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NAME___________________________________________________________
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STUDENT NUMBER_______________________________________________

USE UPPER CASE LETTERS TO ANSWER.

1. _________  A
2. __________B
3. __________A
4. __________D
5. __________A
6. __________D
7. __________A
8. __________B
9. __________C
10. __________C
11. __________C
12. __________B
13. __________A
14. __________C
15. __________B
16. __________A
17. __________B
18. __________B
19. __________B
20. __________C
PART B:  Short Answers Questions.  Answer any five Questions. 8 marks each.
1.
Consider a small country that only produces two goods: milk and honey. The following table shows the quantity produced for each of the goods in the years 2004, 2005 and 2006. The prices in each of the three years are also included.

	Year
	Price of Milk
	Quantity of milk (litres)
	Price of honey
	Quantity of honey (litres)

	2004
	$1
	100
	$2
	50

	2005
	$1
	200
	$2
	100

	2006
	$2
	200
	$4
	100


a) 
Compute nominal GDP, real GDP and the GDP deflator for each year, using 2004 as the base year.

b) 
Did economic well-being rise more in 2005 or 2006? Explain.

Answer
a.
Calculating nominal GDP:

2004:  ($1 per L of milk ( 100 L milk) + ($2 per L of honey ( 50 L honey) = $200

2005:  ($1 per L of milk ( 200 L milk) + ($2 per L of honey ( 100 L honey) = $400

2006:  ($2 per L of milk ( 200 L milk) + ($4 per L of honey ( 100 L honey) = $800

Calculating real GDP (base year 2001):

2004:  ($1 per L of milk ( 100 L milk) + ($2 per L of honey ( 50 L honey) = $200

2005:  ($1 per L of milk ( 200 L milk) + ($2 per L of honey ( 100 L honey) = $400

2006:  ($1 per L of milk ( 200 L milk) + ($2 per L of honey ( 100 L honey) = $400

Calculating the GDP deflator:

2004:  ($200/$200) ( 100 = 100

2005:  ($400/$400) ( 100 = 100

2006:  ($800/$400) ( 100 = 200

b.
Economic well-being rose more in 2005 than in 2006, since real GDP rose in 2005 but not in 2006.  In 2005, real GDP rose and prices didn’t.  In 2006, real GDP didn’t rise and prices did.

2.
Explain the difference between: search theory of unemployment; and efficiency wage theories of unemployment.

Answer

Frictional or search unemployment is unemployment that results because it takes time for workers to search for jobs that best suit their tastes and skills. Frictional unemployment is inevitable because the economy is always changing.  Some firms are shrinking while others are expanding.  Some regions are experiencing faster growth than other regions.  Transitions of workers between firms and between regions are accompanied by temporary unemployment. Structural unemployment is when individuals are unemployed and looking for work but there are insufficient positions available for them.
The government could help to reduce the amount of frictional unemployment by public policies that provide information about job vacancies in order to match workers and jobs more quickly, and through public training programs that help ease the transition of workers from declining to expanding industries and help disadvantaged groups escape poverty. (Un) employment insurance may to some degree increase frictional unemployment.
According to the theory of efficiency wages, firms operate more efficiently if wages are above the equilibrium level. Therefore, it may be profitable for firms to keep wages high even in the presence of an excess supply of labour. If so, firms will keep wages above the equilibrium level, creating unemployment (structural unemployment).  The following are reasons why firms may want to pay wages that are above the equilibrium wage level:
(1)
Worker Health:

Better-paid workers eat a more nutritious diet, and workers who eat a better diet are healthier and more productive. A firm may find it profitable to pay higher wages in order to have healthier, more productive workers.

(2)
Worker Turnover:

The more a firm pays its workers, the less often will its workers choose to leave their employment for another position. Since it is costly to hire and train new workers, it may be profitable for an employer to pay higher than market wages in order to reduce worker turnover rates.

(3)
Worker Effort

In jobs where workers have some discretion over how hard they work, workers may shirk. As a result, firms monitor the effort of their workers, and those caught shirking are fired. However, it is costly to monitor workers, and monitoring is often imperfect. By paying higher wages, firms make it more expensive for workers to shirk, since if they are caught they will not be able to find other employment at a wage as high as their current wage. It may be profitable for a firm to pay higher than market wages in order to reduce shirking.

(4)
Worker Quality

When a firm hires new workers, it cannot perfectly gauge the quality of the applicants. By paying a higher wage, the firm attracts a better pool of workers to apply for its jobs. It may be profitable for a firm to pay higher than market wages in order to increase the probability that it will hire good-quality workers.
3. 
a) Draw a diagram showing the long run aggregate supply curve and the short run aggregate supply curve.

b) What are three theories of the SRAS curve?


c) Explain how an increase in expected price level will affect the SRAS?

Answer
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The long-run aggregate-supply curve is vertical because the price level does not affect the long-run determinants of real GDP, which include supplies of labour, capital, natural resources, and the level of available technology.  This is just an application of the classical dichotomy and monetary neutrality. The short-run aggregate- supply curve is upward sloping for the reasons given below (b).
b)   There are three reasons why the short-run aggregate- supply curve slopes upward. First, the sticky-wage theory suggests that because nominal wages are slow to adjust, a decline in the price level means real wages are higher, so firms hire fewer workers and produce less, causing aggregate supply to decline.  Second, the sticky-price theory suggests that the prices of some goods and services are slow to change.  Then, if some economic event causes the overall price level to decline, prices that are sticky won’t be able to adjust immediately, so relative prices of those goods will rise and the demand for those goods will decline, leading firms to cut back on production.  Thus, lower overall prices lead to lower aggregate supply.  Third, the misperceptions theory suggests that changes in the overall price level can temporarily mislead suppliers.  When the price level falls below the level that was expected, suppliers think that the relative prices of their products have declined, so they produce less.  Thus, a lower price level reduces aggregate supply.

c)    The figure below shows the economy starting out at long run equilibrium, that is, at point A on the short-run aggregate-supply curve AS1.   If price expectations rise (that is, the expected price level exceeds the actual price level), the short-run aggregate supply curve will shift to the left to AS2.  The new short run equilibrium is at point B, with output less than the long-run aggregate supply.  In the short run, the price level rises and output falls.  In the long-run, the economy will return to point A, as the decline in output eventually leads to a decline in price expectations and a decline in the price level. The short-run aggregate-supply curve returns to AS1.
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4.
In a recession, why might policy-makers choose to use monetary and / or fiscal policy rather than let the economy adjust on its own? Use diagrams to illustrate your answer.

Answer

The diagram below illustrates the short-run effect of a recession due to a fall in aggregate demand.  The economy starts at point A on the aggregate-demand curve AD1 and the short-run aggregate-supply curve SRAS1.  The decline in aggregate demand shifts the aggregate-demand curve from AD1 to AD2 and the economy moves to point B.  Total output falls from Y1 to Y2, so income and employment fall as well.
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With no policy changes, the economy will restore itself gradually over time.  The recession will induce declines in wages, so the cost of production will decline. In turn, this will feed into price expectations which will also decline, thereby shifting the short-run aggregate-supply curve to the right to SRAS2.  The economy will end up at point C, with a lower price level, but with output back at Y1.  However, this process could take time and take years to complete.

If policymakers are passive, the economy will eventually restore itself, but very slowly. By using expansionary monetary and/or fiscal policy, policymakers can shift the aggregate demand curve to the right. In so doing, they can get the economy back to long-run equilibrium much more quickly. In reference to the diagram above, it would mean shifting the aggregate demand curve from AD2 back to AD1 (and moving from point B back to point A). 
5.
Suppose that the Bank of Canada suddenly decides to target 4% inflation rather than 2% inflation. What will happen to unemployment in the short run? What will happen to unemployment in the long run? Use Phillips curve diagram to illustrate your answer.


Answer
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The change in inflation target from 2% to 4% would imply that the Bank of Canada is pursuing an expansionary monetary policy. If the economy were in long run equilibrium at point A above, an expansionary policy would move the economy up along the short-run Phillips curve to point B.  Actual inflation would rise and unemployment would fall in the short run. 
At point B, actual inflation would be 4% but expected inflation would still be low (at 2%).  With actual inflation rising to 4%, expected inflation would eventually also rise. As expected inflation rose, the short-run Phillips curve would shift to the right. This would continue until expected inflation is equal to actual inflation. Long- run equilibrium would be re-established at point C, where the unemployment rate would be equal to natural rate of unemployment but inflation would have moved from 2% to 4% per year. 
6.
a) Explain why banks can influence the money supply if the required reserve ratio is less than 100 percent.

b)  Draw a simple T-account for the First National Bank of Ontario, which has $5,000 of deposits, a reserve ratio of 10 percent, and excess reserves of $300.

c) If the reserve ratio is 20 percent, how much money can be created from $1000 of reserves? Show your work.
Answer

a)
When the reserve requirement is less than 100 percent, banks can lend out deposits. The money they lend out is re-deposited. In this way, deposits can be greater than reserves. Since deposits are greater under fractional-reserve banking and since deposits are part of the money supply, the money supply will be greater under fractional-reserve banking.

b)


	First National Bank of Ontario

	Assets
	
	Liabilities
	

	Reserves
	$800
	Deposits
	$5,000

	Loans
	$4,200
	
	


If the reserve ratio is 10%, FNB must hold minimum reserves of $500. Since it is holding $300 in excess reserves, it must be holding $800 in total reserves ($500 + $300). 
Since total assets have to be equal to total liabilities, loans must be equal to $4,200 ($5,000 in deposits minus $800 in reserves).
c) 
If reserve ratio, R = 20%
money multiplier = 1/R = 1/0.2 = 5
$1000  x  5 = $5000 
$1000 of reserves creates $ 5000 of money supply

7. 
a) Explain what is meant by the Neutrality of Money. 

b) Is money likely to be neutral in the short run? Why?
c) Is money likely to be neutral in the long run?  Why?
Answer

a) Monetary neutrality is the proposition that changes in the money supply only affect nominal variables and do not affect real variables. According to the classical dichotomy, there is a theoretical separation of nominal and real variables. Nominal variables are measured in monetary units (example:  nominal GDP).   Real variables are measured in physical units (example:  real GDP). 
b) In the short run: monetary developments can have important short-run effects on real variables. Changes in the money supply can affect aggregate demand, output and unemployment (real variables) in the short run.  
c) In the long run: the classical dichotomy and neutrality of money describe the economy in the long run. In other words, changes in the money supply only affect nominal variables, essentially prices and inflation. Changes in the money supply will not affect the long-run natural rate of output (LRAS) or the long-run natural rate of unemployment (LR u-rate). The LRAS is a function of input factors (labour, physical capital, human capital, natural resources and available technology). The LR u-rate is a function of labour market (e.g., frictional unemployment and structural unemployment).
8. 
Explain what is meant by the following, and how they affect the supply of money:


a) Open market operations;


b) Foreign exchange market operations;


c) Sterilization.


Answer

a) Open market operations: the purchase or sale of government bonds by the Bank of Canada. If the Bank of Canada buys bonds, it pays for them with money. So there is more money. It increases the money supply. If the Bank of Canada sells bonds, it receives money. So there is less money in circulation and the money supply falls.
b) Foreign exchange market operations: the purchase or sale of foreign money by the Bank of Canada on the foreign exchange market. If the BOC buys foreign currency to devalue the dollar on the foreign currency exchange, it does so with Canadian dollars. This increases the money supply. If the BOC sells foreign currency to strengthen value of dollar, it receives Canadian dollars which are taken out of circulation. This reduces the money supply. 
c) Sterilization: the process of offsetting foreign exchange market operations with open-market operations, so the effect on the money supply is cancelled out. See diagram below for example.
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9. 
a) Explain what is meant by “diminishing returns to capital”.

b) If there is a permanent increase in the rate of savings and investment, will this cause a permanent increase in the growth rate of output? Explain.

Answer

a)  “Diminishing returns to capital”: the property whereby the benefit from an extra unit of an input declines as the quantity of the input increases. In this case, the (marginal additional) benefit of an extra unit of capital declines as the quantity of capital employed increases. It explains the “catch-up effect”: a country that has a lot of income, and so a lot of capital, gains less by adding more capital than does a country that currently has little capital. See first diagram below.
b) A higher rate of saving leads to a higher growth rate temporarily, not permanently.  In the short run, increased saving leads to higher investment, and thereby a larger capital stock. The rise in the capital stock leads to rising productivity and more rapid growth.  But as growth continues, diminishing returns to capital mean growth slows down and eventually settles down to its initial rate, though this may take a long time. But while the rate of growth settles back to its initial rate, there is a permanent gain in real GDP and standard of living. See second and third diagrams below. 
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Part C: Long Answer Questions. Answer ANY ONE question. 20 marks. Use booklet.

1.
(a) Assume that Canada is a small open economy. Explain, with the aid of diagrams, how a fall in world interest rates would affect Canadian national savings, the rate of interest, investment, the real exchange rate, net capital outflows, and net exports, in the long run. 

(b) Using the same open economy model, and with the aid of diagrams, explain how the recent change in Canadian government policy (i.e., the shift from a budget surplus to a budget deficit) could be expected to affect Canadian national savings, the rate of interest, investment, net capital outflow, the real exchange rate, and net exports, in the longer term.

Answer

a. 
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When the world interest rate falls, so does the domestic rate fall (the world interest rate is the relevant rate that also applies domestically). It reduces national savings and thereby the supply of loanable funds made available by Canadians (from S1 to S2 in panel a). On the other hand, it increases the quantity of loanable funds demanded for domestic investment (from I1 to I2 in the above panel). The residual, that is, net capital outflow declines from (S1 - I1) to (S2 - I2). 

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 above).

b.

If the government changes policy and moves from a budget surplus to a budget deficit then there will be less public saving in the economy at each interest rate. It also means that national saving declines. Therefore, the supply of loanable funds curve will shift to the left (see diagram below). 
Since the relevant interest rate is the world interest rate then the demand for loanable funds for domestic investment will remain the same. With the decline in national saving and no change in domestic investment net capital outflow abroad will fall. Therefore, there is no change in the interest rate and domestic investment but there is a reduction in net capital outflow. 

The fall in NCO reduces the supply of Canadian dollars on the foreign exchange market (see diagram below). This will cause the exchange rate to rise (i.e. appreciate) and hence make Canadian goods sold abroad more expansive and imports less expensive, thus, reducing net exports. 
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2. 
What would be the effects on the Canadian economy if the Bank of Canada decreased the money supply?  Assume that Canada is a small open economy with perfect capital mobility and a flexible exchange rate. Explain how this would affect the interest rate, the demand for money, aggregate demand, the exchange rate, net exports, output, and employment, first in the short run, and then in the long run? Illustrate your answer with diagrams.  

Answer
The Short Run

A reduction in the money supply by the Bank of Canada would cause the interest rate to rise. (See diagram below - Money Market and Aggregate Demand.) MS1 would shift to the left to MS2 and the rate of interest would rise from r1 to r2. The rise in interest rate would reduce aggregate demand. AD1 would shift to the left to AD2 and output would fall from Y1 to Y2. 

The decrease in aggregate demand would reduce the demand for money. MD1 would shift left to MD2 and the interest rate would fall from r2 to r3. Since the domestic interest rate r3 is higher than the world interest rate r1/rw, Canadians and foreigners would have an incentive to invest in Canada and therefore net capital outflow would fall.

The fall in NCO would cause the real exchange rate to appreciate and net exports to fall. (See diagram below – Market for Foreign Currency Exchange).  This, in turn, would further reduce aggregate demand (from AD2 to AD3), the demand for money (from MD2 to MD3) and output (from Y2 to Y3). In the process, the interest rate would fall back to the world interest rate (r1/rw).  
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The Long Run

Alternative 1 (Either alternative 1 or 2 acceptable)

As discussed above, a reduction in the money supply will reduce aggregate demand. (See diagram below). AD1 shifts to AD3. This causes output to fall from Y1 to Y3 as previously discussed. In essence, the short run equilibrium shifts from point A to point B.  There is a fall in output and the price level (P1 to P2) and a rise in unemployment in the short run.

If there is no further monetary and fiscal policy action, the economy will gradually adjust by itself. Since prices have fallen and unemployment has risen, wage and price expectations will eventually adjust downward. As expectations for inflation fall, the short- run aggregate supply curve (AS1) will shift to the right (AS2).  A new long- run equilibrium will be re-established at point C. Output returns to the long- run natural rate of output and the price level falls further (from P2 to P3).  
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Alternative 2

Contractionary monetary policy moves economy from A to B. (See diagram below). That is the short run ….. lower output and higher unemployment. Over time, expected inflation falls, PC shifts downward. In the long run, equilibrium re- established at point C at the the natural rate 
of unemployment, but with lower inflation.  
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3. 
Assume a closed economy. Suppose the government changes the tax laws to give firms an incentive to increase investment. With the aid of diagrams:
a) Explain how this would affect Aggregate Demand.

b) Explain how this would affect Aggregate Supply.

c) Explain how this would affect the price level, and real GDP, in the short run.

d) Explain how this would affect the price level and real GDP, in the long run.

Answer
a) The increase in investment will cause aggregate demand to rise by more than the initial increase in investment because of the multiplier effect. The multiplier effect arises because increases in aggregate income stimulate further or additional spending. Therefore, the aggregate demand curve will shift to the right from AD1 to AD2. (See diagram below.) 

The rise in aggregate demand will cause an increase in the demand for money (from MD1 to MD2). As a result, the interest rate will rise, investment will fall and aggregate demand will fall. Hence, AD2 will shift left to AD3 due to the “crowding effect on investment”. Therefore, the actual increase in aggregate demand will depend on the multiplier and crowding out effects.   
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b) The increase in investment will add to the economy’s capital stock and, thereby, shift the short- run aggregate supply curve to the right. 
c) In the short run, the increase in aggregate demand shifts the AD curve to the left from AD1 to AD3. See diagram below.  Output rises from Y1 to Y3 and the price level increases from P1 to P2. The economy moves from point A to point B. Hence, the short run effect due to the change in the tax laws is to increase real GDP and the price level. 
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d)  In the long run, wage and price expectations will change. Because unemployment is low and the price level has risen, wage and price expectations will be adjusted upward. As these expectations rise, the short-run aggregate supply curve will shift upwards from AS1 to AS2. Long-run equilibrium will be re-established at point C, where output is back to the natural rate of output. However, the price level will have increased further from P2 to P3. Therefore, in the long run, real GDP will return to the natural rate of output and the price level will be higher than it had been previously.

It should also be noted that if the net effect of the change in tax laws was to lead to a permanent rise in investment, the capital stock would increase, thereby increasing productivity and the long- run natural rate of output. In essence, the long-run natural rate of output would shift to the right as a result of the increase in capital stock.
2

