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Greater educational opportunities for women could lead to faster economic growth in these developing countries because increased human
capital would increase productivity and there would be external effects from greater knowledge in the country. Second, increased educational
opportunities for young women may lower the population growth rate because such opportunities raise the opportunity cost of having a child.
See Sections: How Productivity Is Determined; Education; and Population Growth.
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Which of the following statements are consistent with a country possibly overinvesting in capital? Check all that apply.
¥ @ As the stock of capital rises, the extra output produced from an additional unit of capital falls.
v @ People would prefer to have higher consumption spending and less future growth.
v [ As the stock of capital rises, the extra output produced from an additional unit of capital rises.

v [ People would prefer to have lower consumption spending and higher future growth.

Points: m— 1/ 1

Explanation: Close Explanation ~

‘The opportunity cost of investing in capital is the loss of consumption that results from redirecting resources toward investment. Overinvestment
in capital is possible because of diminishing marginal returns: As the stock of capital rises, the extra output produced from an additional unit
of capital falls. A country can overinvest in capital if people would prefer to have higher consumption spending and less future growth. See
Section: Diminishing Returns and the Catch-Up Effect.
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Stockholders share in the profits of
a corporation, offering both higher
risk and potentially higher reward
than bonds.

Bondholders, on the other hand,
receive a fixed interest payment,
regardless of the company's
profitability.
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Y-C-G = $250

(Y=C-T)+(T-G) = $250

Private Saving+($150-$200) = $250
Private Saving+(-$50) = $250
Private Saving = $300
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For each of the following pairs, indicate which bond you would expect to pay a higher interest rate.

A bond of the Canadian government

v © A bond of an Easter European government

v © Abond that repays the principal in year 2025

A bond that repays the principal in year 2015

v © Abond from a software company you run in your garage

A bond from Coca-Cola

v © Abond issued by the federal government

A bond issued by Prince Edward Island
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Term:

Credit risk:

Tax treatment:

Long-term bonds are riskier than short-term bonds because holders of long-term bonds have to wait longer for
repayment of principal. To compensate for this risk, long-term bonds usually pay higher interest rates than short-term
bonds.

When bond buyers perceive that the probability of default s high, they demand a higher interest rate as compensation
for this risk.

When provincial and local governments issue bonds, the bond owners are not required to pay federal income tax on the.
interest income. Because of this tax advantage, bonds issued by provincial and local governments typically pay a lower

interest rate than bonds issued by corporations or the federal government.
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When the Russian government defauited on its debt to foreigners in 1998, interest rates rose on bonds issued by many other developing countries.
This happened because investors perceived a higher ¥ chance of default on similar bonds sold by other developing countries. Thus the supply of

loanable funds shifted to the _left v .
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To know which of these policies would be a more effective way to raise investment, you would need to know:

1. What the elasticity of private saving is with respect to the after-tax real interest rate, because that would determine how much
private saving would increase if you reduced taxes on saving.

2. How private saving responds to changes in the government budget deficit, because the decline in the government budget deficit
could be matched by an equal deciine in private saving, 5o national saving would not increase at all.

3. How elastic investment is with respect to the interest rate, because f investment is quite inelastic, neither policy will have much of

an impact on investment.
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Classify each of the following based on the macroeconomic definitions of saving and investment.

Saving _Investment
Ginny borrows money to build a new lab for her engineering firm. [
Lucia purchases stock in Pherk, a pharmaceutical company. [
Kenji takes out 2 mortgage for a new home in Halifax. [
Eric purchases a corporate bond issued by a car company. [
Points: mmm—1/1
Explanation: Close Explanation ~

National saving is what's left over after you subtract household consumption and government spending from the economy’s total income. At the.
household level, saving is what's left over after subtracting taxes paid and consumption from houseold income. Depositing unspent income in

a bank is an act of saving, as Is using unspent income to purchase stocks or bonds.

Investment is spending on new capital, such as machines, equipment, tools, or buildings. Also note that spending on new residences is the one

component of household expenditures that counts toward investment spending, rather than consumption, in national income accounting.
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Registered retirement savings plans (RRSPs) allow people to shelter some of their income from taxation. Suppose the maximum annual contribution to

such accounts is $5,000 per person. Now suppose there is an increase in the maximum contribution, from $5,000 to $8,000 per year.

Shift the appropriate curve on the graph to reflect this change.
This change in the tax treatment of saving causes the equilibrium interest rate in the market for loanable funds to _fall ¥ and the level of
investment spending to increase ¥ .

Points: mm—1/1
Explanation: Close Explanation ~

Saving is the source of the supply of loanable funds. Allowing households to shelter more saving from income taxes will encourage more saving
at each interest rate, causing the supply of loanable funds to shift to the right. The result is a surplus of loanable funds at the initial interest.

rate. As lenders lower their interest rates to attract borrowers, the quantity of loanable funds demanded increases. The equilibrium interest rate

falls, and the equilibrium quantity of loanable funds saved and invested rises.

An investment tax credit effectively lowers the tax bill of any firm that purchases new capital in the relevant time period. Suppose the government

repeals a previously existing investment tax credit.

Shift the appropriate curve on the graph to reflect this change.
The repeal of the previously existing tax credit causes the interest rate to_rise X and the level of saving to _rise X

Points: 0/1

Explanation: Close Explanation ~

The repeal of the previously existing investment tax credit will discourage firms from investing at every interest rate. The policy causes the
‘demand for loanable funds to shift to the left. There is a surplus of loanable funds at the initial interest rate. As lenders lower their interest rates
to attract borrowers, the quantity of loanable funds supplied decreases. The equilibrium interest rate falls, and the equilibrium quantity of

loanable funds saved and invested falls.
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Initially, the government's budget is balanced, then the government responds to the conclusion of a war by significantly reducing defence spending

without changing taxes.

This change in spending causes the government to run a budget surplus ¥, which increases v national saving.

Points: mm—1/1

Shift the appropriate curve on the graph to reflect this change.
This causes the interest rate to_fall_¥ , _increasing ¥ the level of investment spending.

Points: mm—1/1

Explanation: Close Explanation ~

The government moves from a budget balance to a budget surplus when it reduces government spending without changing taxes. This increase
in public saving causes national saving to rise. Since saving is the source of supply in the market for loanable funds, the increase in public
saving causes the supply of loanable funds to shift to the right. The result is 2 surplus of loanable funds at the initial interest rate. As lenders
lower their interest rates to attract borrowers, the quantity of loanable funds demanded increases. The equilibrium nterest rate falls, and the

equilibrium quantity of Ioanable funds saved and invested rises.

Crowding out is the reduction in the level of investment that occurs when the government borrows to finance a budget defict
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Total unemployment is the sum of frictional, structural, and cyclical unemployment. If there is no cyclical unemployment, the economy is at its
natural rate of unemployment, equal to the sum of frictional and structural unemployment. In this case, because cyclical unemployment is

0.0%, the economy is at its natural rate of unemployment.
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Unemployment benefits tend to reduce the job search efforts of the unemployed. Workers receiving unemployment insurance generally take.
longer to find new work, contributing to frictional unemployment in the interim. Extending or increasing unemployment benefits will contribute
to additional frictional unemployment. Note that unemployment insurance is not necessarily bad. Preventing some hardship associated with

unemployment may be well worth the cost of some additional frictional unemployment.

Reducing the average amount of time spent searching for a job would lower an economy's frictional unemployment and, by extension, its
natural rate of unemployment. Job search websites can connect unemployed workers to firms with job vacancies. A site that matches workers to
vacancies more effectively would reduce the amount of time that workers spend looking for jobs and allow employers to fill vacancies more

quickly. Government-run employment agencies connect unemployed workers to firms in need of additional labour. Employment bonuses given to
unemployed workers who are receiving unemployment insurance benefits would give workers an incentive to find work more quickly. This would

reduce frictional unemployment by decreasing the time the unemployed take to find work.
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If the minimum wage is $12.50, employers will attract more workers than they are willing to hire. In the absence of price controls, this causes
‘employers to lower the wage until the quantity of labour supplied is equal to the quantity they demand (this occurs at $10). That s,  surplus
puts downward pressure on wages. If a minimum wage is set above the market equilibrium wage, however, the market cannot reach

equilibrium; thus the minimum wage is considered binding.

If the minimum wage were instead set at $9.50 and employers initially paid that wage, 2 shortage of workers willing to supply labour would put
upward pressure on wages; because there is no ceiling on wages, the market would be able to reach equilibrium; therefore, a minimum wage of
$9.50 is not binding.

A binding minimum wage will contribute to a persistent surplus of labour in this market, generating structural unemployment. Structural
unemployment is unemployment that arises from a mismatch between the skills of the existing labour force and those required to perform
available jobs. One source of structural unemployment is minimum-wage legislation, which holds wages above the productivity levels of less

skilled workers, who are thus i

suited to existing jobs. In the above scenario, the quantity of labour supplied will continue to exceed the
‘quantity of labour demanded as long as the minimum wage remains above the market equilibrium wage. The resulting surplus of labour creates

a pool of unemployed workers—people who would like to work at the prevailing minimum wage, but who cannot find a job.
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Which of the following statements are true? Check all that apply.
v @ In the absence of price controls, 2 shortage puts upward pressure on wages until they rise to the equilibrium.
X ) If the minimum wage is set at $8.50, the market will not reach equilibrium.
X @ In this labour market, a minimum wage of $6.00 is binding.

v [ Binding minimum wages cause frictional unemployment.

Points: mE 0.5/ 1

Explanation: Close Explanation ~

If the minimum wage is $6.00, employers will not be able to attract enough workers. This causes them to raise the wage until the quantity of
labour supplied s equal to the quantity they demand (this occurs at $8). That is, the shortage puts upward pressure on wages and the market is

able to reach equilibrium.

1f the minimum wage is instead set at $8.50, employers will attract more workers than they are willing to hire. Because the minimum wage

prevents employers from lowering wages to the equilibrium rate, a minimum wage of $8.50 is considered binding.

A binding minimum wage will contribute to a persistent surplus of labour in this market, generating structural unemployment. Structural
unemployment is unemployment that arises from a mismatch between the skills of the existing labour force and those required to perform
available jobs. One source of structural unemployment is minimum-wage legislation, which holds wages above the productivity levels of less
skilled workers, who are thus ill-suited to existing jobs. In the above scenario, the quantity of labour supplied will continue to exceed the
‘quantity of labour demanded as long as the minimum wage remains above the market equilibrium wage. The resulting surplus of labour creates

a pool of unemployed workers—people who would like to work at the prevailing minimum wage, but who cannot find a job.
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Your Answer Correct Answer
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Points: m—1/1
Explanation: Close Explanation ~

When a union s established in the manufacturing labour market, this causes the wage to rise but demand and supply remain unaffected.
Therefore, the quantity of labour demanded falls and the quantity of labour supplied rises, causing some workers to become unemployed in the

unionized manufacturing sector. See Section: The Economics of Unions.
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It can be shown that an industry’s demand for labour will become more elastic when the demand for the industry’s product becomes more elastic.

Lets consider the implications of this fact for the Canadian automobile industry and Unifor, the union that represents Canadian autoworkers.
When the Japanese developed a strong auto industry, Canadian auto demand became more ¥ elastic as a result of increased competition. As a
result, the elasticity of demand for Canadian autoworkers increased v .

Points: m— 1/ 1
As the chapter explains, 2 union generally faces a tradeoff in deciding how much to raise wages because a larger increase is better for workers who

remain employed but also results in a greater reduction in employment. The rise in auto imports from Japan required ¥ a greater reduction

in the quantity of labour demanded.

Points: m— 1/ 1

The growth of the Japanese auto industry decreased V' the gap between the competitive wage and the wage chosen by Unifor.

Points: m— 1/ 1

Explanation: Close Explanation ~

When the Japanese developed a strong auto industry, Canadian auto demand became more elastic as a result of increased competition. With

more elastic demand for autos, the elasticity of demand for Canadian autoworkers increased.

Since the rise in auto imports made the demand for autoworkers more elastic, to maintain a higher-than-competitive wage rate requires a
greater reduction in the quantity of labour demanded. So the union had to choose between allowing the union wage to decline or facing the loss.

of many jobs.

Given the tradeoff faced by the union, the growth of the Japanese auto industry forced the union wage to move closer to the competitive wage.
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Workers need to be monitored if they earn a flat salary, but lttle monitoring is needed under a commission structure. Under a system with flat
salaries, the wage needs to exceed the equilibrium wage to encourage greater effort by workers. The wage need not exceed the equilibrium
wage under a system with commissions, since workers can choose their level of effort and get paid in proportion to their effort. The factors that
determine the type of compensation scheme include the cost of monitoring, the willingness of workers to bear risk under the commission

scheme, and the interdependence of tasks.
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With transfer payments, nothing is produced, so there is no contribution to GDP.
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The "government purchases” component of GDP does not include spending on transfer payments such as Employment Insurance. Think about the.
definition of GDP. Why are transfer payments excluded?

Because nothing is consumed.

v © Because nothing is produced.
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1f GDP included goods that are resold, it would make GDP a less informative measure of economic well-being, because it would double count
goods that were sold more than once and would count goods in GDP for several years if they were produced in one year and resold in another.
See Section: *. . . Produced . . ."
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Economists ignore the rise in people's incomes that is caused by higher prices because although incomes are higher, the prices of the goods and
services that people buy are also higher. Therefore, they will not necessarily be able to purchase more goods and services. For this reason,
economists prefer to look at real GDP instead of nominal GDP.
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1f our measure of well-being included time spent working in the home and taking leisure, it would not rise as much as GDP because the rise in

women's labour-force participation has reduced time spent working in the home and taking leisure. See Section: GDP and Economic Well-Being.
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A Canadian buys a pair of shoes manufactured in Italy. How do Canada's national income accounts treat the transaction?
Net exports and GDP bath rise.
Net exports and GOP both fall.
v © Net exports fal, while GDP is unchanged.

Net exports are unchanged, while GDP rises.
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One reason that price indexes such as the CSPI overstate inflation is that they use a fixed basket of goods. In reality, when the price of a good
increases, people tend to buy less of it. For example, during the period shown in this problem, the price of calculators rose dramatically, but if
the characteristics of all the goods were held constant, you would expect students to buy fewer calculators as a result. Therefore, a measure of
inflation that assumes that students would not reduce their consumption of calculators, even as their price rose, would overstate inflation.
However, if students cannot alter their bundle—for example, because professors require them to buy 10 textbooks, regardless of the price—then

the CSPI would be a more accurate description of the true cost of attending university.

Another reason that price indexes overstate inflation is that they assume the quality of a good doesn't change from year to year. Therefore, if
the price of something increases because of increases in quality, the price index would overstate the cost increase of that item. For example, it's
reasonable to think that part of the price increase of the energy drinks was payment for the new improved flavour, not an increase in the price.

of the same energy drinks that were sold in 2013.

Yet another reason that price indexes overstate inflation is that they don't account for the benefits of new goods. When new goods, like new
mobile devices for personal computing, are introduced, consumers can spend their money on more things. As a result, the value of each dollar
they have increases. Because the CSPI doesn't account for new goods, it underestimates what  dollar is worth when new goods are introduced

and, thus, overestimates inflation.
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The CPI assumes that consumers will purchase the same basket of goods from year o year, but in reality, if consumers substitute cheaper
‘goods for those that have risen in price, the total cost of living will rise by a smaller amount than is predicted by the CPL. The CPI therefore
overstates inflation. See Section: Problems in Measuring the Cost of Living.
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In 2008, six-month treasury bills paid a nominal interest rate of 2.5%, but prices rose 2.3% during the year. In other words, inflation reduced

the return on the treasury bill by 2.3%. Therefore, the real return on the six-month treasury bill was 0.2% (that is, 2.5% ~ 2.3%). In no other
year was the real return greater than 0.2%. In fact, in several years, the real return was negative, due in large part to policymakers' efforts to
keep nominal interest rates low in the aftermath of the global financial crisis.

Treasury bills also paid their highest nominal return in 2008. However, nominal rates and real rates don't always peak at the same time. If
inflation falls faster than the nominal interest rate does, the real interest rate willrise even though the nominal rate is falling. Conversely, if

inflation rises faster than the nominal interest rate, the real interest rate wil fall even though the nominal rate s rising.
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‘The nominal interest rate measures the change in dollar amounts, so an increase from $2,000 to $2,100 represents a nominal interest rate of

SO S2000 — 0,05, or 59%. The increase in the CPI from 200 to 204 reflects 29% Infltion; therefore, the real interest rate (equal to the

nominal interest rate minus the inflation rate) is equal to 5% — 2% = 3%. See Section: Real and Nominal Interest Rates.
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In the absence of any inflation, the price of a comic book remains at $10.00 after one year, while the value of Teresa's deposit increases to
$3,000x (1+0.05)
change in purchasing power reflects the real interest rate; therefore, you can calculate the first entry in the final row of the table in the following
way:

$3,150. With zero inflation, the purchasing power of the one-year-old deposit rises to 315 comics. The percentage

New Quantity of Comics - Original Quantity of Comics

Percentage Change in Purchasing Power = 100x SrgThal Grantitsof Eores
100x 315300
300
= 5%

The real interest rate can also be approximated by taking the nominal interest rate minus the inflation rate (5% — 0% = 5%).

When the rate of inflation is 5% per year, the price of a comic book rises to $10.00X (1+0.05) =$10.50. The value of the deposit rises by

5% over the course of the year as well. After one year; the deposit has the power to purchase 3755 semeiaoF = 300 COMICS. Ifthe

inflation rate is equal to the interest rate on the deposit, the purchasing power of the deposit does not change over time, so the real interest
rate is 0%.

At an annual rate of inflation of 8%, the price of a comic book rises to $10.00 (1+0.08) = $10.80. The value of the deposit rises by only

$3150
5%. After one year, the purchasing power of the deposit is approximately 291 comics (37530 per comhook )- AGain, the real interest rate can

either be approximated as the difference between the nominal interest rate and the rate of inflation (5% — 8% = —3%) or by calculating the

percentage change in purchasing power:

New Quantity of Comics=Original Quantity of Comics
Original Quantity of Comics

291-300

100x 22453

= -3%

Percentage Change in Purchasing Power = 100x
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Income tax brackets were not indexed until 2000. When inflation pushed up people’s nominal incomes during the 1970s, what happened to real tax

“This phenomenon was known as bracket creep.

revenue?
Real tax revenue fell

v © Real tax revenue rose

Points: m— 1/ 1

Explanation: Close Explanation ~

When bracket creep occurred, inflation increased people's nominal incomes, pushing them into higher tax brackets, so they had to pay a higher

proportion of their incomes in taxes, even though they were not getting higher real incomes. As a result, real tax revenue rose.
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a When inflation is higher than was
expected, the real interest rate is lower than
expected. For example, suppose the nominal
interest rate is 7% and people expect
inflation to be 4%, then the market has an
expected real interest rate of 3%. If inflation
turns out to be 5% the real interest rate is 7%
minus 5% equals 2%, which is less than the 3%
that was expected,

b. Because the real interest rate is lower than
was expected, the lender loses and the
borrower gains. The borrower is repaying the
loan with dollars that are worth less than was
expected. In other words, the purchasing
power of the loan the lender gets back is
lower than was expected

. Homeowners (borrowers) in the 1970s who
had fixed-rate mortgages (nominal interest
rate maintains constant) from the 1960s
benefited from the unexpected inflation,
while the banks (lenders) that made the
mortgage loans were harmed.

Suppose that a borrower and a lender agree on the nominal interest rate
to be paid on a loan. Then inflation turns out to be higher than they both
expected

A. s the real interest rate on this loan higher or lower than expected?

B. Does the lender gain or lose from this unexpectedly high inflation?
does the borrower gian or lose?

C. Inflation during the 1970's was much higher than most people had
expected when the decade bagan. How did this affect Homeowners
who obtained fixed-rate mortgages during the 1960's ? How did it affect
the banks that lent the money?








