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PART A.  MULTIPLE CHOICE ANSWER SHEET

NAME___________________________________________________________

[SURNAME, GIVEN NAME]

STUDENT NUMBER_______________________________________________

USE UPPER CASE LETTERS TO ANSWER.

1. __________B
2. __________B

3. __________D

4. __________D
5. __________C
6. __________A
7. __________A
8. __________B
9. __________B
10. __________C
11. __________A
12. __________B
13. __________B
14. __________D
15. __________C
16. __________B
17. __________B
18. __________B
19. __________B
20. __________C
PART B:  SHORT ANSWERS.  DO 5 OUT OF 8.  8 MARKS EACH

1. Suppose that there was a bad harvest in Brazil, and as a result coffee prices went up this year at coffee shops all over Canada. What do you expect would happen to coffee consumption? In what direction would the CPI move, ceteris paribus? Would that change correctly reflect the impact on consumers’ welfare? Explain briefly.
ANS.

Consumption of coffee would fall. 
The CPI would rise, ceteris paribus.

Regarding impact on consumers’ welfare:

First, since coffee would represent only a very small portion of the market basket used to calculate the CPI, the impact on consumers’ welfare would be small. Secondly, the CPI does not account for: (1) consumers’ ability to substitute towards goods that become cheaper over time; (2) the increased purchasing power due to the introduction of new goods; and (3) unmeasured changes in quality of goods.  Therefore, consumers could switch to cheaper substitutes for coffee, such as tea, thereby further mitigating any fall in welfare. 
2. Suppose that Canadian citizens start saving more as a result of changes to tax laws (i.e., tax incentives provided to encourage saving). Assume that Canada is a small open economy with perfect capital mobility. What does this imply about the supply of loanable funds, the real interest rate and net capital outflow? What is the impact on the real exchange rate and net exports? Use diagrams to illustrate your answer.
ANS.
The supply of loanable funds increases, and initially the equilibrium domestic real interest rate falls. Because of the lower domestic interest rate, Canadian net capital outflow rises (see diagram (a) below). Or alternatively, net capital outflow rises because national saving has increased but domestic demand for loanable funds for domestic investment remains the same. Hence, the additional surplus is invested abroad.
This increase in NCO makes the supply of dollars in the foreign-currency market shift to the right, and the real exchange rate of the dollar depreciates (diagram b). The lower dollar results in higher net exports.
To sum up: (a) the supply of loanable funds increases, (b) initially the domestic interest rate falls but because the economy is an open economy, the interest rate returns to the world interest rate level (rw), (c) net capital outflow rises, (d) the real exchange rate falls, and (e) net exports increase.
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3. Suppose that Bank of Canada unexpectedly decreases the money supply. What will happen to unemployment in the short run? What will happen to unemployment in the long run? Use a diagram to illustrate your answer.
ANS:
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In the short run, unemployment will rise, because, in the short run, a decrease in the money supply moves the economy along the Phillips curve. In the long run, the economy will return to its natural rate of unemployment as the short-run Philip curve shifts down as inflation expectations fall.


4. Using separate graphs, demonstrate what happens to the money supply, money demand, the value of money, and the price level if:

	a.
	Bank of Canada increases the money supply.

	b.
	people decide to demand less money at each value of money.


ANS:
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	a.
	Bank of Canada increases the money supply. When that happens, we find the consequences of their action by shifting the money supply curve to the right from MS1 to MS2. This shift causes the value of money to fall, so the price level rises. See 1st diagram above.



	b.
	People decide to demand less money at each value of money. Since people want to hold less at each value of money, it follows that the money demand curve will shift to the left from MD1 to MD2. The decrease in money demand results in a lower value of money and so a higher price level. See 2nd diagram above.




5. Using a graph representing the market for loanable funds, show and explain what happens to interest rates and investment if a government goes from a deficit to a surplus.
ANS (closed economy):


As shown in the graph below, the economy starts in equilibrium at point E0 with interest rate r0 and equilibrium quantity of saving and investment at q0. If the government succeeds in obtaining a surplus, there will be more public saving in the economy at each interest rate, and the supply of loanable funds curve will shift from S0 to S1. The new equilibrium will be at E1, with a lower interest rate, r1 and a higher quantity of saving and investment, q1. Hence, if the federal government succeeds in having a surplus, interest rates will fall and investment will increase.

Market for Loanable Funds
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Alternative ANS (open economy).
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If the government succeeds in obtaining a surplus, there will be more public saving in the economy at each interest rate, and the supply of loanable funds curve will shift to the right. If the relevant interest rate is the world interest rate than ultimately the demand for loanable funds for domestic investment will remain the same. The increased saving will be directed towards increase investment abroad (i.e., net capital outflows will increase). The end result will be no change in interest rates or domestic investment.

6. Describe the notion of purchasing-power parity and the underlying logic for why it might hold between two countries.  Assuming purchasing power parity exists between Canada and Mexico, if the inflation rate in Mexico rises above that in Canada, does the nominal exchange rate between the Canadian dollar and the Mexican peso appreciate, depreciate or remain constant?

ANS.
What lies behind the purchasing-power parity theory is the law of one price, which asserts that a good must sell for the same price in all locations. If the price for a good is higher in one market than in another, someone can make a profit by purchasing the good where it is relatively cheap, and selling the good where it is relatively expensive (arbitrage). 
Hence, the relative price of a good or a basket of goods in one country should tend to convergence to the price of the same good or basket of goods in another country. The mechanism to bring about this convergence is the nominal exchange rate.
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If the inflation rate in Mexico rises above that in Canada, then P* will rise faster than P. Hence, e will rise. Therefore, the nominal exchange will appreciate.

7. This question concerns the calculation of Real GDP and the GDP deflator. (Each part is worth 2 marks.)

Consider a small island country that only produces three goods: popcorn, paperback novels, and running shoes. The following table shows the quantity produced for each of the goods in the years 2000 and 2001. The prices in each of the two years are also included.

	   
	Quantity
	Price

	 
	Produced 
	 
	 

	  
	2000
	2001
	2000
	2001

	Popcorn 
	200
	250
	$1
	$2

	Paperback novels 
	50
	30
	$20
	$25

	Running shoes 
	8
	10
	$100
	$80


a) Define GDP.

b) Calculate nominal GDP for 2000 and 2001.

c) Calculate real GDP in 2001 using 2000 as a base year.

d) Calculate the GDP deflator for 2001, using 2000 as a base year
ANS.

a) GDP is the market value of all final goods & services produced within a country in a given period of time.
b & c)
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d)
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8. This question has to do with the money multiplier and bank reserves. (Each part is worth 2 marks.)

In Canada, banks are not required to hold reserves, but banks hold reserves in excess to meet their day to day needs – these reserves are called their desired reserves.  Suppose Canadian banks choose to keep 10 percent of deposits, and the central bank has supplied $100 million in reserves to the banking system. 

a)  Explain what is meant by the money multiplier and use the above information to calculate the total money supply for Canada. 

b) What is total bank lending in this example?

c)  What would happen to the money supply and total bank lending if the Canadian banks chose to hold 20% of deposits as reserves?

d) Suppose that the Bank of Canada wanted to bring the money supply back to its original level, what could it do? 

a) The money multiplier is the amount of money the banking system generates with each dollar of reserves.
The money multiplier equals 1/R where R is the reserve ratio.  
· In this example,
R = 10% 
money multiplier = 1/R = 1/0.1 = 10
$100m X 10 = $1000m 
$100m of reserves creates $ 1000m of money
b) If the reserve ratio is 10% and reserves are $100m, then total deposits are equal to $1000m (the money supply). Loans are equal to Total Deposits minus Reserves ($1000m - $100m) = $900m. Note that Total Liabilities of the banking system (i.e., total deposits) must equal Total Assets (i.e., reserves plus loans).

c) If R = 20%
money multiplier = 1/R = 1/0.2 = 5
$100m X 5 = $500m 
$100m of reserves creates $ 500m of money supply

If banks hold $100m in reserves and the money supply is $500m (deposits), then they will lend out $400m  
d) The Bank of Canada could use open market operations to increase the money supply (buy government bonds) or lower the Bank rate which would encourage banks to borrow from the Bank of Canada, increase the quantity of reserves and thereby increase the money supply.
PART C:  LONG ANSWER.  DO 1 QUESTION.  20 MARKS

1. The United States has recently introduced a stimulus package that contains a “buy American” provision, that tries to shift demand towards US-produced goods and services. Explain carefully the likely impacts on the Canadian economy, both in the short and in the long run, using the appropriate diagrams. Is the impact greater in the short run or the long run? From the perspective of long run economic growth, should we expect that the policy will have any impact on Canadian productivity and prosperity? Explain carefully, being sure to refer to key concepts or diagrams.

ANS.
The introduction of a “buy American” provision will initially shift US demand to domestically produced goods and services and away from imports. Since Canada is a major exporter of goods and services to the US, the “buy American” provisions will initially reduce Canadian exports to the US and, therefore, reduce Canadian net exports. This will impact the Canadian short-run aggregate-demand curve which will shift to the left as a result of the lower net exports (see diagram below; from AD1 to AD2). 
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As a result of the lower net exports for any given exchange rate, the demand curve for Canadian dollars in the market for foreign exchange will shift to the left (see diagram below). The resulting depreciation of the value of the Canadian dollar will contribute to increasing net exports. Over time, net exports will return to their former level. As net exports increase, Canadian short-term aggregate demand will rise, shifting the SRAD curve back to its original position (back to AD1 in the above diagram). 
In essence, the depreciation in the value of the Canadian dollar and the rise in net exports offset the initial loss of exports to the US. In other words, the trade balance returns to its former level.
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To sum up, in the short run, Canada experiences a fall in aggregate demand, a fall in output and higher unemployment. But in the longer term, Canada reverts back to its natural rate of output (LRAS), natural rate of unemployment and to its original trade balance.

The long term impact in the US of the “buy American” provisions is not unlike that in Canada. The initial rise in US net exports is eventually offset by an appreciation of the value of the US dollar. In the longer term, there is no change in the US trade balance. 
From the perspective of long run economic growth, the “buy American” provisions should have no lasting impact on Canadian economic growth, productivity and prosperity. Why? The reason is that the “buy American” provisions have no impact on Canadian domestic investment or national saving (see diagram below).
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Why is national saving and investment important? When an economy saves more, the economy can invest more money in physical & human capital. The more physical and human capital that workers have to work with, the higher will be the output per worker and, hence, the higher the productivity of the economy. The higher the productivity level, the higher is the “economic well-being” or the standard of living (real GDP per capita) of people.

In the long run, productivity (output per worker) depends on the level of technology employed in the economy, physical capital per worker, human capital per worker, and natural resources per worker. None of these is affected by the “buy American” provisions. If the Canadian government were to want to increase economic growth, productivity and prosperity, it would have to act to increase national saving or domestic investment, or both. 
2. This question deals with stabilization policy.
(a). Should policymakers use monetary and fiscal policy to minimize fluctuations in aggregate levels of economic activity?  Evaluate the pros and cons of active government intervention vs. non-intervention.
(b). Would you be more likely to support active stabilization policy if wages, prices, and expectations adjust quickly in response to economic changes, or if they adjust slowly?
ANS.

(a) Should monetary and fiscal policymakers try to stabilize the economy?

Pros:
· The economy is inherently unstable, and left on its own will fluctuate. 
· Society should not have to suffer through the booms and busts of the business cycle.
· Since monetary and fiscal policy can stabilize aggregate demand and, thereby, production and employment.
· Then let’s use policy to reduce the severity of economic fluctuations.
Cons:

· Monetary policy affects the economy with long and unpredictable lags. 
· Studies indicate that it takes six months for monetary policy to have an effect on aggregate demand.
· Fiscal policy works with a lag because of the long political process that governs changes in spending and taxes.
· It can take years to propose, pass, and implement a major change in fiscal policy.
· Often policymakers can inadvertently exacerbate rather than mitigate the magnitude of economic fluctuations
· Ability to forecast future economic conditions and take appropriate action well ahead is poor.
· While a desirable policy goal to eliminate economic fluctuations, this is not a realistic goal.
(b) When should government intervene? When adjustment in wages, prices and expectations is quick or slow? 

Governments have a choice. They can choose to do nothing and let the economy adjust by itself as per the diagram below or they can act using fiscal and monetary policies to speed up the adjustment. 
If governments do nothing, a fall in aggregate demand can eventually be offset by a shift to the right of the short-run aggregate supply curve as wages, prices and expectations adjust downward (the initial equilibrium is at point A, the fall in aggregate demand results in a temporary equilibrium at point B, and finally the shift in aggregate supply due to changed expectations results in a new equilibrium at point C). 
However, governments could use fiscal and monetary policies to counteract the initial fall in aggregate demand by stimulating the economy (shifting the aggregate demand curve back to its initial position, in essence, by moving the equilibrium point back from B  to A).  
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If wages, prices, and expectations adjust slowly, it will take longer for the economy to return to its natural rates of output and employment.  In that case, there’s a better chance that expansionary policy will act in time to alleviate the recession, rather than push the economy into an inflationary boom. 
3. Suppose that a decrease in the aggregate demand for goods and services pushes the economy into recession. 

(a)What happens to the price level? If the government does nothing, what ensures that the economy still eventually gets back to the natural rate of output? Illustrate your answer with diagrams.
ANS.
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A decrease in aggregate demand (AD1 to AD2 in the diagram above) causes the price level to fall (P1 to P2). If the government does not respond, then the actual price level will be below the price level that people expected. Individuals will gradually correct their misperception of the price level, so expected prices will fall, causing the aggregate supply curve to shift to the right. The rightward shift in aggregate supply eventually restores the economy to the natural rate of output (at point C).

(b) Assuming that the economy is a closed economy and instead of doing nothing as in (a) above, the Central Bank decides to increase the money supply. What does this imply for the interest rate, the demand for money, and the aggregate demand for goods and services? Illustrate your answer with diagrams.  
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In panel (a) above, an increase in the money supply from MS1 to MS2 reduces the equilibrium interest rate from r1 to r2. Because the interest rate is the cost of borrowing, the fall in interest rate raises the quantity of goods and services demanded at a given price level.
The increase in output requires that people hold more money. This causes the demand for money to increase from MD1 to MD2 and causes a partial reversal in the interest rate, from r2 to r3. As a result, the increase in the quantity demanded of goods and services is smaller than it would otherwise have been. In the end, the aggregate-demand curve shifts to the right from AD1 to AD2 and we move from point A to point B in panels (a) and (b).
(c)  Assuming that there is perfect capital mobility (that is, the economy is an open economy), what would the increase in money supply by the Central Bank imply for the interest rate, the demand for money, the aggregate demand for goods and services, the exchange rate and net exports? Illustrate your answer with diagrams.  
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In a closed economy, a monetary injection causes the interest rate to fall and output to increase. This is shown by the movements from point A to point B in panels (a) and (b) above. 
In a small open economy, the fact that the interest rate, r3, is less than the world interest rate rw, means that the rate must be further adjusted. Canadian and foreign savers find the Canadian interest rate less attractive. Consequently, they sell Canadian assets to buy foreign assets. This increases the supply of Canadian dollars in the market for foreign exchange and causes the exchange rate to fall (see diagram below).  
As a result, net exports and the aggregate demand for Canadian goods and services rise. The AD2 curve shifts to AD3 in panel (b) above. The expansion in output requires that people hold more money. This is shown in panel (a) above with MD2 shifting to MD3. In the process, the Canadian interest rate rises from r3 back to the world level.

In the end, the economy adjusts to point C. The interest rate returns to the world level, and output increases by more than it would in a closed economy because of the increase in net exports.  
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4.  This question asks you to use the Open Economy Model outlined in the textbook to explain the implications of three economic shocks.

a) During the 1980’s the Canadian government ran large fiscal deficits. However, starting in the latter part of the 1990’s (and continuing until very recently), the government has run surpluses.  Using the open economy model, explain how the change in government policy (i.e. the shift from a fiscal deficit to surplus) could be expected to affect net capital outflow, the Canadian real exchange rate and net exports in the longer term.
ANS.
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The shift from a fiscal deficit to a surplus implies more public saving at each interest rate. Therefore, the supply of loanable funds curve shifts to the right (see panel (a) above). Since the relevant interest rate is the world interest rate, the demand for loanable funds for domestic investment will remain the same. Therefore, the increased saving will be directed towards increasing investment abroad. In sum, there will be an increase in net capital outflow.
As a result, the supply of Canadian dollars on the market for foreign exchange will rise, reducing the value of the Canadian dollar and increasing net exports.
The end result will be no change in the interest rate or domestic investment but an increase in net capital outflow and net exports.

b) In recent years, the world interest rate has fallen to very low levels. Explain how a fall in the world real interest rate would affect net capital outflow, the Canadian real exchange rate and net exports in the longer term.

ANS.
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When the world interest rate falls, it reduces the supply of loanable funds made available by Canadians and increases the quantity of loanable funds demanded for domestic investment (see panel (a) above). The residual, that is, net capital outflow declines. 

A decline in the supply of dollars (NCO) in the market for foreign-currency exchange causes the Canadian dollar to appreciate. The appreciation of the Canadian dollar causes net exports to fall (see panel (b) above). 
c) Oil is an important Canadian export. In the last 12 months the price of oil fell from a record level of US$147.27 to about US$45 in March of this year. Using the open economy model, explain how the fall in the price of oil has affected net capital outflow, the Canadian real exchange rate and net exports in the longer term.

ANS.
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Oil is an important export commodity for Canada. A significant decline in the price of oil will reduce the value of Canadian exports as well as reduce net exports overall, causing a reduction in the demand for Canadian dollars in the market for foreign currency at any given exchange rate. In sum, the demand curve for Canadian dollars on the foreign-currency exchange will shift to the left (see panel (b)), causing the value of the Canadian dollar to depreciate and exports to rise. In the end, net exports return to their former level.

The fall in the price of oil has no impact on the interest rate which is the world interest rate, no impact on the supply of loanable funds available from Canadians, on domestic investment or on net capital outflow (see panel (a) above). 
1

