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Part I: Multiple Choice Questions. Write all answers on the computer sheet with a PENCIL (Total=25 marks).

1. In the economy of Rosemont, everyone is above the age of 15. In Rosemont, 40 people have jobs, 10 people are not working but are searching for work, and 100 people do not work or seek work. The unemployment rate is _ and working age population is __. 
A) 15 percent & 140.
B) 14 percent & 150.
C) 25 percent & 140.
D) 30 percent & 150.
E) None of the above.

2. Which of the following is (are) CORRECT?
A) Unanticipated deflation benefits borrowers.
B) Consumer Price Index tends to exaggerate the true rise in the cost of living.
C) The natural rate of unemployment can be equal to zero.
D) GDP is always higher than GNP.
E) Both A and B are correct.

3. A firm produces consumer goods and adds some to inventory in the third quarter. In the fourth quarter the firm sells the goods at a retail outlet that leaves its inventory diminished. As a result of these actions, what component(s) of GDP change in the fourth quarter?
A) Only investment and it decreases.
B) Only consumption and it increases.
C) Investment increases and consumption decreases.
D) Investment decreases and consumption increases.
E) Investment remains unchanged and consumption increases.

4. In terms of aggregate supply, the difference between the long run and the short run is that in the short run:
A) Real GDP is fixed.
B) Inflation is fixed.
C) Technological level is fixed.
D) Real interest rate is fixed.
E) All of the above are correct.	

5. The speed at which an economy adjusts to eliminate an income gap depends on:
A) The size of the lump-sum tax.
B) The price of bonds.
C) Whether the structural budget balance (SBB) is in deficit or surplus. 
D) The flexibility of wage rates in the economy.
E) Both B and C are correct.

6. Which of the following statements is (are) CORRECT?
A) If Y<AE, inventory will fall to bring Y=AE again.
B) If income falls and savings also fall, then the MPS is negative.
C) A positive capital account means that the economy is a net lender in the international financial market.
D) The higher the price level, the higher the potential GDP.
E) All of the answers are correct.	

7. For a given fluctuation in autonomous expenditure, economies with higher lump-sum income tax will experience:
A) No business cycle fluctuations in real GDP.
B) Smaller business cycle fluctuations in real GDP.
C) Smaller business cycle fluctuations in real GDP only if the government is running a structural budget deficit.
D) Larger business cycle fluctuations in real GDP.
E) Some business cycle fluctuations in real GDP but the fluctuations are independent of the lump-sum tax.

8. If the government's fiscal policy objective is to pay down the outstanding public debt, the government must:
A) Cut interest rates.
B) Sell new bonds in the open market.
C) Have a primary budget surplus that is larger than its interest payments on the public debt.
D) Have a structural budget surplus equal to the outstanding public debt.
E) All of the answers are correct.
9. Greece has recently introduced austerity plans into its economy in an effort to reign in its public debts by cutting government expenditure on education, health care and the hiring of public servants. Which of the following observation(s) will lessen the negative impact of these spending cuts on the Greece’s GDP? 
A) Their marginal propensity to import is very low.
B) Their income tax system is a lump sum or constant tax system.
C) Their crowding-in or crowding-out effect is very strong.
D) Their marginal propensity to consume is very high.
E) Both B and C are correct.

10.       Which of the following is (are) CORRECT?
A) The marginal propensity to import has a positive effect on the goods market multiplier.
B) The unemployment rate does not capture the effects of discouraged worker leaving the labour force.
C) The central bank can fully control the size of the money market multiplier.
D) For a given nominal interest rate, the real interest rate is lower when there is a high inflation rate.
E) Both B and C are correct.

11.       If an economy is heading towards a recession and if the authorities want to minimize the drop in real GDP, they should
A) Decrease taxes and decrease money supply.
B) Decrease taxes and increase money supply.
C) Increase government expenditure and decrease money supply.
D) Decrease government expenditure and increase money supply.
E) None of the answers is correct.

12. 	Suppose consumption (C) is $40,000 when income is $45,000, and the marginal propensity to save (MPS) is 0.20.  An increase in income causes C to rise to $46,000. What is the new income?
A) $52,500
B) $58,000
C) $64,500
D) $68,500
E) None of the answers is correct.

13. If the reserve ratio of all commercial banks is 0.15 and the currency drain ratio of the public is 0.25, then an open market sale of bonds by the central bank of $10 million will result in
A) $25 million decrease in money supply and a rise in interest rates.
B) $25 million increase in money supply and a fall in interest rates.
C) $31.25 million decrease in money supply and a rise in interest rates.
D) $31.25 million increase in money supply and a fall in interest rates.
E) None of the answers is correct.

14. Which one of the following statements about the demand for money is (are) CORRECT?
A) As the price level falls, the amount of money that individuals hold increases.
B) As the level of national income falls, the amount of money balances that individuals hold increases.
C) As the interest rate falls, the amount of money balances that individuals hold increases.
D) If the money demand is very sensitive to interest rate changes, the money demand curve is very steep.
E) Both C and D are correct.

15. Which of the following statements is (are) CORRECT with regard to the target overnight rates set by the Bank of Canada?
A) The operating band is always plus and minus one-quarter of one percentage point from the target overnight rate.
B) The lowest possible target overnight interest rate is zero.
C) Higher overnight rates are used in the recent past to counter the effects of the recent financial crisis.
D) Banks respond to a fall in the overnight rate by raising their prime lending rate. 
E) Both B and C are correct.

16. The consensus among economists is that monetary policy 
A) Affects potential GDP in the short run but not in the long run.
B) Affects the price level in the short run but not in the long run.
C) Affects the price level in both the short run and long run.
D) Affects the goods market multiplier in both the short run and long run.
E) Both C and D are correct.

17. 
In the short run, the outcome of higher energy prices and lowering interest rates is that
A) Output will always increase. 
B) Output may increase or decrease or remain the same.
C) The price level will always decrease.
D) The price level may increase, decrease or remain the same.
E) Both B and C are correct.

18. Suppose the Canadian federal government increases spending to create jobs due to an upcoming election. If the Bank of Canada wants to prevent crowding-out effects, it should
A) Increase the monetary base.
B) Be ready to use SRA more frequently.
C) Sell bonds in open market operations.
D) Cut indirect tax rates.
E) All of the answers are correct.

19. As the US economy recovers from a recession, it is likely that the Canadian dollar will ______ because our exports to them will _______. In response, the Bank of Canada should ____ the target overnight interest rate if it wants to minimize fluctuations in the Canadian dollar.
Depreciate; decrease; decrease.
Depreciate; decrease; increase.
Appreciate; decrease; decrease.
Appreciate; increase; decrease.
Appreciate; increase; increase.

20. Given that Canada has a flexible exchange rate system, an increase in Canadian real GDP will:
A) Increase the current account component in the Canadian balance of payments.
B) Increase the capital account component in the Canadian balance of payments.
C) Increase the official reserve transactions component in the Canadian balance of payments.
D) Increase the Canadian balance of payments surplus.
E) All of the answers are correct.

21. In the midst of global uncertainty, international financial traders tend to flock to American assets, which are perceived to be relatively safe because the US is the largest economy in the world. This is likely to cause a (an) ______ in the Canadian dollar and our current account is likely to _____.
A) Appreciation; fall
B) Appreciation; rise
C) Depreciation; fall
D) Depreciation; rise
E) Depreciation; remain constant

22. Under a fixed exchange rate, if the supply of foreign currency exceeds demand at the official rate, then:
The central bank buys foreign exchange with domestic currency.
The central bank announces a new inflation target.
The central bank raises its target overnight interest rate.
The central bank sells foreign exchange for domestic currency.
Both C and D are correct.

23. The US has been running sizeable trade deficits (NX<0) for the years 1998-2008. Which of the following is (are) the reason(s) for such rising trade deficits?
Its low private savings rates.
Its tax increase on high-income earners.
Its low private investment expenditure I due to low investment confidence.
Its fiscal spending cuts on environmental protection programs.
Both C and D are correct.

24. If capital stock increases at the same rate as labour, then according to the concept of ____, per capita output will ____.
Diminishing marginal product; stay constant
Diminishing marginal product; grow at the rate of the capital stock increase
Diminishing marginal product; grow at the rate of the labour supply increase
Constant returns to scale; stay constant
Constant returns to scale; grow at the rate of the capital stock increase
25. Consider an economy with a production function Y = A*N2/3*K1/3, where Y is real GDP, A is technology, N is labour supply and K is capital supply. Assume that growth rate of Y is 6%. If both K and N grow at 3%, the growth of total factor productivity will be:
A) 1%.
B) 2%.
C) 3%.
D) 4%.
E) None of the answers is correct.

Part II: Answer FIVE of the following seven questions in the allotted space. If more than five questions are answered, only the first five will be marked. State whether each statement is true or false and explain. Use graphs to support your answers when applicable. No marks will be awarded to simply stating “true” or “false” without explanation (Total=25 marks).

1. Okun’s law explains why both fiscal and monetary policies can affect potential GDP in the long run.
Ans: False → Okun’s law explains how output gap is related to the deviation of the actual unemployment rate from the natural unemployment rate. It says output gap and unemployment rate gap is negatively correlated at the ratio of 0.5. Specifically, Actual U – Un = -0.5 [%∆Y - %∆Yp]. 

2. Inflation rates derived from GDP deflators are more accurate and representative of the entire economy than the inflation rates derived from consumer price index (CPI).
Ans: True → To calculate GDP deflator, we first choose a set of prices from a base year and then use this set of prices to calculate the real GDP values of different years. Quantities are allowed to change across the years, and all goods and services are included. The GDP deflator is defined as the nominal GDP value divided by the real GDP value from the same time period. Hence, it is a more complete measure of how prices of all goods and services have changed over time. CPI, on the other hand, chooses a set of consumer products and fixes these baskets of goods and services. The CPI tracks how much these same baskets cost over different time periods. As a result, the CPI only focuses on consumer goods and it also does not allow for consumers to change their consumption habits or quantities. 

3. If the US consumer price index is 120 and the Canadian consumer price index is 150, the Purchasing Power Parity theory predicts that the current nominal exchange rate of e=0.8 (from Canada’s perspective, that is, C$0.8 buys US$1) will have to rise to a new equilibrium value due to arbitrage.
Ans: True → e will rise to 1.25 because ePus = Pc. If e=0.8, Canadians will ↑ demand for US products because each piece of US product costs Canadians only 0.8*US$120 = C$96, which a similar product in Canada costs C$150. This increase in demand for US$ will drive the value of US$ up, or the C$ will depreciate. It will cost more to buy the US$, and e rises from 0.8 to 1.25 eventually.

4. The concept of constant returns to scale dictates that for populous countries, such as China and India, if their capital stocks were held constant, their long run GDP per capita will rise as their populations expand.
Ans: False → CRS says that if per capita GDP were to stay constant, population and capital stocks have to grow at the same rate. If capital stocks were constant and the population grows, per capita GDP will fall.

5. Contractionary fiscal policies are less detrimental to the economy if we have a lump-sum tax system.
Ans: False → The multiplier under a lump-sum tax system is not affected by the tax rate, and hence it is larger than the multiplier under a tax system where tax is a portion of income. In other words, 1/(1-MPC) > 1/[1-MPC(1-t)]. For any given ↓ in G, the ↓ in GDP is captured by 1/(1-MPC) will be larger than the ↓ in GDP under 1/[1-MPC(1-t)]. Intuitively, if G↓ and GDP↓, a percentage tax rate system will save the consumers some taxes. They pay less, hence consumption will not fall much. In contrast, if consumers have to pay a fixed amount of tax regardless of GDP, this will cut into consumption more.

6. An increase in the world demand for Alberta’s oil exports will push the Canadian dollar to appreciate, which would then decrease the exports of manufactured products from Quebec. If the Bank of Canada wants to cool down Alberta’s economy and help Quebec’s economy, cutting its target overnight interest rate will achieve both of these goals.
Ans: False → If the BOC ↓ i, the C$ depreciates, which will fuel the Alberta economy but help Quebec’s exports. If the BOC ↑ i, the C$ appreciates, which will cool down Alberta’s economy but hurt Quebec’s exports.  

7. Suppose the European Central Bank recently purchased €600 billion worth of EU short-term bonds in the open market. This will lead to a rise in the money market multiplier, a rise in money supply and a fall in bond prices. 
Ans: False → This will pump more cash into the banking system, thereby raising the monetary base, not the money market multiplier. This will lead to a rise in money supply, fall in interest rates, and a rise in bond prices.

Part III: Answer FOUR of the following five questions. If more than four questions were answered, only the first four will be marked (Total=60 marks). Leave all answers to two decimal places, if applicable.

Question #1: Inflation and GDP Measurements (15 marks)
I.    CPI:
According to Statistics Canada, Quebec students have been paying, on average, $1,700 per year for university tuition fees between the years 1994 and 2007. Suppose the CPI in 1994 was 85.7, and the CPI in 2007 was 111.5.

(i) What is the equivalent cost of a year’s tuition in 1994 measured in 2007 prices? (2 marks)
Ans: $1700*111.5/85.7 = $2211.79.




(ii) What is the equivalent cost of a year’s tuition in 2007 measured in 1994 prices? (2 marks)
Ans: $1700*85.7/111.5 = $1306.64.




(iii) Explain whether the real tuition fees have increased or decreased between 1994 and 2007 (2 marks). 
Ans: Decreased, because if $1306.64 were adjusted for inflation, it would have become $2211.79 in 2007.
OR, if $1700 were adjusted for inflation, it would have become $2211.79 in 1994.




II. Consider the following table:
	Item
	Amount (billions of $)
	Item
	Amount (billions of $)

	Government purchases of goods and services
	100
	Consumption expenditure
	250

	Wages paid to labor
	250
	Interest income
	20

	Personal Savings
	35
	Import payments
	75

	Indirect taxes
	50
	Depreciation
	25

	Income taxes
	80
	Net Investment expenditure
	45

	Profits
	40
	Farmers’ Income
	50

	Export earnings
	100
	Income of non-farm unincorporated business
	40

	Subsidies
	???
	Miscellaneous investment income
	20



(i) Use the aggregate expenditure approach to find the value of GDP (3 marks). 
Ans: Y=C+I+G+NX = 250+(25+45)+100+(100-75) = $445.




(ii) Given the GDP value you have found in part (ii), use the income approach to find the value of subsidies (3 marks). 
Ans: Y = $445 = (250+50+40+20+25+50+40+20 - subsidies), so subsidies = $50.




(iii) Discuss why we should focus on examining growth in real GDP rather than nominal GDP (3 marks).
Ans: Real GDP measures growth in production by holding changes in price levels or inflation rates constant. Nominal GDP allows for changes in production and price levels or inflation rates to affect its value. Hence, a higher real GDP growth rate will reflect more production, whereas a higher nominal GDP growth rate may reflect higher production, higher inflation, or both.

Question #2: AD/AS/LAS Model  (15 marks)
The full employment output Yp for some economy is $60 billion. Aggregate demand and aggregate supply are given by
Aggregate demand: AD = 160– P
Aggregate supply: AS = P – 40
where P is the price level.

(i) Calculate the equilibrium price level and real GDP. Is the economy in the long run equilibrium? Explain (3 marks)
Ans: The equilibrium price level: 100.  The equilibrium level of real GDP: $60 billion. Yes, the economy is in the long run because this Y is equal to the full employment output.



(ii) Suppose the US demands fewer of our products. This results in shifting the AD downward in the amount of $40 billion at every price level. Find the price level and real GDP in the new short run equilibrium (2 marks).
Ans: In the new short run equilibrium, the price level is 80. The real GDP is $40 billion. 




(iii) In the absence of policy interventions, describe why and how the AS would adjust in order to bring the economy back to its long run level and eliminate the output gap (2 marks). 
Ans: Since the short run GDP is lower than Yp, we have a recessionary gap. High unemployment will drive wages down, and AS will shift to the right, or increase production.




(iv) Find the price level and real GDP in the new long run equilibrium (4 marks).
Ans: In the new long run equilibrium, the real GDP is $60 billion, which is again the full employment real GDP. Substituting this GDP=$60 into our AD=120-P, we find that the price level is 60.






(v) How much has the short run AS curve shifted? What is its new equation (1 mark)?
Ans: Since Y=60, P=60, the intercept is zero, or AS=P.



(vi) Graphically illustrate your results from (i) to (v) (3 marks).
[image: ]



Question #3: Taylor Rule   (15 marks)
The Taylor rule states that a central bank can monitor inflation and GDP by following the equation given by 
i = i0 + (π - π*) + (Y - Yp). In reality, the Bank of Canada does seem to follow this rule, and sets a targeted inflation rate π*. For this question, suppose π* = 2%. Suppose the current inflation π = π*, Y = Yp and i0 = 8%.

(i) Find the value of i (1 mark).
	Ans: i = i0 + (π - π*) + (Y - Yp)=  8% 



(ii) Now suppose a drop in investment confidence leads to Y - Yp = -4%. Let us put aside inflation rates for now. According to Taylor rule, what interest rate should the Bank of Canada now set? (1 mark)
	Ans: i = i0 + (π - π*) + (Y – Yp)= 8% + (-4%) = 4%.


(iii) Suppose π = π* - 1.5Δi. Find the new π (1 mark). 
	Ans: The new is π = π* – Δi = π* – 1.5(i – i0 ) = 2% – 1.5(4% – 8%) = 8%


(iv) Suppose the Bank knew that the new π would be higher. In order to balance between inflation and GDP targets, it has to set a new interest rate weighting both of these effects. Now find the new i that the Bank should set knowing that π = π* - 1.5Δi. [Hint: Solve the new i as an unknown and do not use the value found in part (ii).] (2 marks)
	Ans: inew = 8% + (π* - 1.5Δi - π*) + (-4%), so inew = 4% + (-1.5Δi).
However, Δi = inew - iold, where iold = 8%.
Substituting, inew = 4% + [-1.5(inew - 8%)], or inew = 4% - 1.5inew + 12%.
Therefore inew = 16% - 1.5inew, 2.5inew = 16%, so inew = 6.4%.

(v) Find the corresponding inflation rate (2 marks). 
	Ans: Δi = inew - iold = 6.4% - 8% = -1.6%.
Therefore, the new π = 2% - 1.5(-1.6%) = 4.4%.

(vi) Compare your answers from parts (i) and (iv): Discuss how the change in the interest rate will affect this country’s capital account and current account if it currently operates under a flexible exchange rate system. For simplicity, ignore the Interest Rate Parity condition, i.e., people do not form expectations on future exchange rates (3 marks).
	Ans:
Lower interest rate         Net Capital outflow increases            Decrease in Capital account.
Net Capital outflow increases        Lower value of currency          increases net export       Current account rises

(vii) Compare your answers from parts (i) and (iv): Write down the Interest Rate Parity equation and use it to explain whether we would expect an appreciation or a depreciation in the Canadian dollar in the future (3 marks).
Ans: Return on Domestic Assets = Return of Foreign Assets = Foreign i + expected change in er
Assuming foreign i has not changed, expected change in er has to be negative; i.e. we expect an appreciation in the C$ in the future.

(viii) Are your predictions on the value of the Canadian dollar consistent between parts (vi) and (vii)? Explain (2 marks).
	Ans: Yes, they are consistent with each other. In part (vi) the C$ is depreciating at present, before expectations about the future has formed. In part (vii), people are forming expectation that C$ will appreciate in future compared to its current value. This expectation is natural as Canadian interest rates are expected to rise back again in future (due to currently falling asset demand & future possible inflationary pressure); this, combined with increased export would make speculators to form the expectation.  


Question #4: Contrasting Fiscal and Monetary Policies in the AE Model  (15 marks)
In this question we analyze the Canadian economy. The simplified economy is specified as follows: 
A.   Goods market, all values are in billions of C$:		B.  Money market, all Md values are in billions of C$:	
- Consumption expenditure:  C  = 140 + 0.8(Y-T)	      - Interest rate: i = 0.1 or 10%.
- Investment expenditure: I  = 1,200 – 570i		      - Money demand: Md =730 – 1,800i.
- Government expenditure: G = 270
- Lump-sum constant taxes: T = 270
- Exports=70
- Imports=10

(i) Find the equilibrium Y (2 marks).
Ans: Y=6985





(ii) Now suppose there is an impending federal election, and the government promises to use fiscal policies to stimulate the economy. Let G rise to 380. Solve for the new equilibrium Y (2 marks).
Ans: Y=7535





(iii) Demonstrate how the increase in G affects the economy through the multiplier. Use two rounds of effects to demonstrate the multiplier effects. Let the first round be related to health care spending and the second round related to clothing (4 marks).
Ans: Round 1 → G ↑ spending on health care by 1, so the production of health care services Y rises by 1.
Round 2 → As Y ↑ by 1, the income of people rises by 1. Consumers ↑ their spending by 0.8 on clothing. 

(iv) Now consider monetary policies only. Suppose the BOC wants to drop the i to 0.05 or 5%, with G still at 270. Solve for the new equilibrium Y (2 marks).
Ans: Y=7127.5





(v) Now suppose Md =730 – 1,800i +0.1Y. Without any further calculations, consider the following:
(a) If G were to increase from 270 to 380 now, would you expect the rise in Y to be larger or smaller than the rise in Y you have found before when Md =730 – 1,800i? Explain (3 marks).
Ans: Smaller, because as G rises and Y rises, money demand also rises. This would lead to a higher interest rate. The higher interest rate will decrease investment expenditure.


(b) What do we call this effect? Explain how the Bank of Canada can prevent this effect from taking place (2 marks).
Ans: Crowding-out, and the BOC can cut interest rates and keep investment expenditure from falling.

Question #5: Real Exchange Rate and Purchasing Power Parity  (15 marks)
Suppose that in 2002, the price levels in United States and Australia were 100. By 2006, the price level in United States has increased to 240, while the price level in Australia has risen to 220. Suppose the exchange rate between two countries was $1USD = $1.3AUD in 2002. Define all exchange rates from Australia’s perspective.

(i) Find the real exchange rate in 2002, from the perspective of Australia (2 marks).
Ans: E=1.3


(ii) Suppose Australia had a fixed nominal exchange rate system against the US dollar. The initial nominal exchange rate in 2002 was fixed. Find the 2006 real exchange rate for Australia. Has the Australian dollar experienced a real appreciation or depreciation by 2006? Explain (2 marks).
Ans: E=1.42, real depreciation.






(iii) Calculate the new nominal exchange rate of the Australian dollar if it were to maintain its constant real exchange rate in part (i). Use your numerical answer to explain whether the Australian dollar was overvalued or undervalued in 2006 (3 marks).
Ans: e=1.19, undervalued.




(iv) Based on your answer in part (iii), what actions must the Bank of Australia have taken in order to maintain the fixed nominal exchange rate between 2002 and 2006? Explain in words and demonstrate graphically using a demand-supply diagram for the US$ (4 marks). Also explain how such actions have affected Australia’s US$ reserves (1 mark). 
Ans: Since the Australian dollar was undervalued, Americans will increase demand for A$ by selling more US$. This will cause pressure for the A$ to appreciate. The BOA had to buy in the additional US$ supplied to keep the quantity of US$ in the international markets constant in order to keep the exchange rate fixed. The BOA would have accumulated more US$ reserves, tucked away somewhere. 
     e	US$	S0

			 S1			

1.3






			US$
	
(v) Suppose Australia has abandoned its fixed exchange rate in 2006 and the Australian dollar is allowed to fluctuate. According to the Purchasing Power Parity, what is the new nominal exchange rate once the Australian dollar has been allowed to fluctuate in 2006? Contrast your numerical answer here with your numerical answer in (iii) and explain why they may differ (3 marks).
Ans: e=0.92

Part IV: Answer the following question. ANSWER ALL PARTS (Total = 40 marks).
Since 2008, a handful of European countries have been under the pressure of being unable to meet the payments on their maturing public debt. These countries include Portugal, Ireland, Italy, Greece and Spain, and are referred to as the PIIGS countries in the media. This debt crisis has placed the survival of the Euro in doubt, and countries from around the world have been worried as to what could happen should the PIIGS have to abandon the Euro as their common currency. 
In this multiple-part question, we want to explore what has been happening in Canada and the world since then. Assume that Y=Yp in 2008, immediately before this debt crisis. Notice that Yp is the horizontal intercept of the LAS curve.

	Article 1: Greek austerity and reform measures
Reuters, by Harry Papachristou, Feb 19, 2012 7:31am EST

Greece's cabinet approved late on Saturday 325 million euros ($428 million) of extra austerity measures (contractionary fiscal policies) needed to complete a 3.3 billion euro package of cuts - the price demanded from Athens for a new EU/IMF bailout. In June, the government in charge will have to specify additional austerity measures worth €10 billion for 2013-2015.


(i) Article 1: We have learned in macroeconomics that if the economy falls into a recession, the government should use expansionary fiscal policies to limit the extent of the recession. However, in the case of Greece, the EU and IMF require Greece to introduce austerity measures (contractionary fiscal policies) instead.
(a) Write down the equation for structural budget balance (SBB) for Greece and explain whether SBB was likely to be positive or negative in the years before 2008 (2 marks). 
Ans: SBB = tYp-G, likely SBB <0, which suggest t too low and G too high. Hence, contractionary policies were required by the EU and IMF of Greece.


(b) Since the recession in 2008, which measurement will show a larger (absolute) value, SBB or budget balance (BB)? Write the equation and explain (2 marks).
Ans: BB = tY-G, with Y<Yp, and same t and G for both BB and SBB, we can conclude that BB>SBB in absolute value.


(c) The EU/IMF must have weighed two possible outcomes: 
Outcome 1: If Greece goes bankrupt and abandons the Euro, it will affect consumer /investment confidence.
Outcome 2: If Greece wants to avoid bankruptcy, it has to implement austerity measures.
Use the Y=AE diagrams to illustrate and explain how outcomes 1 and 2 would affect Greece (2 marks).
Ans: Both outcomes could be identical or very similar, resulting in a ↓ in Y for Greece.


AE	Outcome 1				AE		Outcome 2	
		450 line							450 line
			AE0							         AE0	

		C&I↓							   G↓&t↑
	




			Y							Y

(d) Which outcome, 1 or 2, will create a bigger chaos for non-Greece countries? Explain (2 marks).
[bookmark: _GoBack]Ans: Outcome 1 → because controlling habitual government overspending in Greece may actually increase the consumer and investment confidence of non-Greece countries. These countries may view the austherity measures as necessary pains to control the chronic overspending of Greece, and hence it is less likely Greece will drag down the value of the Euro and other Euro-zone countries with it.


	Article 2:  Coeure Triggers Bets ECB Will Restart Bond Purchases for Spain
Bloomberg, by Mark Deen and Jana Randow - Apr 11, 2012 9:06 AM ET

European Central Bank (ECB) Executive Board member Benoit Coeure triggered speculation that the bank will revive its bond-purchase program as Spain’s debt crisis threatens to boil over again. Spanish “market conditions are not justified,” Coeure, who heads the ECB’s market operations division, said at an event in Paris today. “Will the ECB intervene? We have an instrument, the securities markets program, which hasn’t been used recently but it still exists.”

Recently, the total rate of return (or yield) on Spanish 10-year bonds climbed to a four-month high of 7.25%. A similar German bond offers a yield of around 3%.


(ii) Article 2: Besides Greece, Spain has also been under debt pressure.
(a) If the ECB does revive its bond-purchase program, how would it affect Spain’s borrowing cost and EU’s money supply? Explain which component of the money supply has been affected, and use the Md=Ms diagram to demonstrate your results (3 marks). 
Ans: ECB injects more money into the banking system by buying Spanish bonds. This will increase the monetary base, and money supply will be affected via the money market multiplier. The interest rates will be kept low, hence keep Spain’s borrowing costs low.
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(b) It appears that in order for the Spanish bonds to have buyers, the Spanish government has to offer a bonus, or risk premium, over German bonds. Use the Interest Rate Parity condition to reflect this situation (3 marks).
Ans: IRP says iSpain = iGermany + expected rate of change in e + risk premium. In this case, since both countries adopt the Euro, expected rate of change in e = 0. Hence, since iSpain>iGermany, then it must be the increase in perceived risks associated with Spanish bonds that are driving up iSpain.

(c) If the ECB does buy bonds, explain whether the Euro will appreciate or depreciate against the US$ (2 marks).
Ans: The increase in the supply of Euros will drive down the value of the Euro relative to the US$, so the Euro is likely to depreciate against the US$.


	Article 3: Eurozone bank lending slows despite ECB's €1 trillion cheap loans
The Telegraph, by Angela Monaghan, 9PM BST 30 Apr 2012

An ECB report showed loans to companies and consumers rose at an annual rate of 0.6% in March, compared with 0.8% in February. It was the first data to show the initial impact of the ECB's move to pump cheap three-year cash into the banking system in two waves in December and February. The figures suggested that the cash injection has so far failed to trigger a revival in credit growth. 

Economists said that there was evidence banks were still not lending to businesses and households. Jennifer McKeown, senior European economist at Capital Economics, said private sector lending growth rates were at extremely low levels, "Banks remain unwilling to lend to the private sector." 


(iii) Article 3: In spite of the ECB’s purchase of bonds, commercial banks seem unwilling to increase their loans to the private sector proportionally. 
(a) Write down the equation for the money market multiplier, and explain which component of the equation reflects the banks’ behavior. Is the money market multiplier increasing or decreasing? Explain (2 marks). 
Ans: Multiplier = (1+cr)/(rr+cr), and since the banks are unwilling to lend even with additional funds injected into the system by the ECB, it appears that rr is rising. The multiplier is decreasing.

(b) Many media commentators have expressed their concerns over the EU’s economy. Some believe that the EU is heading towards an economic slump for decades to come. Discuss why such views may be valid by examining the effectiveness of the two main types of policies that the EU could use to affect their GDP (4 marks).
Ans: Fiscal policies → ↑G and ↓T in times of recession. However, with massive accumulated debt, this set of policies is not likely to be feasible. Monetary policies → ECB has been keeping interest rates low and pumping the banking system with more open market purchase of bonds, but it appears banks are unwilling to increase their lending. Hence, both sets of policies that traditionally could be used to ↑GDP are not effective.

	






Article 4:  Economic slowdown raises alarm in China, Europe
Kevin Carmichael, Washington, The Globe and Mail, Published Thursday, Jul. 05 2012, 5:43 AM EDT

While Europe’s economy has been struggling for some time, it is China that is causing much of the concern lately. After leading the world economy out of the recession in 2008, the world’s second-largest economy is struggling to generate enough domestic demand to make up for diminished exports to Europe, where growth has all but stalled because of the region’s sovereign debt crisis.


(iv) Article 4: Canada is an open economy that trades with the rest of the world. At least 25% of our exports go to non-US countries.
(a) Given the slower growth in the EU and China, explain how the Bank of Canada (BOC) should change its target overnight interest rate (OIR) in order to stabilize our exports (2 marks). 
Ans: BOC should ↓ OIR and keep our C$ weak. This will help our exports.

(b) Would the BOC be using SRA or SPRA to keep the target OIR at its new level? Define SRA and SPRA and explain (2 marks). 
Ans: SRA = sale and repurchase agreement, SPRA = special purchase and resale agreement; It is likely to use SPRA to inject the overnight market with overnight cash to keep the OIR at its new lower value.

(c) Also discuss how the BOC’s policy would affect our capital account, current account and balance of payments (3 marks).
Ans: As the OIR falls, our C$ depreciates, our NX ↑, so would our CA. As CA ↑, KA ↓.  ORT=0 with a flexible exchange rate system. Overall, BP=0.	


	Article 5: Oil prices hit 8-week high as Mideast tensions raise fears of supply disruptions
Financial Post, by Claudia Cattaneo Jul 19, 2012 – 7:26 PM ET 

Oil prices raced to an eight-week high on Thursday, up for a seventh straight session, as concerns that Middle East tensions could result in supply disruptions. Crude for August delivery jumped US$2.79, or 3.1%, to settle at US$92.66 a barrel on the New York Mercantile Exchange. The price has risen 10% in seven days .


(v) Article 5: Suppose with all the previous Canadian policy interventions, the Canadian economy was at Y=Yp in June 2012. For simplicity, also assume that this rise in oil prices will only affect the supply side of our economy.
(a) Option 1: Use the AD/AS/LAS diagram to demonstrate and explain how the Canadian federal government can keep Y=Yp (2 marks).
Ans: The increase in oil prices will shift AS to the left, cutting into production and raising prices. The government can ↑G and ↓T to ↑ AD. This could bring Y=Yp, but the result is a higher price level.
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(b) Option 2: Use the AD/AS/LAS diagram to demonstrate and explain how the BOC can keep the price level constant (2 marks).
Ans: The BOC can raise the OIR to discourage I spending, which shifts AD inward. The result is a worsening recession, but the price level could be kept constant.
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(c) Option 3: Use the AD/AS/LAS diagram to demonstrate and explain how the economy will adjust back to the long run equilibrium eventually, in the absence of policy intervention (2 marks).
Ans: In the absence of policy interventions, the recession will drive up unemployment via Okun’s law. With higher unemployment, wages are likely to fall, which offset the rise in production costs due to the rise in oil prices. AS first shifts left due to higher oil prices, and it shifts back to the original position due to lower wages. This process, however, may take a very long time and cause painful effects to the population.
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Article 6: A university degree’s value is incontestable
The Globe and Mail, Jeffrey Thompson, Published Friday, Jul. 20 2012, 2:00 AM EDT

In 2009, according to data from the agency’s Labour Force Survey, those with a bachelor’s degree had an unemployment rate of 5.2 per cent, about 2.5 points below the national rate. Those with graduate degrees were doing even better, at 4.6 per cent.

By comparison, those with only a high-school degree had a jobless rate of 9.1 per cent, and those with only “some” high school faced an unemployment rate of 15.9 per cent.

In money terms, those with a high-school degree earned on average about $17,000 less per year than those with a BA and about $21,000 less than someone with a master’s degree. The income gap between those with university credentials and those without starts slowly in the first few years after graduation, but after a decade, the gap is wide and stays there.


(vi) Article 6: 
(a) Write down the equation for total %ΔYp (not per-capita) and explain which component this article is referring to (2 marks).
Ans: %∆Yp = %∆A + 1/3%∆K+2/3%∆L, and the article is referring to %∆A because education increases productivity.

(b) Explain the concept of diminishing marginal returns and how the growth discussed in part (a) can prevent diminishing returns from occurring (3 marks).
Ans: Diminishing returns mean when an input is fixed, such as capital, and the variable input, such as L, increases, the increase in output will increase at a decreasing rate. This result could be due to over-crowding, shirking, mismanagement, etc. A possible way to get around diminishing L productivity is to train/educate L with more skills to offset the aforementioned problems.









The End… Have a good summer!
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