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Q1.  Use the IS-LM-FE model to answer this question.  Illustrate the short run and the long run equilibrium in a diagram in each case.  Label the diagram appropriately.  Explain how the economy reaches a new general equilibrium through the price-adjustment process.  In each case, comment on the effects on Y, P, r, w, N, Id , and  Cd in the long run.  


(i) An expansionary  fiscal policy [3,5,2]   [diagram, price-adjustment,  change in variables]

(ii) A contractionary monetary policy  [3, 5, 2]

(iii) 
A temporary favorable productivity shock [3, 5, 2]

Q2. Consider the following closed economy:


Cd = 250 + 0.9(Y-T) – 430r


 Id = 400 – 410r


Md/P = 0.5Y – 200(r + (e) 

M = 2080,  (e = 10%

G = 100   Y= 5000

(a) Suppose the tax rate is given by the following expression: 

T=0.9G

Derive the IS and LM curves (equations). Solve the general equilibrium for this economy – values of  Y, r, and P.   [10]

(b) Suppose government reduces the tax rate to :

T=0.5G

 Calculate the short-run equilibrium values of  Y and r. Calculate the new general equilibrium values of Y, r and P.    [10, 7]

(c) Derive the Aggregate demand curve equation, assuming part (a)  is true.  If the long-run aggregate supply increases to 6000, what is the new equilibrium price level? (answer it using the AD equation).   [8, 5]

Q3. 
Short Questions

(a) 
Define Money Neutrality and summarize the Keynesian-Classical controversy regarding the effect of monetary policy. [8]

(b) Suppose the Bank of Canada lowers the overnight rate band. Explain how this will affect other interest rates and the money supply.  [8]

(c) Consider Canada (dollars) and  Britain (pounds), where Canada is the domestic country. Define the nominal exchange rate between Canada and Britain.  Explain what is meant by purchasing power parity (PPP) between Canada and Britain.  Will the Canadian exchange rate appreciate or depreciate (nominal) if Britain experiences domestic inflation, assuming PPP holds. [6]

(d)  Explain the relationship between a country’s real exchange rate and its net exports. What is the relationship implied by the  J-curve.   [8]

