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

1.    Which of the following statements is FALSE?

a) If double counting is not prevented, the GDP measurement will be too low.

b) GDP includes all market values of goods and services produced during a given time period.

c) Since GDP includes only the value of currently produced goods, second-hand transactions are not included in GDP.

d) GDP measures the market value of final goods and services produced in a country during a given time period.

e) GNP can be higher or lower than GDP.

2. 
   If nominal GDP increases by 10 percent from one year to the next but real GDP is unchanged, then which of the following is (are) correct:

a) Factor costs have increased by 10 percent but indirect tax rates have not changed.

b) Factor costs have not changed but indirect tax rates have increased by 10 percent.

c) Factor costs have increased by 15 percent and depreciation has decreased by 5 percent.

d) The GDP deflator has increased by 10 percent.

e) All of the answers are correct.

3.    If nominal GDP grows by 7% and the GDP deflator increases from 110 to 115.5, then real GDP:

a) Is unchanged.

b) Falls by 2%.

c) Falls by 1%.

d) Rises by 2%.

e) Rises by 5%.

4.    The wealth, interest rate and foreign trade effects all help explain:

a) Why the aggregate demand curve is downward sloping.
b) Why the aggregate supply curve is upward sloping.

c) Shifts in the aggregate demand curve.

d) Shifts in the aggregate supply curve.

e) All of the answers are correct.

5.    Assume that the natural rate of unemployment is 7%. Further assume that the growth of potential GDP is zero. If GDP gap is  

       minus 6%, then according to Okun’s Law:

a) The unemployment rate is 13%.

b) The unemployment rate is 10%.

c) The unemployment rate is 7%.

d) The unemployment rate is 3%.

e) The unemployment rate is 1%.

6.    The speed with which an economy adjusts to eliminate an income gap depends on:

a) The flexibility of wage rates and prices in the economy.
b) The size of the capital stock.

c) The size of potential GDP.

d) The indirect tax rate.

e) All of the answers are correct.

7.    For a given fluctuation in autonomous expenditure, economies with higher income tax rate t will:

a)  Experience no business cycle fluctuations in real GDP and employment.

b)  Experience smaller business cycle fluctuations in real GDP and employment.

c)  Experience some business cycle fluctuations in real GDP and employment but the fluctuations are independent of t.

d)  Experience larger business cycle fluctuations in real GDP and employment.

e)  Experience larger business cycle fluctuations in real GDP and employment only if the government is running a balanced budget.

8.    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 structural budget surplus equal to the outstanding public debt.

e) Both c) and d) are correct.

9.    If the autonomous consumption is 200 and if Y = C = 1000, then the marginal propensity to save is:

a) 0.10.

b) 0.15.

c) 0.125.

d) 0.20.
e) None of the answers is correct.

10.  Consider an open economy with no government or taxes. It has a multiplier equal to 2 and marginal propensity to import equal to 


       0.2. Therefore, MPC is:

a) 0.6. 

b) 0.5.

c) 0.75.

d) 0.7.
e) 0.85.

11.   Suppose that the government decreases spending by 15% and decreases autonomous taxes by 15%. We would expect this to:

a) Have no effect on the level of national income.

b) Have a contractionary effect on national income.
c) Have an expansionary effect on national income.

d) Make the AE function steeper.

e) Both b) and d) are correct.

12.   If you are told that the government had an actual budget deficit (BB) of $100 billion, then you would:

a) Know that fiscal policy was expansionary.

b) Know that fiscal policy was contractionary.

c) Know that fiscal policy was producing a structural deficit.

d) Know that there was an economic recession.

e) Not be able to determine the direction of fiscal policy from the information given.
13.  Suppose the current reserve ratio is 20% and the current cash-drain is zero. Currently, the banking system has cash reserves of 

       $20 billion. If the banking system reduces its reserve ratio to 10%, while cash-drain remains zero, eventually it will lead to one  

       of the following outcomes:

a) Excess reserves worth $20 billion.

b) Additional loan creation worth $50 billion.

c) Additional loan creation worth $40 billion.

d) Additional loan creation worth $100 billion.
e) Additional loan creation worth $200 billion.

14.  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.

15.  Suppose that an excess supply of money exists in the economy. As the money market moves toward an equilibrium interest rate, 

       we can expect:

a) Bond prices to rise and the interest rate to rise.

b) Bond prices to rise and the interest rate to fall.
c) Bond prices to fall and the interest rate to fall.

d) Bond prices to fall and the interest rate to rise.

e) Bond prices to remain constant and the interest rate to rise.

16.  The long-run neutrality of money implies that in the long run:

a) Monetary policies do not affect real or nominal variables.

b) Workers have no money illusion.

c) Monetary policy can change output, prices and inflation.

d) Monetary policy can change only autonomous spending.

e) Monetary policy will change potential output and inflation by equal amounts.

17.  Suppose that the Bank of Canada enters the open market and purchases $15 million of government bonds from the general 

       public; this will cause:

a) The reserves in the banking system to increase, the monetary base to increase, and the system's lending capacity to increase.

b) A decrease in the price of bonds in the bond market.

c) The reserves in the banking system to decrease, the monetary base to decrease, and the banking system's lending capacity to decrease.

d) A decrease in the money supply.

e) Both a) and b) are correct.

18.  If funds in the overnight loans market are trading above the overnight rate target, then the Bank of Canada will _______ to  

       _______and ________the overnight market rate. Conversely, if overnight funds are trading below the overnight target rate, then  

       the Bank will _______to _______ and _________the overnight interest rate.

a) Make an SPRA, decrease monetary base, lower; make an SRA, increase monetary base, raise

b) Make an SPRA, increase monetary base, lower; make an SRA, decrease monetary base, raise

c) Make an SRA, increase monetary base, lower; make an SPRA, decrease monetary base, raise

d) Make an SRA, decrease monetary base, lower; make an SPRA, increase monetary base, raise

e) None of the answers is correct.

19.  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.

20.  In the face of ________ shocks, monetary policy ____ be used to stabilize both inflation and output.

a) Productivity; can

b) Input cost; cannot

c) Autonomous expenditure; cannot

d) Our trading partner’s income shock; cannot

e) All of the answers are correct.

21.  When the Bank of Canada _____ the domestic interest rate to close an inflationary gap, it  _____ the _____ for/of Canadian 

       assets by foreign investors. Under the flexible exchange rate system this, in turn, increases the _____ for/of Canadian dollars,  

       resulting in an/a ______ of the Canadian dollar.

a) Raises; decreases; supply; demand; depreciation

b) Raises; increases; demand; demand; depreciation

c) Raises; increases; demand; demand; appreciation

d) Cuts; decreases; supply; demand; appreciation

e) Cuts; decreases; demand; demand; depreciation

22.  The increase in oil and commodity prices in the last five years has caused a strong appreciation in the Canadian dollar, lowering 

the nominal exchange rate from $1.57 (Canadian) to $1.05 (Canadian) for $1 US. Assuming that both Canada and the US have similar price levels, the real exchange rate for Canada must have ____ and Canada’s net export (NX) must have _______.

a) Increased; increased

b) Increased, decreased

c) Decreased; decreased
d) Decreased; increased

e) Has remained constant; decreased

23.   Interest rate parity means:

a) Nominal interest rates in all countries have to be the same.

b) Real exchange rates in all countries have to be the same.

c) Differences in interest rates among countries reflect expected changes in exchange rates.
d) An expected appreciation in the Canadian dollar in the future would lead to an actual depreciation in the Canadian dollar now.

e) Both c) and d) are correct.

24.  Under __ exchange rates, a fiscal contraction that pushes interest rates ___ will crowd ___ net exports through ________ of the 

       domestic currency.

a) Flexible; up; out; an appreciation

b) Flexible; down; in; an appreciation

c) Flexible; up; out; a depreciation

d) Flexible; down; in; a depreciation

e) Fixed; up; in; an appreciation

25.  Under a fixed exchange rate system with perfect capital mobility, the effect of an internal shock from a change in autonomous 

       consumption:

a) Is moderated by a change in the exchange rate.

b) Has no effect on domestic AD because tax rates move in an offsetting way.

c) Causes a change in the domestic inflation rate and the real exchange rate.
d) Changes domestic interest rates.

e) None of the answers is 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.  The crowding-out effect refers to the fact that when government expenditure rises, the goods market autonomous expenditure multiplier becomes smaller, which in turn decreases private investment and net exports spending.

Ans: False ( The size of the multiplier, which depends on MPC, t and MPZ, is not affected by changes in government expenditure. The crowding-out process refers to the fact that as G(, Y( through the multiplier, money demand (, which pushes interest rates up, which would decrease I and NX through the multiplier. The size of the multiplier remains constant throughout the crowding-out process.
2. Discretionary fiscal policies are less effective if higher incomes are taxed at higher rates.

Ans: True ( For a given ( in G, Y(, but if higher Y levels are taxed at higher tax rates, then the ( in Y will be smaller.
3. If a central bank manages to keep its nominal exchange rate fixed, it is also keeping its real exchange rate fixed.

Ans: False ( central banks may be able to keep nominal e fixed, but if price levels change, the real exchange rate will also change. The real E is defined as eP/Pf, where P is the home country price level and Pf is the foreign country price level. A country may experience real appreciation or depreciation even if the nominal e were fixed.
4. Suppose the recent Canadian federal government’s massive financial injection into university research funding attracts a lot of international experts to come to work in Canada on working visas (temporarily). This would result in an increase in our Canadian gross domestic product (GDP) as well as in our gross national product (GNP).
Ans: False ( GDP will rise because they are here in Canada when they increase production; GNP will not rise because they are not Canadians.
5. Under a flexible exchange rate system, the interest rate parity theory predicts that if Canadian interest rates are higher than US interest rates, then we can expect an appreciation in the Canadian dollar in the future.

Ans: False ( IRP predicts that if ic>ius, then X will rise, where X is the expected rate of change in e. Since X>0, then we expected a future depreciation in the C$. The higher ic is needed in order to offset the expected loss in value of the C$ to be paid out by Canadian assets in the future. 

6. If potential GDP rises and the central bank wants to maintain a fixed inflation rate, it has to raise interest rates (use a graph to support your answer).

Ans: False ( 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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7. Suppose investment confidence in Canada drops because of pessimistic economic outlook. If Canada’s marginal propensity to import is very high, the drop in Canada’s GDP will be quite small.

Ans: True ( If Y (, C(, but so will our imports ( the larger is MPZ, the larger is our drop in imports, therefore the smaller will be our job loss due to imports ( Y will not fall by as much. Alternatively, if MPZ is large, the multiplier is small, so the drop in investment spending will lead to a smaller detrimental effect on Y.
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:  Real GDP, Nominal GDP and Inflation Rates  (15 marks)

The isolated island of Castaway is a closed economy that produces only pineapples and coconuts. In 2004, pineapples cost $2, and in 2005, they cost $2.80. Coconuts cost $0.35 in 2004, and the price of coconuts grew at the same rate as the price of pineapples from 2004 to 2005. The year 2004 is the base year.

(i) What was the price of coconuts in 2005? (2 marks)

Ans: First, calculate the rate of growth of the price of pineapples. The growth rate in price is equal to [(2.8 – 2)/2]*100 = 0.4, or 40%. Since the price of coconuts grew at the same rate, let x be the 2005 price of coconuts. So 0.4 = (x – 0.35)/0.35 ( x = 0.49, hence coconuts cost $0.49 in 2005.

(ii) In 2004, 50 pineapples and 100 coconuts were produced in Castaway. What was the GDP of Castaway in 2004? (2 marks)

Ans: GDP = 50*$2 + 100*$0.35 = $135. 

(iii) In 2005, Castaway produced 53 pineapples and 94 coconuts.  

(a) What was the nominal GDP in 2005? (2 marks)

Ans: Nominal GDP = 53*$2.8 + 94*$0.49 = $194.46.
(b) What was the real GDP in 2005 (using 2004 prices)? (2 marks)

Ans: Real GDP = 53*$2 + 94*$0.35 = $138.90.
(iv) What are the 2004 and 2005 GDP deflators, respectively? (2 marks)

Ans: 100; 194.46/138.90*100 = 140.
(v) Given your answer in (iv), what is the inflation rate between 2004 and 2005? (1 mark)

Ans: 40%.
(vi) Briefly discuss two main differences between the GDP deflator and the Consumer Price Index (4 marks).

Ans: CPI looks at selected consumer products, GDP deflator looks at all products; CPI fixes quantities for a few years, GDP deflator allows quantities to differ every year.
Question 2:  The 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*. Suppose π* = 2% and the current inflation π = π*. Also let Y = Yp and i0 = 7%.


(i) Find the value of i (1 mark).
Ans: i = i0 + (π - π*) + (Y - Yp) = i0 + (0) + (0) = 7%.

(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)
Ans: i=2%.
(iii) How would you expect π to change when i drops? Explain what happens to AE and AD (2 marks).
Ans: As the interest rate drops, firms will spend more on investment, so AE and AD will rise, therefore creates upward pressure on inflation.


(iv) Suppose π = π* - 1.5Δi. Find the new π (3 marks).
Ans: The new π = 2% - 1.5(-5%) = 9.5%.

(v) 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 weighting both of these effects. Now find the new i that the Bank should set knowing that π = π* - 1.5Δi (3 marks).

Ans: inew = 7% + (π* - 1.5Δi - π*) + (-5%), so inew = 2% + (-1.5Δi).
However, Δi = inew - iold, where iold = 7%.
Substituting, inew = 2% + [-1.5(inew - 7%)], or inew = 2% - 1.5inew + 10.5%. 
Therefore inew = 12.5% - 1.5inew, 2.5inew = 12.5%, so inew = 5%.
(vi) Given your answer in part (v), find the corresponding inflation rate (1 mark).
Ans: From part (v), Δi = inew - iold = 5% - 7% = -2%. Therefore, the new π = 2% - 1.5(-2%) = 5%.
(vii) Using the exchange rate demand and supply diagram, explain what would happen to the value of the Canadian dollar. Also explain why the goals of keeping ( low and Y high are usually contradictory (3 marks).

Ans: Drop in interest rate will lead to increase in demand for assets, which would increase demand for US$ ( US$ appreciates or C$ depreciates ( e rises ( our NX rises ( Y (, but ( ( ( A strong economy with high income is often associated with high spending, hence high (. 
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Question 3: Money Demand, Real GDP and Interest Rates   (15 marks)

Suppose the demand for money is given by Md = 600 – 5000 i, where Md is the quantity of money demanded (in billions of dollars) and i is the interest rate. If interest rate is 9%, it is entered into the equation as 0.09. The supply of money is set at $350 billion. The aggregate expenditure (AE) in billions of dollars is given by 

AE = 0.5Y + 2000.

(i) Find the equilibrium interest rate in the money market and the equilibrium real GDP (2 marks).

Ans: By solving money demand equals money supply, we get i = 5% or 0.05. Since AE = Y, we set 0.5Y + 2000 = Y, so the equilibrium real GDP is equal to $4,000 billion.
(ii) Suppose the Bank of Canada has decided to increase the money supply to $450 billion. Suppose spending in the economy is not sensitive to the change in the interest rate. Find the new equilibrium interest rate and real GDP (2 marks).

Ans: Set money demand equals money supply, then i = 3% or 0.03. The equilibrium real GDP does not change; it stays at $4,000 billion. The interest rate has dropped.
(iii) Now suppose that for every 100 basis point decrease in the interest rate (for example, if the interest rate drops from 4% to 3%, this is a 100-basis point drop), it stimulates the AE in the economy by $100 billion. The money demand is not affected by the change in the real GDP. Find the equilibrium real GDP given the change in the interest rate you found in part (ii) (4 marks). 

Ans: We need to modify the AE equation to show that a decrease in the interest rate will raise GDP. This means AE = 0.5Y + 2,000 + (-change in interest rate)*(10,000), so AE = 0.5Y + 2,000 – (-2%)*(10,000) = AE = 0.5Y + 2,200. So the new Y = 4,400 through the multiplier of 2. 

(iv) Finally, we suppose that every $100 billion increase in the real GDP creates an additional money demand by $20 billion. Find the new equilibrium interest rate, assuming that money supply is still $450 billion (4 marks). 

Ans: Md=600-5000i+(4*20=80), i=0.046.
(v) Based on your calculations above, if you were the central bank and you want to use monetary policies to effectively stimulate the economy, would you rather see that the money demand is very sensitive to real GDP changes or very insensitive to real GDP changes? Explain (3 marks).

Ans: Very insensitive (or not sensitive at all) because if interest rate ( ( Y( ( Md ( only a bit or may not increase at all, then interest rate will not be pushed up by much ( this would mean interest rate can remain low and Y remain high.
Question 4: Purchasing Power Parity  (15 marks)

Suppose the nominal exchange rate is 120 JPY per USD. Further, suppose the price of a bushel of American corn is $8 USD per bushel and the price of a bushel of Japanese corn is 800 JPY. Define all exchange rates from Japan’s perspective.


(i) What is the real exchange rate between the United States and Japan in terms of corn (2 marks).

Ans: E = e × PUS ÷ Pj = 120× 8 ÷ 800 = 1.2.
(ii) Given part (i), in which country does a US dollar have more purchasing power? Explain (2 marks).

Ans: In Japan, because 8 USD can buy 960 JPY, and 960 JPY can buy 1.2 bushel(s) of corn.
(iii) Is there a profit opportunity that you could exploit with arbitrage? Where would you buy, where would you sell, and how much is the profit? (3 marks)

Ans: We should sell USD, buy JPY and Japanese corn and make profits of 0.2 bushels of corn.
(iv) If the nominal exchange rate stayed the same, what should happen to the price of corn (increase or decrease) in the United States and Japan, respectively? Explain (2 marks).

Ans: PUS will fall and Pj will rise.
(v) Suppose prices move as you have suggested in part (iv). What will happen to the real exchange rate eventually? What will be the value of the real exchange rate? Explain in detail (2 marks).

Ans: Eventually e will drop, PUS will drop and Pj will rise. Furthermore, the price of Japanese corn will rise and hence the profits will shrink and eventually disappear. Therefore, real exchange rate will eventually drop to 1.
(vi) In reality, however, we have reasons to expect that PPP may not hold very well when confronted with data. Discuss two of such reasons (4 marks).

Ans: Transportation costs; non-traded goods; product differentiation, etc.

Question 5: Equilibrium Output (15 marks)

We analyze the goods and money markets of a closed economy under the assumption that investment depends on the interest rate. Interest rates are entered into the I and Md equations as decimals. For example, if the interest rate is 12%, i = 0.12, not 12%. Keep all answers to 3 decimal places, if applicable. The economy is specified below:

Goods market:

- Consumption:  C  = 150 + 0.75Yd



- Investment: I  = 200 – 400i
- Government spending: G = 300



- Lump-sum constant taxes: T = 200

Money market:

- Money supply: Ms = 300




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

Ans: i =0.05, Y=1920, I=180.
(ii) Solve for saving and consumption. (2 marks)

Ans: Saving=280, C=1440.
(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 280-180=300-200, this means that the government can afford to have G>T because it is borrowing from private savings. Private savings=280, but firms only want to borrow/use 180, 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=1777.776, i=0.139, I=144.444. 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 long question. ANSWER ALL PARTS (Total = 40 marks).

In 2008, it was obvious to the world that the inflated housing markets in the U.S. and Europe have created a liquidity crisis for the banking industry. Commercial banks, having lent out massive loans to poorly qualified borrowers, have trouble collecting their loans. As a result, the banks became less willing or able to issue loans to all (even qualified) borrowers and thereby hindering economic activities. This credit crunch has driven the world into a global recession. 

Monetary Policy Responses: 


(i) Article 1: Using an AD/AS/LAS diagram, illustrate how cutting the overnight interest rate will stimulate the economy. To begin with, assume that Y<Yp due to the banking crisis. Explain whether it was the AD or AS that was causing Y<Yp. Also explain in words how monetary policies would affect the economy (5 marks).

Ans: AD has shifted left due to the drop in I arising from the credit crunch or difficulties with obtaining business loans from banks ( central banks can inject cash into the overnight market and cut interest rates ( (I and AD back to b.
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Problems with Monetary Policy Responses:



(ii) Article 2: 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 (5 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 (.
U.S. Problems also Affect Canada:


(iii) Article 3: Use the exchange rate diagram to demonstrate how the concerns over the U.S. economy would affect the value of the Canadian dollar. Also explain in words (5 marks).

Ans: Drop in Yus will lead to a drop in our NX ( Our Y ( ( the desirability of our financial assets ( when our economy weakens ( Relatively, the US economy is 10 times larger than ours, and hence in the time of economic uncertainty, financial traders tend to flock to the US as a safe haven ( this will lead to an increase in demand for US assets, which would increase demand for US$ ( US$ appreciates or C$ depreciates (students may also mention that both the C$ and US$ depreciated against other currencies).
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BOC’s Recent Actions:


(iv) Article 4: Explain how this rate hike will affect the investment and net export expenditure in Canada. What is the BOC trying to accomplish by raising interest rates? (5 marks)

Ans: Rise in interest rate will lead to an increase in demand for Canadian assets, which would increase demand for C$ ( US$ depreciates or C$ appreciates ( both I and NX will fall ( BOC is trying to maintain ( low at around 2%.
(v) Article 4: Explain why the commercial banks followed the BOC’s announcement by also raising their prime lending rates (5 marks).

Ans: Overnight lending rate is a cost of production ( when costs of operating the banks (, banks transfer this ( n costs to customers ( they turn around and charge customers higher rates, such as prime rates and mortgage rates.
Alternative: Various Countries have been Using Fiscal Stimulus in Response to the Banking Crisis


(vi) Article 5: Some macroeconomists advocate “lean against the wind” fiscal policies in the sense that governments should run deficits when a recession hits. However, the IMF is advocating the contrary. Use your knowledge of BB and SBB to explain IMF’s recommendation (5 marks).

Ans: BB=tY-G and SBB=tYp-G ( However, if the government had been running BB<0 even when Y(Yp for the years prior to the current recession (the “advanced deficit countries”), then SBB was also <0 ( the best way for the SBB<0 to improve is to hope for Yp to grow ( unfortunately, it appears that the growth in Yp is rather limited. Therefore, if currently Y<Yp, and both BB and SBB<0, we cannot count on Y recovering to Yp to eliminate the BB deficits, and neither can we count on Yp growth to eliminate the SBB deficits. Both types of deficit may linger on for a very long time.
Common Currency and Potential Problems:


(vii) Article 6: It is obvious that some EU countries, such as Greece and Spain, may face intense pressure to abandon the Euro and/or to drastically cut their fiscal spending. Explain why the absence of a fiscal union may drive the euro to collapse. [Hint: What would happen to the price of the government bonds issued by Greece and Spain compared to those issued by Germany, and what pressures would Greece and Spain impose on the euro?] (5 marks)

Ans: Greece and Spain have been running BB<0 ( this decreases the desirability of the financial assets issued by these countries because of doubts on their ability to pay interests and principals ( the price of these assets would have to drop and the interest rates would have to rise ( which may further increase the doubts on their ability to pay ( these uncertainties caused by BB<0 will create pressure on the Euro to depreciate, which would compound economic uncertainties ( the financial traders may bet on these two countries to leave the Euro and hence could cause even more fluctuations in the Euro versus other currencies ( for this pressure to diminish, these two countries have to reign in their BB<0 ( this implies the monetary union is not only placing monetary policy restrictions on these countries, but also fiscal policy restrictions ( this may be seen as too significant of a loss on a country’s autonomy.
No Interventions in Response to the Banking Crisis:

(viii) Suppose neither the BOC nor the Canadian federal government responds to the banking crisis. Explain in words how the Canadian economy would adjust from the banking crisis back to the long run equilibrium Y=Yp. Also use the AD/AS/LAS diagram (with inflation rate on the vertical axis) to support your explanation. Would the BOC be to defend its targeted inflation rate? Explain (5 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) ( No, the BOC cannot maintain its current inflation target, the (* will fall. 
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The End




Article 6: Why UBS believes the euro monetary union will die out


Globe and Mail Update Published on Tuesday, Jul. 13, 2010 2:59PM EDT





UBS AG, Switzerland's largest bank and one of the biggest financial institutions in the world, believes Europe's currency union can't survive in its current form. "The external imbalances across countries are growing, and the countries have not converged, as expected," they said. "In the long term, we do not think the common currency can survive. It must be supported by a full fiscal union - which is unlikely.”





Article 5: IMF tells US to tighten fiscal policy


June 29, 2010 11:23pm � HYPERLINK "http://blogs.ft.com/money-supply/author/alanbeattie/" �by Alan Beattie� Financial Times


 


The US will have much less room to grow than it believes and should therefore tighten fiscal policy more rapidly, according to estimates by the International Monetary Fund (IMF). In the first report of the G20’s “mutual assessment process”, by which leading economies are supposed to hold each other accountable for growth, the IMF suggests that the “advanced deficit countries” – dominated by the US – should tighten fiscal policy more rapidly than planned. “Major fiscal consolidation is needed in the years ahead in G20 economies with high public deficits and debt,” the IMF said.











Article 4: Bank of Canada raises rates again


CBC News Last Updated: Tuesday, July 20, 2010


�The Bank of Canada raised its benchmark interest rate by 25 basis points Tuesday, the second straight time it has done so after keeping rates at unprecedented lows for more than a year. In its latest policy decision, the bank opted to move its overnight lending rate to 0.75 per cent. Within hours of the announcement, three of Canada's major lenders — Toronto-Dominion Bank, Canadian Imperial Bank of Commerce and the Royal Bank of Canada — raised their prime lending rates to 2.75 per cent, up from 2.5, effective July 21.


� 





�Read more: � HYPERLINK "http://www.cbc.ca/money/story/2010/07/20/bank-canada-interest-rates.html?ref=rss" \l "ixzz0uHySzCgR" �http://www.cbc.ca/money/story/2010/07/20/bank-canada-interest-rates.html?ref=rss#ixzz0uHySzCgR��








Article 1: 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 3: Canadian Dollar Goes Down on Concerns for U.S. Economy


� HYPERLINK "http://www.topforexnews.com/2010/07/15/canadian-dollar-goes-down-on-concerns-for-u-s-economy/" ��http://www.topforexnews.com/2010/07/15/canadian-dollar-goes-down-on-concerns-for-u-s-economy/�, July 15, 2010





The Canadian dollar weakened today after the economic growth in the U.S., the biggest Canada’s trading partner, showed the signs of the slowdown. The Canadian dollars seems yet again to suffer from the outside influence, this time because of the close relations with the U.S. USD/CAD closed at 1.0378 today after it opened at 1.0324.





Article 2: 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. 
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