e × (190 ÷ 150), so e = 1.26


(v) Suppose Australia has a fixed exchange rate system against the US dollar. The initial nominal exchange rate is fixed. As a result, did Australia's real exchange rate appreciate or depreciate? Explain (3 marks).
Ans: The actual E = 1.6 × 190 ÷ 150 = 2.03. This means Australia’s dollar experienced a real depreciation (real reduction in its value).


(vi) Would you expect Australia's net exports to rise or fall as a result? Explain (2 marks).
Ans: Australia's net exports would rise. Intuitively, a real reduction in the value of the Australian dollar makes Australian goods less expensive for foreigners and imports more expensive, thus stimulating more exports and bringing in less imports, leading to an increase in NX.

(vii) Is the Australian dollar overvalued or undervalued? Explain (2 marks).

Ans: Undervalued, because it should have taken 1.26 AUD to buy one USD, not 1.6 AUD. The value of the AUD is too low.

Question 5: Equilibrium Output   (15 marks)

In this question we analyze the goods and money markets of a closed economy under the assumption that investment depends on the interest rate. The economy is specified below:

Goods market:

- Consumption:  C  = 150 + 0.7Yd



- Investment: I  = 150 – 400i
- Government spending: G = 300



- Lump-sum constant taxes: T = 200

Money market:

- Money supply: Ms = 200




- Money demand: Md = 400 – 2000i
(i) Find the equilibrium Y, interest rate and I (3 marks).

Ans: i =0.10, Y=1400, I=110.
(ii) Solve for saving and consumption. (2 marks)

Ans: Saving=210, C=990.
(iii) Use the relevant GDP equations to find how G>T is paid for. [Hint: It is related to (ii)] (3 marks).

Ans: S-I=G-T, and since 210-110=300-200, this means that the government can afford to have G>T because it is borrowing from private savings. Private savings=210, but firms only want to borrow/use 110, the remaining 100 is lent/used by the government.
(iv) Now suppose Md = 400 – 2000i +0.1Y. Find the equilibrium Y, interest rate and I. (3 marks)
Ans: Y=1312.5, i=16.6%, I=83.6. Note: You need to solve Y=AE with Y and i unknown (call this equation 1) and then Md=Ms with Y and i unknown (call this equation 2). Then with two equations two unknowns, set equation 1 = equation 2, and find Y (or i), then substitute this variable into equations 1 or 2 to find the other variable. This process is very similar to solving demand=supply, getting the P or Q, then substitute this back into demand or supply to find the other variable.
(v) Contrast the two ways we have modeled money demand: Md = 400 – 2000i versus Md = 400 – 2000i +0.1Y. Explain in words the concept of “crowding-out effects” and which money demand would give rise to such effects, and why. What type of monetary policy coordination is needed to prevent crowding-out? (4 marks)
Ans: G ( ( Y( ( Md( ( interest rate ( ( I(.

Second money demand with Y incorporated ( Ms ( or interest rate ( needed to coordinate with G(.
Part IV: Answer the following question (Total = 40 marks).

Suppose the Canadian economy was operating at Y=Yp on the LAS curve before the following events took place. Recently, the U.S. sub-prime housing problems have surfaced and have driven the world into a global recession. 


(i) Article 1: Explain in words how the sub-prime mortgage problems originating from the money market have spread to the goods market, driving many countries, including Canada, into a recession. Use the Y=AE and AD/AS/LAS diagrams to illustrate how Canada’s economy will be affected in the short run. Explain in words which curve(s) would shift and why. How would the unemployment rate and inflation rate be affected? Explain (4 marks).

Ans: Bad loans ( ( money supply ( ( interest rates ( I( ( AE( ( AD ( ( Y( ( U ( ( ( (( AE and AD drop due to ( in I ( Unemployment rate will rise via Okun’s law ( inflation/price level will drop via recession.
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Monetary Policy Responses: 


(ii) Article 2: Why is the lowest sensible target (key) overnight interest rate equal to 0.25%? Explain (3 marks). What are the Bank of Canada’s explicit targeted inflation rates? (1 mark)

Ans: The bank rate is target rate +0.25%, so it is equal to 0.5%. The deposit rate is bank rate less 0.5%, so it is equal to 0% ( therefore, the lowest possible target rate is 0.25% ( any value lower implies the deposit rate is <0 (actually, the deposit rate right now is 0.25% to avoid 0%) ( inflation target 1% to 3%.
(iii) Article 2: This article also says that the new low interest rate will stay in place until mid-2010 as long as inflation remains low. Suppose political uncertainties erupt in oil exporting countries such as Venezuela, Iran and Nigeria and the worldwide supply of crude oil drops significantly. Discuss how the AD/AS/LAS diagram would be affected (no need to draw). If you were the Governor of the Bank of Canada, would you now be more likely or less likely to keep the target overnight interest rate at 0.25%? Explain (4 marks).

Ans: AS shifts left ( ( production costs ( ( ( pressure ( more likely to ( interest rate sooner than mid-2010 since we want to ( (.
Problems with Monetary Policy Responses:



(iv) Article 3: We may have a bond market “bubble” that could burst in the very near future.  Explain how the Bank of Canada’s monetary policies may have fueled this bubble and what may cause this bubble to burst (4 marks).

Ans: Low interest rate implies high bond prices ( bond prices inflated or “bubbled”, that would eventually collapse ( collapse can happen when BOC begins to ( interest rates if inflation (.
Problems with Fiscal Stimulus in Response to the Sub-prime Crisis: 


(v) Article 4: Use your knowledge of BB and SBB to explain Article 4 (4 marks).

Ans: Structural deficits refer to SBB = tYp – G = $18.9 billion. SBB would have ( after the recession because currently the government is (G and (T. The “big deficit” is BB = tY – G = $55 billion, with Y<Yp. However, even if Y starts to recover and increase, the higher G and lower T will still leave us with SBB<0. BB is largely “cyclical” because Y<Yp is cyclical.
Problems with Policy Interventions in the Long Run:


(vi) Article 5: Use the AD/AS/LAS diagram to demonstrate how the monetary and fiscal stimulus previously discussed would affect the Canadian economy in the long run. Suppose the total stimulus is more than enough to offset the damage caused by the sub-prime crisis in the absence of an exit strategy. Explain and refer to the Philip’s curve. Is money neutral in the long run? Explain (4 marks).

Ans: AD( ( U (, ( ( in short run ( Y>Yp ( PC says wages ( if Y>Yp, which shifts the AS to the left. Unemployment rate goes back to the natural rate ( money neutral since (Y=0 in the long run ( all the stimulus does is to ( ( in the long run. 
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No Interventions:

(vii) Suppose neither the Bank of Canada nor the Canadian federal government responds to the sub-prime crisis. Explain in words how the Canadian economy would adjust from the sub-prime crisis back to the long run equilibrium Y=Yp. Also use the AD/AS/LAS diagram to support your explanation. Discuss one cost and one benefit associated with this non-action stance (4 marks).

Ans: Wages will (, AS shifts right (down), back to Yp ( Inflation (or even deflation) drops to a new, lower value (since both AD and AS have shifted downward) ( Cost ( takes a long time to fully recover.

Benefit ( no inflation, no deficits.
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(viii) Article 6: Based on this article, would you expect the Canadian dollar to appreciate or depreciate in the summer/fall of 2010? Explain. Use the demand-and-supply diagram for the U.S. dollar to support your answer. Hint: Be careful with how you define the nominal exchange rate between the C$ and U.S.$ (4 marks).

Ans: Expect BOC to ( ic ( ic>ius ( As Canadian interest bearing assets pay a higher interest rate, our assets become more profitable ( foreigners (Americans) increase demand for Canadian assets ( to buy our assets, they increase demand for C$ and sell US$ ( ( supply of US$, US$ depreciates while C$ appreciates ( the exchange rate e drops.
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(ix) Article 7: Suppose that Canada also has current account deficits due to these trade account deficits. What does this imply in terms of our capital account? What does a capital account surplus or deficit mean? What must be the approximate value of our capital account? Explain (4 marks). 

Ans: When our Current Account is in deficit our Capital Account is in surplus.  In such a case, relatively less Canadian capital is invested abroad than foreign capital is being invested in Canada. In the absence of significant BoC official reserve transactions, our Capital Account surplus should be around $4.8 B also.

(x) Article 8: Use the AD/AS/LAS model (with inflation rate on the vertical axis) to demonstrate how the Bank of Canada can maintain the same constant inflation rate of 2%. Also explain in words (4 marks). 

Ans: LAS shifts right since an improvement in technology/productivity can increase Yp permanently. The increase in Y=Yp will drive down the equilibrium inflation rate ( ( the BOC has to cut interest rate/increase money supply, ( AD and push the equilibrium ( back to 2%.
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The End

Article 6: New tone from the Bank of Canada 


David Berman, Tuesday, March 2, 2010 11:55 AM





The Bank of Canada left its key interest rate parked at 0.25% on Tuesday morning, as just about everyone expected – but economists were quick to slice and dice the wording of the monetary policy statement for clues about the future direction of rates. After all, the March statement was not a carbon copy of the January statement. A lot has changed between then and now: The Canadian economy grew by 5 per cent in the fourth quarter, blowing past the central bank’s own forecast of 3.3 per cent growth. The bank described domestic spending as “vigorous”, noted that core inflation “has been slightly firmer than projected”











Article 5: Desperately seeking an exit strategy


Nouriel Roubini Globe and Mail Last updated on Friday, Sep. 18, 2009 3:23AM EDT 





There's a general consensus that the massive monetary easing, fiscal stimulus and support of the financial system undertaken by governments and central banks around the world prevented the recession of 2008-2009 from devolving into the Second Great Depression. But the crucial policy issue ahead is how to time and sequence the exit strategy from this massive monetary and fiscal easing.








Article 4: Structural deficit poses challenges for Feds: Page


CTV.ca News Staff, Updated: Wed. Jan. 13 2010 12:31 PM ET 





Canada's parliamentary budget officer says Ottawa faces increasing challenges with the structural deficit it has created in the aftermath of the recession. Kevin Page told CTV's Canada AM that the country's swelling structural deficit is "very manageable" at the moment, but must be kept in check in the long term. Page predicts in his latest report that the structural deficit will reach $18.9 billion in the 2013-14 year. "The big deficit we're seeing this year -- the $55 billion, plus or minus -- is largely cyclical," Page said, noting the lower revenues and stimulus spending that weighed down the current fiscal year. In three years' time, most economists believe the Canadian economy will have returned to its full potential. But the country will still have a structural deficit at that stage, Page said, which poses problems.








Article 7: Canada has first yearly trade deficit since 1975 


Tavia Grant Globe and Mail Last updated on Thursday, Feb. 11, 2010 4:48PM EST 





Canada posted its first annual trade deficit in 34 years last year as a global recession slammed demand for exports. The country's deficit was $4.8-billion for 2009, a change from a year-earlier surplus of $46.9-billion, Statistics Canada said Wednesday. The deficit widened more than expected in the last month of the year as imports of goods such as autos rose at a faster pace than exports.








Article 3: Is there a bond bubble?


By Matthew McClearn, From Canadian Business magazine, March 12, 2010





“Bubble” is perhaps the most overused word in the financial lexicon. The latest bubble, some believe, is in the bond market. Bonds are promises by governments or corporations to repay parties they’ve borrowed from, with interest. “Bubble,” though the term has no agreed definition, implies serious price inflation that must eventually collapse — let’s say by at least 25%, to distinguish it from a routine correction. And invoking the term “bond bubble” implies that the broad fixed income market is generally overvalued — a domain that includes government bonds such as U.S. Treasuries and bonds issued by Canadian provinces, and corporate debt issues from the likes of Royal Bank and GE. Certainly demand for bonds has been buoyant. Canadian mutual fund investors, for example, purchased $12.6 billion in fixed income funds last year. According to the Bank for International Settlements, the global bond market amounts to more than US$80 trillion. 











Article 2: BoC cuts key interest rate to lowest level ever


Updated Tue. Apr. 21 2009 10:07 AM ET CTV.ca News Staff





The Bank of Canada (BoC) cut its key overnight interest rate by a quarter point Tuesday to 0.25 per cent and said the recession will be "deeper than anticipated." The new rate will stay in place until mid-2010 as long as inflation remains low, the bank said in a statement. "This is the lowest since the Bank of Canada was founded in 1934 and it's the lowest it can go," BNN's Michael Kane reported Tuesday.











Article 1: A Credit Crunch Primer


BOYD ERMAN, Globe and Mail Update, August 15, 2007 at 2:40 PM EDT





Q: What is a sub-prime mortgage?


A: It's a mortgage given to a home-buyer with less than stellar credit, or who lacks the paperwork to prove an income that can support payments. While such mortgages may not seem like the greatest idea, lenders were making loans in the U.S. to almost anyone who asked and charging a little more in interest for riskier loans. The bet was that rising U.S. house prices would paper over any mistakes. But when U.S. housing prices started to fall, many borrowers ended up in trouble and lenders started to become insolvent.





Q: How did the problem spread from subprime lenders into the rest of the financial world?


A: Many of the companies that were making the sub-prime loans weren't holding onto them, but instead sold them to hedge funds and pension funds looking for higher returns. The loans were packaged together and sold to investors. When those loans started going bad, suddenly lots of people all across the financial world were affected. Concerned about losses, lenders started demanding higher interest rates to make loans, or stopped doing so entirely. Thus began the credit crunch.





Article 8: Productivity gain highest in 11 years 


Tavia Grant Globe and Mail Last updated on Tuesday, Mar. 16, 2010 6:26PM EDT 





Canadian labour productivity posted its biggest gain in 11 years in the fourth quarter as businesses boosted output while working hours stayed unchanged. And a separate report showed manufacturing was stronger than expected in January. Productivity rose 1.4 per cent, the first increase since the third quarter of 2008 as the H1N1 flu had little impact, Statistics Canada said Tuesday. It's the highest growth rate since the first quarter of 1998. 
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