Econ 203 Tutorial #7 
Date: Week 9
Coverage: Chapter 9 Financial Markets, Interest Rates, Foreign Exchanges Rates and Aggregate Demand
        

Part I: Multiple Choice Questions

1. Money Demand, when plotted against the interest rate, is downward sloping because:

A) At higher interest rates the opportunity cost of holding money is lower.

B) Banks typically want more savings when the interest rate is higher.

C) At higher interest rates the opportunity cost of holding money is higher.

D) Individuals dislike putting money in the bank.

2. 
Which of the following events does not shift the money demand curve?

A) An increase in the interest rate.

B) Citizens expect bank runs on major banks.

C) The real income of the economy increases.

D) The price level increases.

3. 
Which of the following would be most likely to cause a movement along a money demand curve?

A) a decrease in real income.

B) an increase in real income.

C) a decrease in the interest rate.

D) an increase in the cost of converting other assets into money.

4.
In the short-run macro model, an open market purchase of bonds by the central bank will

A) raise the interest rate, reduce spending, and increase output. 

B) raise the interest rate, reduce spending, and decrease output.

C) lower the interest rate, reduce spending, and decrease output.

D)    lower the interest rate, increase spending, and increase output.
5. 

An increase in Canadian real GDP will:

A) increase Canadian exports of goods and services.

B) increase US imports of Canadian goods and services.

C) lower real GDP in Canada's major trading partners.

D) reduce Canadian net exports.

6. 

Lower transport costs which result in lower prices for Chinese manufactures in the Canadian economy:

A) reduce Chinese domestic consumption of manufactured goods.

B) reduce Canadian imports of Chinese manufactures and increase Canadian net exports.

C) reduce Canadian exports of fuels and commodities to China and reduce Canadian net exports.

D) increase Canadian imports of Chinese manufactures and reduce Canadian net exports.

7.
Why does a future payment of money have to be discounted at the present?
A) People are impatient
B) Future inflation rates may be higher and thus erode the purchasing power of money
C) If money were to be paid now, we can earn interest income from it
D) All of the answers are correct
8.
Which of the following statements is (are) CORRECT?
A) The real yields of bonds are always positive
B) The coupon payment of a bond is a fixed percentage of the principle value of the bond
C) For a bond holder, a rise in bond prices increases the yields of bonds
D) All of the answers are incorrect
9.
Suppose a three-year bond with a principal amount of $4,000 and a 5% coupon rate is paid annually. If this bond is sold one year from maturity, it will sell for ____ in the bond market if three-year interest rates are 5% per year.
A) $3,725
B) $4,000
C) $4,200
D) $4,047
10.
An increase in the money demand, with money supply held constant, means that we will observe
A) A higher level of GDP
B) A rise in interest rates
C) A rise in the price of bonds
D) All of the answers are correct
11.
On average, workers prefer to be paid twice a month rather than once a month. Which of the following explain(s) this observation?
A) Discounting
B) The speculative motive for holding money
C) The transaction motive for holding money
D) All of the answers are correct
12.
The money demand in an economy is given by Md = 0.5Y – 1000i, the money supply is 200 and the economy’s real GDP (Y) is 500. What is the equilibrium interest rate?
A) 0.05
B) 0.20
C) 0.15
D) 0.10
13.
If the Bank of Canada raises interest rates, this will lead to an increase in _____ Canadian dollars in the world, and the Canadian dollar will ____.
A) Demand for; appreciate
B) Supply of; depreciate
C) Supply of; appreciate
D) Demand for; depreciate
14.
An increase in the demand for Canadian oil and gas by countries such as China and India will lead to a(n) ____ in the Canadian dollar. The value of our net exports will ____.
A) Appreciation; rise or fall
B) Depreciation; fall
C) Appreciation; rise
D) Depreciation; rise or fall

15. If China has a recession, it is likely that the Canadian dollar will ___because our commodity exports to them will _______.
A) Depreciate, drop
B) Appreciate, rise
C) Depreciate, rise
D) Appreciate, drop
Part II: Short Questions

1. In this question we analyze how the Canadian economy is described by the goods and money markets. The simplified economy is specified as follows: 

A.   Goods market, all values C, I, G and NX values are in billions of C$:

· Consumption expenditure:  C  = 110 + 0.8(Y-T)

· Investment expenditure: I  = 1,200 – 5,000i
· Government expenditure: G = 500

· Lump-sum constant taxes: T = 500

· Exports=80

· Imports=60


B.  Money market, all Md values are in billions of C$:

· Interest rate: i = 0.025 or 2.5%.

· Money demand: Md =1500 – 20,000i.

       Given the above information, solve for the following:

(i) The equilibrium Y, money supply, C and I;

(ii) Consider the following article:

Consumer confidence falls to weakest level since '82

Updated Fri. Oct. 17 2008 11:03 AM ET, The Canadian Press

OTTAWA -- Consumer confidence has fallen to the lowest level in 26 years, according to the Conference Board of Canada. 

The think-tank says its survey of 2,000 Canadians early this month showed a sharp drop in sentiment after three months of rising optimism. 

The Conference Board's national consumer confidence index fell 11.9 points to 73.9 -- the lowest level since the third quarter of 1982, when Canada was mired in recession. 

"In addition, consumers felt that they would be worse off in six months, indicating concerns that the financial crisis   would not be resolved quickly." 

Confidence fell drastically in Ontario -- plummeting 16.6 points from 84.5 in September to 67.9 in October, in the steepest monthly decrease on record for the province. 

The index, set at 100 in 2002, fell 12.5 points in British Columbia, 10.2 points in Quebec, 6.1 points on the Prairies and 4.9 points in Atlantic Canada.

Let the drop in consumer confidence to be equal to 5 points, from 110 to 105, so now C=105+0.8(Y-T). 

(a) Find the value of the goods market multiplier.

(b) Find the new Y, by either using the long calculation method or by using the multiplier.

(c) Explain intuitively how the drop in consumer confidence would affect the economy through the multiplier. Use three rounds of effects to demonstrate the multiplier effects. Let the first round be related to car purchases, the second round related to clothing, and the third round related to food.

(iii) Suppose the Bank of Canada (BOC) is trying to reverse this adverse effect on the economy. For simplicity, it is not concerned about inflation for now. The BOC can drop the bank rate in order to stimulate investment spending (I). Suppose you work for the BOC and your boss has just dropped by your office to ask you what he should do. 

You need to find the new interest rate that is required to stimulate I. The increase in I has to be sufficient to push the overall Y level back to the original Y level that you have found in (i).

Of course, in addition to the Bank of Canada, the government can also respond with appropriate policies or advice. Consider the following article:

Harper to Canadian consumers: 'Keep spending'

Updated Fri. Sep. 19 2008 4:02 PM ET

CTV.ca News Staff

Conservative Leader Stephen Harper reassured Canadian consumers amid economic turmoil in the United States that there will be no federal bailout of Canada's big banks. 

Harper, speaking at a campaign stop in Farnham, Quebec on Friday, responded to word that the U.S. government bailouts of troubled financial firms will cost taxpayers in that country hundreds of billions of dollars. 

He said the Canadian financial system is strong and its banks and insurance companies don't need any financial aid. 

While money is tighter these days, Harper said, consumers shouldn't panic and stop spending since they're the reason for the Canadian economy's strength. 

The Conservative Leader said this robust consumer spending is what has helped protect Canada from the same type of trouble currently affixing itself to the United States, and says his party's policies should be credited for encouraging this spending. 

"Some of the things we've done, in particular the tax changes we did... the lowering of the GST, the lowering of the lowest personal income tax rate, the raising of the basic personal exemption," Harper said. "These have been important in sustaining strong consumer spending in this country. That's why these were good policies. 

"Canadian consumer spending has been a rock that has sustained the economy and we anticipate that that will continue," Harper said. 

(iv)        Does the Prime Minister’s advice to the Canadian consumers make any economic sense? Relate your   answer to the goods market multiplier. Also, what is the percentage of GDP is Consumption?

It is difficult for consumers to spend when they see themselves or people they know lose their jobs. Consider the following article:

Ottawa will go $64-billion in the red, official says

STEVEN CHASE 

January 22, 2009 at 11:57 PM EST

OTTAWA — The Harper government, which only eight weeks ago still forecast surpluses for Ottawa, has now revealed it will run the deepest shortfalls Canada has seen in more than half a generation: $64-billion over the next two years.

A senior government official, speaking to reporters on the condition of anonymity, also warned that it will take as long as five years for Ottawa to return to balanced budgets.

The $64-billion in projected deficits over the next two years will add approximately 15 per cent to Canada's federal debt, which at last count stood at $457-billion.

(v)       Should the government run a deficit if the recession continues? According to Keynesian view, is running a deficit during a recession a wise move? Should it run a balanced budget? Explain.
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