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Section B – Free response:

Short questions:

A1. What is a production function? Write an equation for a typical production function, and explain what each of the terms represents. 

A production function relates the quantity of inputs used in production to the quantity of outputs produced. A typical production function could be written as Y = A F(L, K, H, N), where Y denotes the quantity of output, A is a variable that reflects the available production technology., L is quantity of labor, K is the quantity of physical capital, H is the quantity of human capital, N the quantity of natural resources. 


A2. A puzzle: The share of GDP devoted to investment was similar for Canada and South Korea over the period1960–1990. However, South Korea had a 7 percent growth rate of average annual income, while Canada had only a 2.5 percent growth rate. How can this be explained? (4 MARKS).

This can be explained in the sense that there is a concept of diminishing returns on capital. A country with a lot of income and capital might gain less as a result of adding more capital compared to a country that has little capital right now. It then becomes easier to see how a poorer country can increase its output considerably without much capital. 

A3. What are the basic differences between bonds and stocks? 

A bond is a certificate of indebtedness used for debt security that includes specific obligations of the borrower to the holder of the bond. Stock, on the other hand, represents a share of ownership in a firm with the right to claim on the profits the firm makes. Stocks can be sold and that is called equity finance while the sale of bonds is called debt finance. Also, the owners of shares of stock in a company share the profits the company makes while the owners of bonds receive a fixed rate of interest. 


A4. Which of the two bonds in each example would you expect to pay the higher interest rate? Explain why.

a. a Canadian government bond or a Brazilian government bond

The Canadian government bonds because there is a lot of confidence in the fact that the Canadian government is able to honor its debt commitment.

b. a government of Canada bond or a municipal bond of the same face value and term

Government of Canada bond as Municipal are exempt from both federal and state taxes.  

c. a 6-month Treasury bill or a 20-year bond

20-year bond, as treasury bills are sold at a discount from the face value with interest paid for the months left; while a 20-year bond, you’ll continue to pay interest for 20 years. 

d. a Canadian National Railway Company bond or a bond issued by a new record company
 
New record company, as it is new and wants to secure its money.

Long Questions:
 
Chapter 5, Question 5 

a) Calculating nominal GDP:
2008: ($1 per qt. of milk  100 qts. milk) + ($2 per qt. of honey  50 qts. honey) = $200
2009: ($1 per qt. of milk  200 qts. milk) + ($2 per qt. of honey  100 qts. honey) = $400
	2010: ($2 per qt. of milk  200 qts. milk) + ($4 per qt. of honey  100 qts. honey) = $800
Calculating real GDP (base year 2008):
2008: ($1 per qt. of milk  100 qts. milk) + ($2 per qt. of honey  50 qts. honey) = $200
2009: ($1 per qt. of milk  200 qts. milk) + ($2 per qt. of honey  100 qts. honey) = $400
2010: ($1 per qt. of milk  200 qts. milk) + ($2 per qt. of honey  100 qts. honey) = $400
Calculating the GDP deflator:
2008: ($200/$200)  100 = 100
2009: ($400/$400)  100 = 100
2010: ($800/$400)  100 = 200

 b) Calculating the percentage change in nominal GDP:
Percentage change in nominal GDP in 2009 = [($400 − $200)/$200]  100 = 100%.
Percentage change in nominal GDP in 2010 = [($800 − $400)/$400]  100 = 100%.
	Calculating the percentage change in real GDP:
Percentage change in real GDP in 2009 = [($400 − $200)/$200]  100 = 100%.
Percentage change in real GDP in 2010 = [($400 − $400)/$400]  100 = 0%.

	Calculating the percentage change in GDP deflator:
Percentage change in the GDP deflator in 2009 = [(100 − 100)/100]  100 = 0%.
Percentage change in the GDP deflator in 2010 = [(200 − 100)/100]  100 = 100%.
Prices did not change from 2008 to 2009. Thus, the percentage change in the GDP deflator is zero. Likewise, output levels did not change from 2009 to 2010. This means that the percentage change in real GDP is zero.
c) Economic well being rose more in 2008 compared to 2009, since real GDP rose in 2009 however, did not in 2010. In 2009, real GDP rose but prices did not. In 2010, real GDP did not rise but prices did.


Chapter 8, Question 10
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Supposing the government borrowed $20 billion, this reduces the supply of loanable funds at the each interest rate by $20 billion. Therefore, the supply of loanable funds shift to the left and due to this shift, the equilibrium rate increases. 

b) Due to an increased interest rate, investment and national saving decline while private saving increases. This is as a result of an increase in government borrowing resulting in a reduction in public saving. Total loanable funds decline by less than $20 billion while public saving declines by $20 billion and private saving rises by less than $20 billion. 

National Saving = public saving + private saving
National saving = Investment 
National saving moves from L1 to L2, therefore it falls less than $20 billion. 
Due to the government borrowing the $20 billion, public saving falls by that amount and therefore, private savings increase by less than $20 billion since they are equal to the difference between public savings and national savings. 

c) The more elastic the supply of loanable funds, the more the supply curve would be flat. Therefore, the interest rate would rise by less and therefore, the national saving would fall by less. 

d) The more elastic the demand for loanable funds, the more the supply curve would be flat. Therefore, the interest rate would rise by less and therefore, the national saving would fall by more. 

e) Supposing that households believe that greater government borrowing today implies higher taxes to pay off the government debt in the future, then more people would start saving more so they can afford to pay higher taxes that could be imposed in the future. Therefore, private saving will increase and so will the supply of loanable funds. Thus, this will then offset the reduction in public saving therefore, eventually reducing the amount by which the equilibrium quantity of investment and national saving decline, therefore reducing the amount in which the interest rate rises. 



Chapter 6, Question 4



Chapter 6, Question 7 


