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Part I: Multiple Choice Questions (Total=30 marks).

1.  	Suppose production and prices of pizzas and calzones in 2000 and 2010 are as follows:
Year 		Quantity of pizzas 		Price of pizzas 	Quantity of calzones 	Price of calzones
2000 		60 				$12 			80 				$16
2010 		100 				$18 			120 				$22
Assume that 2000 is the base year. What are the values of real GDP for 2000 and 2010, respectively?
A) $2,000; $3,120.
B) $2,000; $4,440.
	C) $2,520; $3,600.
	D) $2,520; $3,920.
E) None of the answers is correct. 

2. 	If Canadian’s GNP is higher than its GDP, then: 
A) Income from Canadian investments abroad is less than the income paid to foreigners for their investments in Canada.
B) Income from Canadian investments abroad is more than the income paid to foreigners for their investments in Canada.
C) Income from Canadian investments abroad is equal to the income paid to foreigners for their investments in Canada.
D) Canada’s net exports must be positive.
E) Canada’s net exports must be negative.

3. 	Which of the following is/are CORRECT?
A) The higher the value of capital consumption allowance (CCA), or depreciation, the lower the value of GDP.
B) Because government subsidies are income to firms, higher subsidies mean higher GDPs.
C) Nominal GDP growth rates are always positive, but real GDP growth rates can be positive or negative.
D) It is possible to observe a rise in the unemployment rate and a positive real GDP growth rate for a given year.
E) All of the answers are correct.

4. 	If increasing retirements by 'baby-boomers' reduce the annual growth rate of the labour force from 3 percent to 2 percent while employment continues to grow by 2.5 percent, then:
A) The unemployment rate will remain unchanged.
B) The unemployment rate will decrease by about 0.5%.
C) The unemployment rate will decrease by about 4.5%.
 	D) The unemployment rate will increase by about 0.5%.
	E) The unemployment rate will increase by about 4.5%.

5. 	Given the shape of the potential output curve, Yp, we can conclude that: 
	A) Net export is equal to zero.
		B) There is an inflationary gap if the price level rises.
	C) The unemployment rate associated with Yp is equal to zero. 
	D) Both monetary and fiscal policies can only affect the price level in the long run.
	E) None of the answers is correct.

6. 	Assume that the economy is currently in a recession phase. The self-adjustment mechanisms will lead to:
A) A leftward shift of the AS curve and a rightward shift of the AD curve until the recessionary gap is removed.
B) A rightward shift of the AS curve and downward movements on the given AD curve until the recessionary gap is removed.
C) A rightward shift of the AS curve and upward movements on the given AD curve until the recessionary gap is removed.
D) No shift in the AS curve and a rightward shift of the AD curve until the recessionary gap is removed.
E) The potential output level will decrease to close the recessionary gap.	



7. 	If consumption is $60,000 when income is $40,000, and consumption increases to $80,000 when income increases to $80,000, the marginal propensity to save (MPS) is:
	A) 0.
	B) 0.5.
	C) -0.5.
	D) -0.25.
	E) None of the answers is correct.

8.  	If a country wants to push down its debt-to-GDP ratio by cutting government expenditure and raising taxes, which of the following conditions will help this country in achieving its goal?
A) If the marginal propensity to consume (MPC) is very high.
B) If the marginal propensity to import (MPM) is very low.
C) If money demand is very sensitive to income changes.
D) If this country has a fixed exchange rate system rather than a flexible exchange rate system.
E) None of the answers is correct.

9.		An equilibrium income in an open economy with government occurs when:
	A) Balance of payments = 0.
	B) Private saving equals investment (Sp=I).	
	C) Government expenditure equals tax revenue (T=G).
	D) Export revenue equals import expenditure (NX=0).
	E) All of the answers are correct.

10. 		When the money supply is measured in Canada, the measures include:
		A) All notes and coin not held by the banks, plus all bank deposits.
 		B) All bank deposits issued to customers who deposited notes and coin.
		C) All notes and coins held by the banks and the public, plus all bank deposits.
 		D) Only the notes and coin held by the public.
	E) Only the deposits held by banks.

11. 	If changing money market conditions result in an interest rate higher than the equilibrium rate, then: 
A) Portfolio managers will sell bonds and thus reduce the money balances in their portfolios.
	B) Portfolio managers will sell bonds and thus increase the money balances in their portfolios.
C) Portfolio managers will buy bonds and thus reduce the money balances in their portfolios.
 	D) Portfolio managers will neither buy nor sell bonds sell bonds and will keep the same mix of money balances and bonds in their portfolios.
	E) None of the answers is correct.

12. 		If the banks' desired reserve ratio (rr) is 2.5% and the public's currency ratio (cr) is 7.5%, an increase in monetary base (MB) of $1,000 will result in: 
 		A) A decrease in deposits of $1,000 and an increase of $750 in the public's cash holdings.
			B) A decrease in deposits of $10,000 and an increase of $7,500 in the public's cash holdings.
			C) An increase in deposits of $1,000 and an increase of $75 in the public's cash holdings.
		D) An increase in deposits of $10,000 and an increase of $750 in the public's cash holdings.
			E) None of the answers is correct.

13. 	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. 
	A) Conduct an SRA; increase the monetary base; push down
	B) Conduct an SRA; decrease the monetary base; push up
	C) Conduct an SPRA; increase the monetary base; push down
	D) Conduct an SPRA; decrease the monetary base; push up
	E) None of the answers is correct.

14. 		If capital stock increases at the same rate as labour supply, then according to the concept of ____, per capita output will ____.
		A) Diminishing marginal product; fall
		B) Diminishing marginal product; stay constant
C) Diminishing marginal product; grow at the rate of the labour supply increase
D) Constant returns to scale; grow at the rate of the capital stock increase
E) Constant returns to scale; stay constant.

15.	Suppose in the Tokyo market, one U.S. dollar can buy 85 Japanese Yen, or US$1 = 85¥. In the Singapore market, the conversion rate is US$1 = 2.5 Singaporean dollars. In the New York market, the conversion rate is Singaporean dollar $1 = 30¥. For simplicity, there is no transaction cost for currency trading. After all arbitrage activities have taken place, how much Singaporean $1 can buy in terms of Japanese Yen?	
A) ¥23.
	B) ¥25.
	C) ¥27.
	D) ¥31.
	E) ¥34.




Part II: Conceptual Questions (Previously True-False questions) (Total=30 marks).

For questions 16-18, refer to Concept #1: Economic fluctuations and Monetary Policy Responses

16. 	In July 2014, numerous Eastern Canadian provinces were hit by storm Arthur. Arthur caused massive destruction, including severe flood and widespread power outage. Suppose such damages are so severe that the entire Canadian economy is affected. Such an effect can be reflected by a ________ shift in our _______ curve, and our price level will ________.
	A) Rightward; AD; fall
	B) Leftward; AD; rise
	C) Rightward; AS; fall
	D) Leftward; AS; rise
	E) None of the answers is correct.

17. 	Continue with the previous question: What policy or policies should the Bank of Canada (BOC) adopt in order to minimize the fluctuations in the Canadian economy? 
	A) Buy bonds in the open market.
	B) Decrease the target overnight interest rate.
	C) Cut income tax rates.
	D) Encourage higher reserve ratios.
	E) Both A and B correct.

18. 	Continue with the previous question: If the BOC does what you have answered in the previous question to bring the economy back to potential GDP, the Canadian price level will ___ and there will be ______ gap.
	A) Fall; a recessionary
	B) Rise; an inflationary
	C) Fall; no output 
D) Rise; no output
	E) None of the answers is correct.





For questions 19-21, refer to Concept #2: Leakages and Trade Imbalances

19. 	Which of the following describes NX in an open economy with government? Note that Sp=private savings, I=investment expenditure, T=tax revenue and G=government expenditure.
	A) NX = (Sp-T) + (I-G).
	B) NX = (Sp-I) + (T-G).
	C) NX = (Sp-G) + (I-T).
	D) NX = (Sp+I) – (T+G).
E) None of the answers is correct.

20. 	Continue with the previous question: The U.S. has been running substantial trade deficits in 2010-2013. In order to narrow such deficits, the U.S. government should:
A) Cut taxes and cut private savings.
B) Cut taxes and raise private savings.
C) Raise taxes and cut government expenditure.
D) Raise investment expenditure and cut taxes.
E) Raise investment expenditure and government expenditure.

21. 	Continue with the previous question: In this time period, the U.S.’ capital account was likely to be _____, implying that there were net capital ____ the U.S. Their balance of payments were ____.
	A) Negative; inflow into; equal to zero
	B) Negative; outflow from; negative
	C) Negative; outflow from; equal to zero
	D) Positive; inflow into; equal to zero
	E) Positive; outflow from; positive



For questions 22-24, refer to Concept #3: The Canadian Economy

22. 	Gross domestic product can be defined as Y=C+I+G+EX-IM. In Canada, which of these five components accounts for the largest percentage of total GDP?
A) C.
B) I.
C) G.
D) EX.
E) IM.

23. 	In recent years, the Bank of Canada targets our annual inflation rate to be around _______.
	A) 0%
B) 2%
C) 5%
D) 8%
E) 12%

24. 	In recent years, Canada’s natural rate of unemployment is estimated to be around ______.
A) 2%
B) 5%
C) 7%
D) 10%
E) 12%

For questions 25-27, refer to Concept #4: GDP Measurement, Fluctuations and Long Run Growth

25. 	The Y=AE model assumes that the prices of goods and services are ____ and that input prices (such as wages) are ____. As a result, it is a model represented by a _____ curve.
	A) Fixed; fixed; horizontal AD
		B) Fixed; fixed; horizontal AS
C) Flexible; fixed; vertical AD
	D) Flexible; fixed; vertical AS
E) Fixed; flexible; horizontal AD

26. 	The lower the MPS, the ____ is the AE curve, and for a given change in autonomous expenditure, the _____ is the fluctuation in the short run GDP.
	A) Flatter; smaller
	B) Flatter; larger
	C) Steeper; smaller
	D) Steeper; larger
	E) The fluctuation in short run GDP is not related to the size of the MPS.

27. 	In the long run, the lower the MPS, the ____ is the growth rate in potential Yp because ____ is affected.
	A) Lower; capital accumulation
	B) Higher; capital accumulation
	C) Lower; labour supply
	D) Higher; labour supply
	E) The growth rate in potential Yp is not related to the size of the MPS.



For questions 28-30, refer to Concept #5: Interest Rate Parity

28. 	According to interest rate parity, if the interest rate offered by a home asset is iH=15%, the interest rate offered by a foreign asset is iF=13% and the current spot exchange rate is et=1.5 (from home’s perspective, that is, the price of a unit of the foreign currency is H$1.5), what is the expected future nominal exchange rate et+1?
	A) 1.34.
	B) 1.45.
	C) 1.53.
	D) 1.62.
	E) 1.78.

29. 	Continue with the previous question: The value of the home currency is expected to ______ in the future.
A) Depreciate by 2%
B) Appreciate by 2%
C) Depreciate by 25%
D) Appreciate by 25%
E) Appreciate by 40%

30. 	Suppose a home investor wants to buy the foreign asset but he does not like exchange rate risks. As a result, he signs an agreement with his commercial bank at time t to guarantee a future exchange rate at t+1. The agreement states that he can convert F$ into H$ at the rate you have found in #28. For simplicity, such a contract involves no transaction costs. What is/are CORRECT about such a contract?
A) It protects the home investor from losses only in the event that the F$ unexpectedly depreciates at time t+1.
B) It protects the home investor from losses only in the event that the F$ unexpectedly appreciates at time t+1.
C) It guarantees that the foreign asset will offer a higher total rate of return than the home asset.
D) Both A and C are correct.
E) Both B and C correct.


Part III: Analytical Questions (Total=50 marks).

For questions 31-35, refer to the following (Taylor Rule):

The Taylor rule states that a central bank can monitor inflation and GDP by following the equation 
i = i0 + (π - π*) + (Y - Yp). To start, suppose π* = 2%, π = π*, Y = Yp and i0 = 9%.

31.	The initial value of i is ____.
	A) 8%
	B) 9%
	C) 10%
	D) 11%
	E) 12%

32.	Now suppose a drop in investment confidence leads to (Y – Yp) = -5%. According to the Taylor rule, and putting aside inflation rates for now, the central bank should set a new i of ____. If π = π* - 1.5Δi, the new inflation rate will be equal to ____.
	A) 4%; 9.5%
	B) 5%; 10%
	C) 6%; 10.5%
	D) 7%; 11%
	E) 8%; 11.5%

33.	Suppose the central bank knew that π would change. To balance between its inflation and GDP targets, what interest rate should the central bank set, knowing that π = π* - 1.5Δi? [Hint: Solve the new i as an unknown.] 
A) 4%.
B) 5%.
C) 6%.
D) 7%.
E) None of the answers is correct.

34.	Compare your answers from #31 and #33: We can predict a(n) ___ in the Canadian dollar. Our money supply is likely to ____.
	A) Appreciation; decrease
	B) Appreciation; increase
	C) Appreciation; remain constant
	D) Depreciation; decrease
	E) Depreciation; increase

35.	Compare your answers from #31 and #33: Given the change in the interest rate, it is likely that our output gap (Y-Yp) will _____ and our balance of payments will be _____.
	A) Narrow; equal to zero
	B) Narrow; positive
	C) Narrow; negative
	D) Widen; equal to zero
E) Widen; positive




For questions 36 to 40, refer to the following (Fiscal Policies):

A simplified economy is specified as below:

Goods market, all values of C, I, G and NX are in billions of C$:
	Consumption expenditure:
	C = 80 + 0.7(Y-T)
	(Net) Tax rate t:
	  0.1

	Investment expenditure:
	I = 350
	Exports:
	50

	Government expenditure:
	G = 120
	Imports:
	0.13Y



36. 	What is the equilibrium Y?
	A) 1,000.
	B) 1,100.
C) 1,200.
D) 1,300.
	E) None of the answers is correct.

37. 	The goods market multiplier is equal to ___ and the budget balance (BB) is equal to _____.
	A) 1.25; 120 
	B) 1.4286; 80
	C) 2; 0
	D) 4.1667; 0
	E) None of the answers is correct.

38. 	Oil prices have been rising recently. Higher crude oil prices translate to higher costs for gasoline, plastic and many products. Suppose the higher oil prices translate to our investment spending dropping from 350 to 150 due to a weaker investment confidence. What is the new Y, and what is the value of the new BB?
	A) 800; -40
	B) 900; -40
	C) 850; -75
	D) 950; -75
	E) None of the answers is correct.

39. 	Suppose the government wants to push the economy back to the Y level you have found in #36, but with I=150. What is the new value of government expenditure required, and what is the new value for BB?
	A) 320; -80
	B) 320; -200
	C) 420; -325
	D) 420; -380
	E) None of the answers is correct.

40. 	Continue with #39: Suppose the government does not want the BB to change and it asks its central bank to conduct monetary policies instead. To maximize the effectiveness of monetary policies, the central bank should _____ the monetary base, encourage a ____ reserve ratio, and adopt a ____ exchange rate.
	A) Increase; lower; flexible
	B) Increase; lower; fixed
C) Decrease; higher; flexible
	D) Decrease; higher; fixed
	E) Decrease; lower; flexible





For questions 41 to 45, refer to the following (Real Exchange Rates and PPP):

Suppose that in 2003, the price levels in the United States and Canada were 100. By 2007, the price level in the United States has increased to 170, while the price level in Canada has risen to 230. Suppose the nominal exchange rate between the two countries in 2003 was US$1 = C$1.5.

41. 	What was the 2003 real exchange rate, from Canada’s perspective?
A) 0.67.
B) 1.25.
C) 1.50.
D) 1.72.
E) None of the answers is correct.

42. 	What must be the new nominal exchange rate in 2007 if the real exchange rate had remained constant at the 2003 level (from Canada’s perspective)?
A) 0.95.
B) 1.55.
C) 1.62.
D) 1.78.
E) 2.03.

43. 	Suppose Canada had a fixed exchange rate system against the U.S. dollar. The initial nominal exchange rate in 2003 was fixed. Canada would have experienced a real exchange rate ____ because its real exchange rate would be equal to ____.
	A) Appreciation; 1.11
	B) Appreciation; 1.22
	C) Appreciation; 1.33
	D) Depreciation; 1.11
	E) Depreciation; 1.22

44. 	Continue with the previous question: Because the Canadian dollar is ________, Canada is likely to be experiencing _____.
A) Undervalued; an inflationary gap.
B) Undervalued; a recessionary gap.
C) Overvalued; an inflationary gap.
D) Overvalued; a recessarionary gap.
E) Correctly valued; full employment.

45. 	Continue with the previous question: If the Canadian federal government wants to close the output gap, what should it do?
A) Run a budget deficit.
B) Cut interest rates.
C) Encourage more crowding-out effects.
D) Encourage more private savings.
E) All of the answers are correct.




For questions 46 to 47, refer to the following (Labour Market):

Consider the following data collected from a country:

	Total population
	697

	Population under 15 years of age
	105

	Not in the labour force
	220

	Unemployed
	93

	Part-time workers looking for full-time jobs
	29



46. 	What is the size of the labour force?
	A) 270.
	B) 380.
	C) 420.
	D) 530.
E) None of the answers is correct.

47. 	What is the unemployment rate?
	A) 13.3%.
	B) 15%.
C) 17.5%.
	D) 25%.
	E) 32.8%.

For questions 48 to 50, refer to the following (GDP):

An economy has two industries. One produces services and the other produces goods. The service industry produces services for households and businesses with a total market value of $16,000. The goods industry produces goods for households and businesses with a total market value of $12,000. The service industry spends $1,600 on computers and papers supplied by the goods industry. The goods industry spends $1,400 to buy financial and advertising services from the service industry. 

48. 	What is the final value of the service industry? 
	A) $1,400.
	B) $1,600.
C) $4,000.
	D) $14,400.
	E) None of the answers is correct.

49. 	What is the final value of the goods industry?
	A) $1,400.
	B) $1,600.
C) $4,000.
	D) $14,400.
	E) None of the answers is correct.

50. 	What is the value of consumer price index for this economy? 
	A) 100 and constant. 
B) 100 and it is increasing over time.
C) 100 and it is decreasing over time.
D) Higher than 100 and it is constant.
E) None of the answers is correct.


For questions 51 to 53, refer to the following (Purchasing Power Parity):

51. 	Suppose the nominal exchange rate is 120 Japanese Yen per U.S. dollar. Further, suppose the price of a bushel of American corn is US$11 per bushel and the price of a bushel of Japanese corn is ¥1,100. Define all exchange rates from Japan’s perspective. What is the real exchange rate between the U.S. and Japan in terms of corn?
	A) 0.85.
	B) 1.05.
	C) 1.20.
	D) 10.91.
	E) 100.

52. 	To exploit the profit opportunity with arbitrage, we should spend US$11 to buy ____ corn, and make a profit of ______ bushel(s) of corn.
	A) Japanese; 0.15
B) Japanese; 0.2
	C) U.S.; 0.05
	D) U.S.; 9.91
	E) None of the answers is correct.

53. 	As arbitrage activities continue, we expect the _______ corn price level to rise and the nominal exchange rate to ________.
	A) U.S.; rise
	B) U.S.; fall
	C) Japanese; rise
	D) Japanese; fall
	E) Japanese; stay constant


For questions 54 to 55, refer to the following (Money Demand):
Assume that the following data characterize a hypothetical economy: money supply = $150 billion; quantity of money demanded for transactions = $105 billion; quantity of money demanded as an asset = $25 billion at 9 percent interest, increasing by $10 billion for each 2-percentage point fall in the interest rate.

54. 	What is the equilibrium interest rate?
	A) 4%.
	B) 5%.
	C) 6%.
	D) 7%.
	E) 8%.

55. 	At the equilibrium interest rate, what is the quantity of money demanded as an asset?
	A) $30 billion.
	B) $35 billion.
C) $40 billion.
D) $45 billion.
E) $50 billion.


Part IV: Answer the following question. ANSWER ALL PARTS (Total = 40 marks).
In 2008, the liquidity crunch in the U.S. and EU banking systems had driven the world into a global recession. The liquidity crisis refers to the commercial banks lending massive amounts of money to their customers who subsequently were unable to repay their loans. We want to explore how the liquidity crunch affects Canada. Assume that Y=Yp in 2008. 

	Article 1: Canadian economic accounts, first quarter of 2014
http://www.statcan.gc.ca/daily-quotidien/140530/dq140530a-eng.htm?HPA, May 30, 2014

Statistics Canada announced that businesses added to their unplanned inventories by $16.4 billion in the first quarter of 2014, down from $16.8 billion in the fourth quarter of 2013. Retail trade inventory accumulation was lower in the first quarter. Accumulation of farm inventories, at $1.2 billion, was lower than in the previous quarter, primarily as a result of slower inventory accumulation of grains.



(i) Article 1: Based on the fact that unplanned inventory accumulation has fallen in the first quarter of 2014, is this a sign that the Canadian economy is weakening or strengthening? Explain in detail (4 marks).
Ans: With unplanned inventory diminishing, it implies that the firms are selling more than they had expected. They have a smaller amount of goods stocked. This means they are very likely to order more goods, and hence their suppliers (other firms) will increase production. We have Y<AE. It appears that our demand for goods and services is strengthening, which is a positive sign for our economy.


	Article 2:  U.S. Economy Shrank in First Quarter by Most in Five Years
Bloomberg, June 25, 2014 

The U.S. economy contracted in the first quarter of 2014 by the most since the depths of the last recession as consumer spending cooled. Gross domestic product fell at a 2.9 percent annualized rate, more than forecast and it is the worst reading since 2009.



(ii) Article 2: 
(a) 	Use the Y=AE and AD/AS/LAS diagrams to demonstrate how this would affect the Canadian economy. Also explain in words which component of our GDP is most likely to be affected (4 marks).
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Ans: The US is our main trade partner. If the US GDP falls, their demand for our exports will also fall. This means our AE shifts downward. On impact, we have a recessionary gap without any changes in the general price level. However, as price levels begin to react to a weaker AD, our price level will fall. We operate under a recessionary gap.


(b)	Continue with part (a): Suppose the Canadian money demand (Md) depends on interest rates and GDP only. If Canada has a fixed exchange rate system, explain how the Bank of Canada (BOC) can defend the fixed rate. Use the foreign exchange market diagram to support your explanation. For simplicity, other than the U.S. GDP drop, no other U.S. economic variable has changed (4 marks).
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	Ans: As our GDP falls, we have less income and so we spend less. Our money demand will fall. With a lower money demand, the price of money, which is the interest rate, will also fall. With ic<ius, this will increase our demand US$ to buy US assets. Demand for US$ shifts up, causing depreciation pressure on the C$. The BOC has to supply the amount of US$ demanded in order to keep the same fixed exchange rate.

(c) 	Continue with part (a): Suppose the Canadian money demand (Md) depends on interest rates and GDP only. If Canada has a flexible exchange rate system, explain how the value of the Canadian dollar will be affected. Use the foreign exchange market diagram to support your explanation. For simplicity, other than the U.S. GDP drop, no other U.S. economic variable has changed (4 marks).
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Ans: As our GDP falls, we have less income and so we spend less. Our money demand will fall. With a lower money demand, the price of money, which is the interest rate, will also fall. With ic<ius, this will increase our demand US$ to buy US assets. Demand for US$ shifts up, causing a depreciation in the C$. 

(d)	Contrast these two exchange rate systems from parts (b) and (c): Which exchange rate system is more effective in helping the Canadian economy to operate at our long run potential level? Explain in words and demonstrate by using the AD/AS/LAS diagrams below (8 marks).
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	Ans: Under fixed exchange rate, the value of our C$ will remain constant, prolonging our recessionary gap. Under a flexible exchange rate, our C$ will depreciate and become cheaper for Americans to buy. Our cheaper C$ will induce Americans to buy more of our exports, in spite of their recession. Our recessionary gap is more likely to close and return to full employment faster than under a fixed exchange rate regime.
	
Article 3: Loonie drops on weak Canada jobs data
Marketwatch, July 11, 2014

The loonie came under pressure Friday following a weaker-than-expected Canadian jobs report. In June 2014, Canada lost 9,000 jobs, falling far short of the expected 20,000 increase. The country’s unemployment rate rose to 7.1% from 7%. The loonie was trading at 93.16 cents late Friday (or C$1.0734=US$1), compared with 93.88 cents late Thursday (or C$1.065=US$1).


(iii) Article 3: 
(a) 	In reality, Canada has a flexible exchange rate system. Suppose the federal government wants to improve the job market, what should it do? Explain the two types of crowding-out (in) effects of such fiscal policies (4 marks).
Ans: The government can increase government spending and/or cut taxes. When the government increases spending, this will increase AE and Y, which means our money demand will also rise. As we become richer, we spend more ad require more money. The price of money, which is the interest rate, will rise. This will lead to 
- lower private investment expenditure because the cost of investment, interest rate, is higher.
- lower net export because our C$ will appreciate with a higher interest rate. The stronger C$ will increase our imports and decrease our exports.

(b)	Continue with part (a): If the BOC wants to eliminate such crowding-in (out) effects, what should it do? Use the money demand/money supply diagram (Ms is vertical) to illustrate and explain in words (2 marks).
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	Ans: Because the upward shift in the money demand causes a rise in the interest rate, the BOC can increase money supply in order to keep the interest rate constant. This increase in money supply can prevent crowding-out effects. Monetary and fiscal policies need to coordinate in order to maximize their effects on GDP.

(c) 	Continue with part (b): Define SPRA and SRA. Which tool is the BOC more likely to use (2 marks)?
Ans: SRA = sale and repurchase agreements, drains cash from banks; SPRA= special purchase and resale agreement, injects cash into banks; Likely to conduct SPRA; overnight interest rates likely to fall.

(d)	Continue with part (b): Write down the equation for the money multiplier and explain how the effectiveness of the BOC’s corrective actions depends on the money multiplier (2 marks).
Ans: Money multiplier = (1+cr)/(rr+cr), BOC cannot directly control how much cash the public hold as a percentage of their deposits (cr=currency ratio), and neither can it directly control how much reserves commercial banks hold as a percentage of their deposits (rr=reserve ratio). If the money multiplier is high, and a small change in the monetary base is needed to increase money supply to push interest rates down.









	Article 4: Canada should boost its apprenticeships for young workers, U.S. expert says
The Canadian Press, April 20, 2014 

A respected American labour specialist, Robert Lerman, says governments, educators and employers should work together to boost the number of apprenticeships for young Canadians in a collaborative approach that would yield "significant payoffs." The Canadian Council of Chief Executives says it commissioned Lerman's study "as part of a multi-year effort to improve the quality of education and skills training in Canada while enhancing young people's ability to succeed in the 21st century job market."


(iv)   Article 4: 
(a) 	Write down the equation %ΔYp (not per-capita) and explain which component this article is referring to (2 marks).
	Ans: %ΔYp = %ΔA + %ΔN + %ΔK → This article is referring to %ΔA, the quality of education and skill training.

(b) 	Explain the concept of diminishing returns and whether it is a problem in this case (2 marks).
	Ans: This concept refers to the fact that when everything else held constant, increases in the supply of one input, such as labour, will lead to smaller and smaller subsequent increase in Y. The returns from adding more and more labour will diminish. This diminishing effect can be somewhat or fully offset by having more productive workers. Hence, diminishing returns is not a significant problem if our workers become more productive because A will also rise.

(c)	Use the AD/AS/LAS diagram to show how this news would affect our long run inflation rate. If the Bank of Canada were to keep our current targeted inflation rate, what should it do? Explain (2 marks).
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[bookmark: _GoBack]Ans: The higher A will shift AS to the right in the short run. Since the improvement in skills is permanent, eventually the LAS will also shift to the right. Without any shifts in AD, the price level will be lower due to higher output. If the BOC wants to maintain the same price level or the same inflation rate, it has to cut interest rate, induce more AD. 




























The End… Have a Great Summer!
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