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· Answer the following questions on the scantron sheet (Section I) and on the test paper (Section II).

· Numbers in square brackets indicate mark per question.

Section I:  Multiple Choice

[25 marks total]

· Identify the letter of the choice which best completes the statement or answers the question.

· Carefully transfer your responses to the accompanying Scantron card.

1.
If private consumption in Canada was 67 percent of GDP, investment was 16 percent, government purchases were 13 percent, exports were 8 percent, and imports were 4 percent, net exports were equal to ____ percent of GDP.

	a.
	   4

	b.
	 - 4

	c.
	   9

	d.
	-20


2.
Consider the following two statements:
	I.
	The investment demand curve for the economy is downward sloping.

	II.
	The supply of national saving schedule for the economy is upward sloping.


	a.
	I and II are both true.

	b.
	I and II are both false.

	c.
	I is true and II is false.

	d.
	I is false and II is true.


3.
Which of the following would increase the supply of national savings curve?

	a.
	an increase in disposable income

	b.
	a decrease in disposable income

	c.
	an decrease in expected future earnings

	d.
	both a) and c) would increase the supply of national savings curve.


4.
What is the open economy effect?

	a.
	If prices of the goods and services in the domestic market rise relative to those in global markets due to a higher domestic price level, consumers and businesses will buy less from foreign producers and more from domestic producers.

	b.
	People are allowed to trade with anyone, anywhere, anytime.

	c.
	It is the ability of firms to enter or leave the marketplace, easy entry and exit with low entry barriers.

	d.
	If prices of the goods and services in the domestic market rise relative to those in global markets due to a higher domestic price level, consumers and businesses will buy more from foreign producers and less from domestic producers, other things being equal.


5.
If, at a given interest rate, the quantity of savings supplied is lower than the quantity of investment demanded:

	a.
	there is a surplus of savings and real interest rates will rise.

	b.
	there is a surplus of savings and real interest rates will fall.

	c.
	there is a shortage of savings and real interest rates will rise.

	d.
	there is a shortage of savings and real interest rates will fall.




6. What would be the impact on aggregate demand (AD) if exports fell and imports rose?

	a.
	AD would increase.

	b.
	AD would decrease.

	c.
	AD could either increase or decrease.

	d.
	AD would be unaffected.


7.
The long-run aggregate supply relationship refers to:

	a.
	a time period long enough for the prices of both outputs and inputs to adjust to changes in the economy.

	b.
	any time period of more than a year.

	c.
	a time period in which input prices can change, but output prices have not had time to adjust.

	d.
	a time period in which output prices can change but input prices have not had time to adjust.


8.
If a serious one-time natural disaster such as an earthquake struck, the result on the short-
run and long-run aggregate supply curves would be:

	a.
	to shift both the SRAS and the LRAS left.

	b.
	to shift SRAS left, but leave LRAS unchanged.

	c.
	to shift LRAS left, but leave SRAS unchanged.

	d.
	to leave both SRAS and LRAS unchanged.


9.
The LRAS will shift left when both _____ and _____ occur.

	a.
	an increase in the capital stock; a decrease in the natural resources that are available for production

	b.
	an advance in technology; a decrease in the amount of labour available for production

	c.
	an advance in technology; an increase in the capital stock

	d.
	a decrease in the capital stock; a decrease in the amount of labour available for production


   10. Inflation that occurs due to an increase in aggregate demand is called:

	a.
	inflationary-push.

	b.
	demand-pull.

	c.
	cost push.

	d.
	None of the above is true.




11. Starting from long-run equilibrium, what will an increase in aggregate demand cause?

	a.
	a recessionary gap in the short run

	b.
	a recessionary gap in the short run and the long run

	c.
	an inflationary gap in the short run and the long run

	d.
	an inflationary gap in the short run


12. When there is a contractionary gap in the economy, what is happening to real output in relation to the natural level of output?

	a.
	Real output may exceed or may be less than the natural level of output.

	b.
	Real output is less than the natural level of output.

	c.
	Real output is equal to the natural level of output.

	d.
	Real output exceeds the natural level of output.


13. The government's fiscal policy is its plan to regulate aggregate demand by manipulating:

	a.
	the money supply.

	b.
	taxation and spending.

	c.
	the treasury.

	d.
	the energy department.


14. When taxes are increased, disposable income ____, and hence consumption ____.

	a.
	increases; increases

	b.
	increases; decreases

	c.
	decreases; increases

	d.
	decreases; decreases


15. To achieve a $50 billion increase in AD, if the MPC is 0.8, what increase in government purchases would be called for?

	a.
	$62.5 billion

	b.
	$50 billion

	c.
	$40 billion

	d.
	$10 billion


16.
If MPC = 0.75, a $40 billion decrease in government purchases would have what size effect on the "first round" of induced consumption?

	a.
	$30 billion

	b.
	$40 billion

	c.
	$120 billion

	d.
	$160 billion


17. What effect would an increase in taxes combined with a decrease in government purchases have on AD?

a. It would increase AD.

b. It would leave AD unchanged.

c. It would decrease AD.
d. It would have an indeterminate effect on AD.
18.  If $10 billion of spending by the government results in a $30 billion increase in aggregate demand, what is the multiplier?



a.
0.33


b.
1



c.
4



d.
3
19. What will be the impact on AD and the budget surplus if there is initially a federal budget surplus and government purchases rise while taxes fall?



a.
AD decreases and the budget surplus increases.



b.
AD increases and the budget surplus decreases.


c.
AD decreases and the budget surplus decreases.



d.
AD increases and the budget surplus increases.
20. How does the government finance budget deficits?

	a.
	The Bank of Canada creates new money.

	b.
	It issues debt to financial institutions, and private investors.

	c.
	It is primarily financed by foreign investors.

	d.
	It does nothing to finance budget deficits.


21. Demand deposits at VanCity Credit Union:

	a.
	are included in the M1 definition of the money supply.

	b.
	are included in the M2 definition of the money supply.

	c.
	are included in the M2+ definition of the money supply.

	d.
	are included in the M3 definition of the money supply.


22. Liquidity is defined as:

	a.
	the cash value of fiat money.

	b.
	the ease with which an asset can be converted into cash.

	c.
	the speed at which money is spent.

	d.
	the value of fiat money when used to buy a good or a service.


23. If the desired reserve ratio is 15 percent and a customer makes a new cash deposit of $50,000, how much new excess reserves are created?

	a.
	$7,500

	b.
	$50,000

	c.
	$42,500

	d.
	$67,500


24. Which of the following backs our money supply?

	a.
	faith in the government's ability to provide a medium of exchange

	b.
	the words "This note is legal tender"

	c.
	precious metals because their value is constant over time

	d.
	the U.S. dollar


25. What does fractional reserve banking take its name from?

	a.
	the fact that banks reserve only a fraction of their activity for lending

	b.
	the fact that banks lend only a fraction of their total reserves to customers

	c.
	the fact that banks hold only a fraction of their reserves at the bank itself

	d.
	the fact that banks keep only a fraction of total deposits on reserve


Section II:  Short Answer
[15 marks total]

· Answer the following questions on the test paper provided.

· Numbers in square brackets indicate mark per question.

Question 1:  [5 marks]
Use the Aggregate Demand / Aggregate Supply model to answer the following questions:

a.
Draw the aggregate demand (AD), short-run aggregate supply (SRAS), and long-run aggregate supply (LRAS) curves to illustrate an economy in long-run equilibrium.  [1]
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b.
Using the diagram from part ‘a’, illustrate and explain the short-run effect of increase in consumer confidence, other things being equal.  What happens to the price level, and the level of real output? (Hint: decide if we have demand-pull or cost –push inflation) [2]

Increase in consumer confidence will increase consumption and therefore Aggr. Demand (AD).
We have and expansionary gap, the price level will increase and real output will increase too. This is demand-pull inflation
c.
Using the diagram from part ‘a’, illustrate and explain the long-run effect of this same increase in consumer confidence, other things being equal.  What happens to the price level, and level of real output?  [2]

With expansionary gap in b), we have inflation. Input prices (as labor) will increase making business less profitable. SRAS will shift to the left reaching a new long term equilibrium at higer price level and real output will return to natural level.

Question 2:  [5 marks]
Use the Aggregate Demand / Aggregate Supply model to answer the following questions:

a.
Draw the aggregate demand (AD), short-run aggregate supply (SRAS), and long-run aggregate supply (LRAS) curves to illustrate an economy experiencing a contractionary gap.  [2]
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See textbook
b.
Carefully describe the appropriate fiscal policy from the government in this case.  How would this policy result in the government resolving the gap detailed in part ‘a’?  [2]
Contractionary gap will require expansionary fiscal policy. Government will increase spending and/or reduce taxes. As a consequence G and/or C will increase which will increase AD (That will shift to the right)
c.
Suppose the government currently has a surplus budget, what would happen as a result of the fiscal policy detailed in part ‘b’?  [1]

Expansionary fiscal policy means higher expenses and/or lower revenue. This will reduce the surplus
Question 3: [5 marks]
A bank's assets consist of $1 000 000 in total reserves, $2 100 000 in loans, and a building worth $1 200 000. Its liabilities and capital consist of $3 000 000 in demand deposits and $1 300 000 in capital.

a)  If this bank had a desired reserve ratio of 20 percent, how much could it loan out? [2]
A bank can loan out its excess reserves. First thing, we calculate required reserves (based on total deposits): 
Required Reserves=20%*3,000,000=600,000

Excess Reserves = 1 000 000-600 000=400 000 new loans
b)  If the desired reserve ratio of all banks in the system is 20 percent, what would the size of the money multiplier be? [2]
Money Multiplier=1/Desired Reserve Ratio=1/20%=5
c) If the desired reserve ratio of all banks in the system is 20 percent, how much money could the excess reserves of this bank create in the banking system as a result? [1]
Total Money Creation=400,000*5=2,000,000
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