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

1.  	A good produced in 2012 and held in inventory until it is sold in 2013 would be included in which year’s GDP?
A) In 2012 GDP.
B) In 2013 GDP.
C) Half the value in 2012 and half the value in 2013.
D) First included in 2012’s GDP, but subtracted one year later and to be added to 2013’s GDP.
E) Will not be measured in GDP since the sale was delayed.

2. 	If nominal GDP is $100 million and the GDP deflator is 80, what is the value of real GDP?  
A) $80 million.
B) $100 million.
C) $125 million.
D) $180 million.
E) $220 million.

3. 	If Japan’s GDP is lower than its GNP, then…
A) Japanese workers working outside of Japan earn more income than foreigners working in Japan.
B) Japanese workers working outside of Japan earn less income than foreigners working in Japan.
C) Japanese workers working outside of Japan earn the same amount as foreigners working in Japan.
D) Japan’s net exports must be positive.
E) Japan’s net exports must be negative.
Top of Form

4. 	The potential output curve, Yp, is
A) Horizontal because it shows that price level changes will not affect the value of Yp.
B) Vertical because it shows that price level changes will not affect the value of Yp.
C) Upward-sloping because it shows that a higher price level will lead to higher real output.
D) Upward-sloping because it shows that a higher price level will lead to higher profits for firms.
E) Both C and D are correct.

5. 	Given the shape of the potential output curve, Yp, we can conclude that… 
	A) Only monetary policies can affect Yp.
	B) Only fiscal policies can affect Yp.
	C) Both monetary and fiscal policies can affect Yp.
	D) The unemployment rate associated with Yp is the natural unemployment rate. 
	E) Both C and D are correct.

6. 	In the Y=AE model, if Y>AE, then unplanned inventory would _____ and the AE cuve would _____.
A) Increase; shift up.
B) Increase; shift down.
C) Increase; not shift.
D) Decrease; shift up.
E) Decrease; not shift.

7. 		Equilibrium income in an open economy with government occurs when…
	A) The balance of payments = 0.
	B) Private saving equals investment.	
	C) Private saving equals investment, and tax revenue equals government spending.
	D) Private savings minus investment plus tax revenue minus government spending equals zero.
	E) None of the answers is correct.



8.  	Some European countries, such as Greece and Spain, have been cutting government spending and raising tax rates in order to push down their budget deficits. However, such contractionary policies have not been very effective in narrowing budget deficits. What could be the reason(s)?
A) Buying back some of the previously issued government bonds could lead to higher interest payments on the remaining outstanding debt.
B) Raising tax rates may lead to less total tax revenue eventually collected.
C) The crowding-in effect will push down GDP and the recession will worsen.
D) Inflation rates are likely to rise and therefore discourage private sector spending.
E) All of the answers are correct.

9.		Which of the following is (are) CORRECT about the marginal propensity to consume (MPC)?
		A) It takes on negative values when income is very low.
		B) If the MPC is high, fiscal policy is more effective in affecting GDP.
		C) If the MPC is high, Yp is more likely to grow in the future.
		D) If the MPC is high, capital stock accumulation is likely to be high.
		E) All of the answers are correct.

10. 		A $5 bill is a part of…
	A) Monetary base.
	B) M1B.
	C) M2.
	D) M2+.
	E) All of the answers are correct.

11. 	Which of the following is NOT a motive for holding money?	
	A) For earning interest income.
B) For precautionary, unexpected expenses.
C) For buying stocks when stock prices fall. 
	D) For liquidity purposes.
	E) For speculative purchases.

12. 		Which of the following is NOT a current function of the Bank of Canada? 
		A) It controls the size of the monetary base.
		B) It is a banker for the federal government.
		C) It ensures that commercial banks settle their balances with each other.
		D) It targets Canada’s inflation rate.
		E) It sets the minimum reserve ratio for commercial banks.

13. 	A central bank buys $30 million of government bonds in the open market. If banks hold reserves equal to 5% of their deposits and the public holds cash equal to 15% of its deposits, what is the change in the money supply?
A) Decrease of $172.5 million.
B) Increase of $172.5 million.
C) Decrease of $200 million.
D) Increase of $200 million.
E) Decrease of $230 million.

14. 	Which of the following is (are) INCORRECT?
	A) Solow growth residuals show how technological improvements contribute to output growth. 
B) The concept of diminishing marginal product states that if the labour force increases and the capital stock stays constant, per capita GDP will fall.
C) Constant returns to scale is a short run concept.
D) Innovation is the adoption of new technology into production.
E) All of the answers are incorrect.


15.	Suppose the price of a basket of US goods sells for US$110, while an identical basket sells for C$100. The current nominal exchange rate is C$0.95=US$1. Purchasing power parity predicts that there will be an increase in demand for _______, an increase in the supply of _____ and, eventually, the C$ will _______.
	A) US goods; US$; appreciate.
	B) US goods; C$; depreciate.
	C) Canadian goods; US$; appreciate.
	D) Canadian goods; C$; depreciate.
E) None of the answers is correct.






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


For questions 16-18, refer to Concept #1: Economic fluctuations

16. 	In June 2013, different locations in Alberta were flooded because of heavy rainfall. The floods inflicted substantial damage to the Alberta economy. If these floods disrupted Alberta’s export of oil and natural resources, how would the Canadian dollar and inflation rate be affected? For simplicity, assume that a small change in Alberta’s export volume can create a large change in export prices. For example, if export volume falls by 10%, the price of oil rises by 50%.
	A) Appreciate; fall.
	B) Appreciate; rise.
	C) Appreciate; inflation rate remains constant.
	D) Depreciate; fall.
	E) Depreciate; rise.

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 dollar? For simplicity, suppose the BOC only considers Alberta, not the rest of Canada.
	A) Decrease the monetary base.
	B) Increase the target overnight interest rate.
	C) Cut income tax rates.
	D) Encourage banks to hold a lower reserve ratio.
	E) Both A and B correct.

18. 	Continue with the previous question: If the BOC does what you have answered in the previous question, the Alberta economy will _____ and its inflation rate will ____.
	A) Improve; fall.
	B) Improve; rise.
	C) Improve; not be affected.
D) Deteriorate; fall.
	E) Deteriorate; rise.






For questions 19-21, refer to Concept #2: Interest Rate Parity

19. 	According to interest rate parity, if the interest rate offered by a home asset is iH=12%, the interest rate offered by a foreign asset is iF=10% and the current spot exchange rate is et=1.2 (from home’s perspective, that is, the price of a unit of the foreign currency is H$1.2), what is the expected future nominal exchange rate et+1?
	A) 1.100.
	B) 1.165.
	C) 1.224.
	D) 1.288.
	E) None of the answers is correct.

20. 	Continue with the previous question: The value of the home currency is expected to ____
A) Depreciate by 2%.
B) Appreciate by 2%.
C) Depreciate by 22%.
D) Appreciate by 22%.
E) Appreciate by 44%.

21. 	Continue with the previous question: Suppose the actual future nominal exchange rate turns out to be higher than what you have calculated. This mistake will _____ the payoff of the ____ asset. 
A) Decrease; foreign.
B) Decrease; home.
C) Increase; foreign.
D) Increase; home.
E) Both B and C are correct.



For questions 22-24, refer to Concept #3: Shocks and Policy Interventions

22. 	Suppose the price of crude oil, which is a main input for production, falls. Also suppose that a country is self-sufficient in oil production such that it does not export or import oil. The decrease in the price of oil will shift the ___ curve of this country, and its general price level will ____ and its GDP will ___.
A) AD; fall; fall.
B) AD; rise; fall.
C) AD; fall; rise.
D) AS; rise; fall.
E) AS; fall; rise.

23. 	Continue with the previous question: If the authorities in this country want to maintain a stable GDP, which of the following policies should they adopt?
	A) Increase government spending.
B) Increase the monetary base.
C) Increase tax rates.
D) Increase import taxes.
E) Both A and B are correct.

24. 	Continue with the previous question: If the authorities do not intervene, eventually the _____ will adjust to bring the economy back to potential GDP.
A) Input prices.
B) Indirect taxes.
C) Marginal propensity to import.
D) Marginal propensity to consume.
E) All of the answers are correct.

For questions 25-27, refer to Concept #4: “Run” Concepts

25. 	In the short run, we use the Y=AE model to explain how the economy operates. What is (are) the main feature(s) of this model that make(s) it a short run model?
A) The model is demand-driven.
B) The price of goods and services is fixed, but input prices, such as wage and rental rates, are flexible.
C) The nominal interest rate is fixed.
D) The actual unemployment rate is fixed.
E) All of the answers are correct.

26. 	In the long run, we use the AD/AS/LAS model to explain how the economy operates. What is (are) the main feature(s) of this model that make(s) it a long run model?
A) The model is supply-driven.
B) The price of goods and services, as well as input prices, such as wage and rental rates, are flexible.
C) The real interest rate is fixed.
D) The potential Yp is flexible.
E) All of the answers are correct.

27. 	In the very long run, we use the growth accounting Yp=F(A, N, K) model to explain how the economy operates. What is (are) the main feature(s) of this model that make(s)s it a very long run model?
A) The technological level is flexible.
B) The price of goods and services, as well as input prices, such as wage and rental rates, are flexible.
C) The size of the labour force is flexible.
D) The concept of constant returns to scale is applicable.
E) All of the answers are correct.



For questions 28-30, refer to Concept #5: Monetary Policies

28. 	Since 2008, central banks in North America and Europe have been cutting interest rates and increasing the monetary base. As this trend continues, bond prices will ____ and the money market multiplier will ____.
A) Rise; rise.
B) Rise; not be affected directly.
C) Fall; fall.
D) Fall; will not be affected directly.
E) None of the answers is correct.

29. 	Continue with the previous question: North American and European currencies are likely to ____ against other world currencies. North American and European current accounts are likely to _____.
A) Appreciate; improve.
B) Appreciate; deteriorate.
C) Depreciate; improve.
D) Depreciate; deteriorate.
E) Depreciate; remain unaffected.

30. 	Continue with the previous question: If other countries in the world want to offset this effect on their economies, their governments can adopt which of the following policies?
A) Increase government spending.
B) Cut import taxes.
C) Encourage a higher marginal propensity to save.
D) Engage in open market operations and buy bonds.
E) All of the answers are 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 price stability (low inflation) and output stability (GDP being close to the potential output Yp) by an equation that links the interest rate with these two objectives. For Canada, suppose this has been estimated to be as follows: i = i0 + 1.7(π - π*) - 0.6(UR - URn), where the unemployment rate UR difference from its natural level substitutes for the output gap.

For this question, suppose the inflation target is π* = 3%, the natural rate of unemployment is URn = 5.5%, and the equilibrium rate of interest that is compatible with these two is i0 = 5%. Also, suppose that the level of inflation π changes with the changes in interest rate according to the following formula: π = π* - Δi.
 
31. 	Assume that we start with π=π* and UR=URn. What is the value of i?
	A) 4%.
	B) 5%.
	C) 6%.
	D) 7%.
	E) 8%.

32. 	Now suppose a drop in investment confidence leads to an increase in Unemployment Rate to 7.5%. Let us put aside inflation rates for now. According to Taylor rule, what interest rate should the Bank of Canada now set?	
	A) 1.4%.
	B) 2.5%.
	C) 3.8%.
	D) 4.2%.
	E) 7.1%.

33. 	Replace the expression for π shown above (that links π to the change in interest rate) into the Taylor rule and solve for the new interest rate that will now combine the anticipated increase in inflation as well as the increase in the unemployment rate. What is the new interest rate that the BOC should set?
	A) 1.45%.
B) 2.25%.
C) 3.24%.
D) 4.56%.
E) 5.32%.

34. 	Following from the previous question: What is the new π value?
A) 3.44%.
B) 4.75%.
C) 5.83%.
D) 6.35%.
E) 7.88%.

35. 	Compare your new interest rate with i0 = 5%: The value of the Canadian dollar is likely to ____ and the balance of payments of Canada is likely to ____.
	A) Rise; fall.
	B) Rise; remain constant.
	C) Fall; fall.
	D) Fall; rise.
	E) Fall; remain constant.



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

A simplified economy is specified as below:

I. Goods market, all values of C, I, G and NX are in billions of C$:
	Consumption expenditure:
	C = 130 + 0.8(Y-T)
	Lump-sum constant taxes:
	 250

	Investment expenditure:
	I = 500 – 900i
	Exports:
	80

	Government expenditure:
	G = 250
	Imports:
	0.2Y



II. Money market, all Md values are in billions of C$: Define interest rate i as 0.1, not 10.
	Interest rate:
	i = 0.1 (which is 10%)
	Money demand:
	Md = 850 - 1,800i





36. 	What is the equilibrium Y?
	A) 1,675.
	B) 1,975
C) 2,175.
	D) 2,475.
	E) 3,000.

37. 	Suppose G rises to 300 because of increased expenditure on health services. What is the new equilibrium Y?
	A) 1,800.
	B) 2,075.
	C) 2,100.
	D) 2,300.
	E) 3,250.

38. 	As G rises from 250 to 300, round 1 dictates that ΔG=ΔY=50, or 50 units of health services will be created. Suppose these health services workers spend their new income on clothing following the consumption expenditure equation given above. Clothing workers will then spend their income on food as indicated by the consumption expenditure equation. This round 3 effect implies that ____ food will be produced.
	A) 8.
	B) 12.
	C) 14.
	D) 18.
	E) 32.

39. 	Now consider monetary policy only. Suppose the BOC wants to cut interest rate i to 0.05 or 5%, with G still at 250. What is the new value of investment expenditure?
	A) 420.
	B) 433.
	C) 455.
	D) 475.
	E) 490.

40. 	Given the new, lower interest rate, and G=250, what is the new equilibrium Y?
	A) 1,787.5.
	B) 1,900.0.
C) 2,287.5.
	D) 2,400.0.
	E) None of the answers is correct.





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

Suppose that in 2002, the price levels in the United States and Canada were 100. By 2006, the price level in the United States has increased to 220, while the price level in Canada has risen to 240. Suppose the nominal exchange rate between the two countries in 2002 was US$1 = C$1.5.

41. 	What was the 2002 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 2006 if the real exchange rate had remained constant at the 2002 level (from Canada’s perspective)?
A) 0.75.
B) 1.32.
C) 1.45.
D) 1.64.
E) 1.88.

43. 	Suppose Canada had a fixed exchange rate system against the US dollar. The initial nominal exchange rate in 2002 was fixed. Canada would have experienced a real exchange rate ____ because its real exchange rate would be equal to ____.
	A) Appreciation; 1.38.
	B) Appreciation; 1.42.
	C) Appreciation; 1.48.
	D) Depreciation; 1.55.
	E) Depreciation; 1.66.

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) Run a budget surplus.
C) Run a balanced budget.
D) Encourage more private savings.
E) Both C and D are correct.




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

Consider the following data collected from a country:

	Total population
	916

	Population under 15 years of age
	206

	Not in the labour force
	300

	Unemployed
	32

	Part-time workers looking for full-time jobs
	13



46. 	What is the size of the labour force?
	A) 300.
	B) 380.
	C) 410.
	D) 470.
E) 520.

47. 	What is the unemployment rate?
	A) 6.2%.
	B) 6.4%.
	C) 6.8%.
	D) 7.4%.
	E) 7.8%.

For questions 48 to 50, refer to the following (Value-Added):

Suppose there is an economy that produces only four goods in one year.
Paper: $7,000		Books: $15,000		Toner: $4,000		Envelopes: $4,000

The production of books requires the following amount of intermediate goods:
Paper: $3,000		Toner: $2,000

The production of envelopes requires the following amount of intermediate goods:
Paper: $2,000

48. 	What is the total GDP for the economy? 
	A) $21,000.
	B) $23,000.
C) $25,000.
	D) $28,000.
	E) $30,000.

49. 	What is the value of paper sold as a final good?
	A) $2,000.
	B) $3,000.
C) $4,000.
	D) $7,000.
	E) None of the answers is correct.

50. 	What is the value of toner sold as a final good? 
	A) $1,000. 
B) $2,000.
C) $3,000.
D) $4,000.
E) None of the answers is correct.
For questions 51 to 52, refer to the following (Growth Accounting):

51. 	Suppose technology were constant while the labour force grew at a rate of 2.5% a year, the capital stock grew at 3.5% a year and the share of labour income in national income were 65%. How fast would GDP grow?
	A) 2.50%.
	B) 2.85%.
	C) 3.50%.
	D) 3.65%.
	E) None of the answers is correct.

52. 	Which of the following is (are) likely to increase the future capital stock?
	A) Increase in current saving rates.
B) Increase in current imports.
	C) Increase in current capital consumption allowance.
	D) Increase in the future labour force.
	E) All of the answers are correct.




For questions 53 to 55, refer to the following (CPI):
There are two goods in the consumer basket, product A and product B. The prices of these goods, Pa and Pb (in dollars), are stated in the table below. Assume that 2010 is the base year. 

	Year
	Pa
	Pb
	Qa
	Qb

	2010
	10
	5
	100
	100

	2011
	12
	6
	120
	120




53. 	What was the GDP deflator for the year 2011?
	A) 120.
	B) 144.
	C) 155.
	D) 160.
	E) None of the answers is correct.

54. 	What was the 2011 inflation rate?
A) 20.
B) 44.
C) 55.
D) 60.
E) None of the answers is correct.

55. 	Continue with the previous question: If your hourly nominal wage in 2010 was $10, what hourly nominal wage will you ask for in 2011 if you want to maintain the same standard of living, that is, to have the same real wage?
	A) $10.0.
	B) $12.0.
C) $14.4.
D) $15.5.
E) None of the answers is correct.


Part IV: Answer the following question. ANSWER ALL PARTS (Total = 40 marks).
In 2008, the liquidity crunch in the US 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: Stephen Poloz - Quantitative easing has strengthened the US economy
Canadian Press, Oct 29 2013

Bank of Canada (BOC) governor Stephen Poloz says he believes the quantitative easing program adopted by the United States has helped the U.S.’ economy. He says the $85-billion in monthly bond purchases in the U.S. has succeeded in strengthening its economy, and the U.S. has made great strides in reducing the deficit.


(i) Article 1: For simplicity, assume that the BOC has not engaged in any quantitative easing prior to Oct 29th 2013.
(a) 	Suppose Canada has a flexible exchange rate system: Use the foreign exchange market diagram to explain how the Canadian dollar will be affected by the U.S.’s quantitative easing. Also explain how Canada’s balance of payments components will be affected by the U.S.’s policies (3 marks).
	

(b)	Suppose Canada has a fixed exchange rate system: Use the foreign exchange market diagram to explain how the Bank of Canada can defend the fixed exchange rate in response to the U.S.’s quantitative easing. Also explain how Canada’s balance of payments components will be affected by the U.S.’s policies (3 marks).
	

(c) 	Contrast these two exchange rate systems from parts (a) and (b): The liquidity crunch in 2008 was recessionary for Canada. Which exchange rate system is more effective in helping the Canadian economy recover to its long run potential level? Explain in words and demonstrate by using the AD/AS/LAS diagrams below (4 marks).
	
	Article 2: Canadian Loonie overvalued by 10%, economic group says
Julian Beltrame, The Canadian Press, Oct 15, 2013 

Canada's loonie (the Canadian dollar) may have fallen below parity during the past few months (C$1.04 = US$1), but it has room to fall before reaching its true value at under 90 cents US (C$1.11 = US$1), according to a new measure on global currencies.

The latest report issued by London-based World Economics says the loonie remains about 10 per cent overvalued. World Economics calculates the relative value of currencies by measuring relative purchasing power. Coincidentally, the Bank of Montreal also issued a price comparison between the U.S. and Canada that showed consumer items on average costing 10 per cent more in Canada, exactly what the World Economics measures would suggest.


(ii) Article 2: 
(a) 	If the Bank of Canada (BOC) wants to correct the value of the Canadian dollar so that it will not be over-valued, what should it do? Use the money demand/money supply diagram (Ms vertical) to illustrate and explain in words (3 marks).

(b) 	Continue with part (a): Define SPRA and SRA. Which tool is the BOC more likely to use (2 marks)?
	

(c)	Continue with part (a): 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).
	

(d) 	Instead of the BOC, suppose the federal government wants to correct the value of the Canadian dollar by changing its fiscal spending G. What should it do? Use the Y=AE diagram to illustrate and explain in words. Hint: It is related to crowding-out (in) effects (3 marks).


	Article 3: Harper calls tentative EU agreement 'biggest deal Canada has ever made'
CTVNews.ca, October 18, 2013

Canada and the European Union reached a tentative free-trade deal on Friday that is intended to eliminate virtually all tariffs and many barriers on trade, investment and labour mobility. The deal, which Prime Minister Stephen Harper hopes to see fully ratified before the 2015 federal election, would remove 98 per cent of tariffs on imported and exported goods.

Canadian manufacturers, entrepreneurs, investors, service providers and professionals will have access to the 500 million people in the EU and an economy approaching $17 trillion.


(iii)    Article 3: 
 (a) 	If we would like this free trade agreement to create significant positive effects on the Canadian economy, would you like to observe high or low values for the marginal propensity to consume and the marginal propensity to import, respectively? Explain (4 marks).
(b) 	Use the AD/AS/LAS diagram to demonstrate the short run and long run effects of this free trade deal on the Canadian economy. For simplicity, assume that there will be no monetary or fiscal policy interventions (6 marks).
	
	

	
Article 4: Scientists power mobile phone using urine
Relaxnews, July 17, 2013 3:19PM EDT 

British scientists on Tuesday reported they had harnessed the power of urine and were able to charge a mobile phone with enough electricity to send texts and surf the internet. 

Researchers from the University of Bristol and Bristol Robotics Laboratory in south west England said they had created a fuel cell that uses bacteria to break down urine to generate electricity, in a study published in the Royal Society of Chemistry journal Physical Chemistry Chemical Physics.



(iv) 	Article 4: 
(a) 	Write down the equation for total %ΔYp (not per-capita) and explain which component this article is referring to (2 marks).
	

(b) 	Explain the concept of diminishing returns and whether it is a problem in this case (2 marks).
	

(c) 	Define the budget balance (BB) and structural budget balance (SBB) equations. How would these two equations be affected by this news? Which equation is likely to experience a larger change? Explain (3 marks).
	

(d)	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 range of 1% to 3%, what should it do? Explain (3 marks).
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