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PART III

ANSWERS 
TO END-OF-CHAPTER
PROBLEMS

ANSWERS TO END-OF-CHAPTER PROBLEMS

WITHOUT ASTERISKS
Chapter 1

Why Study Money, Banking, and Financial Markets?

7.
The basic activity of banks is to accept deposits and make loans.

9.
The interest rate on three-month treasury bills fluctuates more than the other interest rates and is lower on average. The interest rate on BBB corporate bonds is higher on average than the other interest rates.

11.
Higher stock prices means that consumers’ wealth is higher and so they will be more likely to increase their spending.

13.
It makes British goods more expensive relative to Canadian goods. Thus Canadian businesses will find it easier to sell their goods in Canada and abroad and the demand for their products will rise.

15.
When the dollar increases in value, foreign goods become less expensive relative to Canadian goods; thus you are more likely to buy French‑made jeans than Canadian‑made jeans. The resulting drop in demand for Canadian‑made jeans because of the strong dollar hurts Canadian jeans manufacturers. On the other hand, the Canadian company that imports jeans into Canada now finds that the demand for its product has risen, so it is better off when the dollar is strong.

Chapter 2

An Overview of the Financial System

2. 
Yes, I should take out the loan, because I will be better off as a result of doing so. My interest payment will be $4,500 (90% of $5,000), but as a result, I will earn an additional $10,000, so I will be ahead of the game by $5,500. Since Larry’s loan‑sharking business can make some people better off, as in this example, loan sharking may have social benefits. (One argument against legalizing loan sharking, however, is that it is frequently a violent activity.)

4. 
The current bank regulatory system in Canada has banking institutions supervised by three federal agencies: the Bank of Canada, the Office of the Superintendent of Financial Institutions, and the CDIC. However, this system of multiple regulatory agencies with overlapping jurisdictions creates a system that is too complex and too costly because it is rife with duplication. For example, although the CDIC has no direct supervisory role, its Standards of Sound Business and Financial Practices overlap with those of the OSFI. It is for this reason that the MacKay Task Force, named after its chairman Harold MacKay and set up by the government in 1996 to review the financial services sector and propose a framework for its future, considered whether the CDIC and the OSFI should be amalgamated. Although the task force recommended that the OSFI and the CDIC should not be combined in a single institution, it proposed that the CDIC’s mandate be amended to remove the overlap with the OSFI’s mandate.

6.
You would rather hold bonds, because bondholders are paid off before equity holders, who are the residual claimants.

10.
They might not work hard enough while you are not looking or may steal or commit fraud.

12.
True. If there are no information or transactions costs, people could make loans to each other at no cost and would thus have no need for financial intermediaries.

14. 
Risk sharing leads to the creation of assets with characteristics that private investorse are comfortable with. This benefits financial intermediaries, since by selling these assets they can use the acquired funds to purchase other assets.

Chapter 3

What Is Money?

1. 
(b)

3. 
Cavemen did not need money. In their primitive economy, they did not specialize in producing one type of good and they had little need to trade with other cavemen.

5. 
Wine is more difficult to transport than gold and is also more perishable. Gold is thus a better store of value than wine and also leads to lower transactions cost. It is therefore a better candidate for use as money.

7. 
Not necessarily. Cheques have the advantage in that they provide you with receipts, are easier to keep track of, and may make it harder for someone to steal money out of your account. These advantages of cheques may explain why the movement toward a chequeless society has been very gradual.

8. 
The ranking from most liquid to least liquid is: (c), (a), (e), (f), (b), and (d).

10.
Because of the rapid inflation in Brazil, the domestic currency, the real, is a poor store of value. Thus many people would rather hold dollars, which are a better store of value, and use them in their daily shopping.

14.
(a), (b), (c), and (d) will receive the higher weights. (e) and (f) will receive the lower weights.

Chapter 4

Understanding Interest Rates

2. 
No, because the present discounted value of these payments is necessarily less than $20 million as long as the interest rate is greater than zero.

4. 
The yield to maturity is less than 10 percent. Only if the interest rate was less than 10 percent would the present value of the payments add up to $4,000, which is more than the $3,000 present value in the previous problem.

6. 
25%  ($1,000 – $800)/$800  $200/$800  .25.

8. 
If the interest rate were 12 percent, the present discounted value of the payments on the government loan are necessarily less than the $1,000 loan amount because they do not start for two years. Thus the yield to maturity must be lower than 12 percent in order for the present discounted value of these payments to add up to $1,000.

10. 
The current yield will be a good approximation to the yield to maturity whenever the bond price is very close to par or when the maturity of the bond is over ten years.

12. 
You would rather be holding long‑term bonds because their price would increase more than the price of the short‑term bonds, giving them a higher return.

14. 
People are more likely to buy houses because the real interest rate when purchasing a house has fallen from 3 percent ( 5 percent  2 percent) to 1 percent ( 10 percent  9 percent). The real cost of financing the house is thus lower, even though mortgage rates have risen. (If the tax deductibility of interest payments is allowed for, then it becomes even more likely that people will buy houses.)

Chapter 5

The Behaviour of Interest Rates

1. 
(a) Less, because your wealth has declined; (b) more, because its relative expected return has risen; (c) less, because it has become less liquid relative to bonds; (d) less, because its expected return has fallen relative to gold; (e) more, because it has become less risky relative to bonds.

3. 
(a) More, because it has become more liquid; (b) less, because it has become more risky; (c) more, because its expected return has risen; (d) more, because its expected return has risen relative to the expected return on long‑term bonds, which has declined.

5.
The rise in the value of stocks would increase people’s wealth and therefore the demand for Rembrandts would rise.

7. 
In the loanable funds framework, when the economy booms, the demand for bonds increases: the public’s income and wealth rises while the supply of bonds also increases, because firms have more attractive investment opportunities. Both the supply and demand curves (Bd and Bs) shift to the right, but as is indicated in the text, the demand curve probably shifts less than the supply curve so the equilibrium interest rate rises. Similarly, when the economy enters a recession, both the supply and demand curves shift to the left, but the demand curve shifts less than the supply curve so that the interest rate falls. The conclusion is that interest rates rise during booms and fall during recessions: that is, interest rates are procyclical. The same answer is found with the liquidity preference framework. When the economy booms, the demand for money increases: people need more money to carry out an increased amount of transactions and also because their wealth has risen. The demand curve, Md, thus shifts to the right, raising the equilibrium interest rate. When the economy enters a recession, the demand for money falls and the demand curve shifts to the left, lowering the equilibrium interest rate. Again, interest rates are seen to be procyclical.

10. 
Interest rates fall. The increased volatility of gold prices makes bonds relatively less risky relative to gold and causes the demand for bonds to increase. The demand curve, Bd, shifts to the right and the equilibrium interest rate falls.

12. 
Interest rates might rise. The large federal deficits require the government to issue more bonds; thus the supply of bonds increases. The supply curve, Bs, shifts to the right and the equilibrium interest rate rises. Some economists believe that when the government issues more bonds, the demand for bonds increases because the issue of bonds increases the public’s wealth. In this case, the demand curve, Bd, also shifts to the right, and it is no longer clear that the equilibrium interest rate will rise. Thus there is some ambiguity in the answer to this question.

14. 
The price level effect has its maximum impact by the end of the first year, and since the price level does not fall further, interest rates will not fall further as a result of a price level effect. On the other hand, expected inflation returns to zero in the second year, so that the expected inflation effect returns to zero. One factor producing lower interest rates thus disappears, so, in the second year, interest rates may rise somewhat from their low point at the end of the second year.

16. 
If the public believes the governor’s program will be successful, interest rates will fall. The governor’s announcement will lower expected inflation so that the expected return on goods decreases relative to bonds. The demand for bonds increases and the demand curve, Bd, shifts to the right. For a given nominal interest rate, the lower expected inflation means that the real interest rate has risen, raising the cost of borrowing so that the supply of bonds falls. The resulting leftward shift of the supply curve, Bs, and the rightward shift of the demand curve, Bd, causes the equilibrium interest rate to fall.

18. 
Interest rates will rise. The expected increase in stock prices raises the expected return on stocks relative to bonds and so the demand for bonds falls. The demand curve, Bd, shifts to the left and the equilibrium interest rate rises.

20. 
The slower rate of money growth will lead to a liquidity effect, which raises interest rates, while the lower price level, income, and inflation rates in the future will tend to lower interest rates. There are three possible scenarios for what will happen: (a) if the liquidity effect is larger than the other effects, then interest rates will rise; (b) if the liquidity effect is smaller than the other effects and expected inflation adjusts slowly, then interest rates will rise at first but will eventually fall below their initial level; and (c) if the liquidity effect is smaller than the expected inflation effect and there is rapid adjustment of expected inflation, then interest rates will immediately fall.

Chapter 6

The Risk and Term Structure of Interest Rates

1. 
The bond with a C rating should have a higher interest rate because it has a higher default risk, which reduces its demand and raises its interest rate relative to that on the BBB bond.

3. 
During business cycle booms, fewer corporations go bankrupt and there is less default risk on corporate bonds, which lowers their risk premium. Similarly, during recessions, default risk on corporate bonds increases and their risk premium increases. The risk premium on corporate bonds is thus anticyclical, rising during recessions and falling during booms.

5. 
If yield curves on average were flat, this would suggest that the risk premium on long‑term relative to short‑term bonds would equal zero and we would be more willing to accept the expectations hypothesis.

7. 
(a) The yield to maturity would be 5 percent for a one‑year bond, 5.5 percent for a two‑year bond, 6 percent for a three‑year bond, 6 percent for a four‑year bond, and 5.8 percent for a five-year bond; (b) the yield to maturity would be 5 percent for a one‑year bond, 4.5 percent for a two‑year bond, 4 percent for a three‑year bond, 4 percent for a four‑year bond, and 4.2 percent for a five‑year bond. The upward- and then downward‑sloping yield curve in (a) would tend to be even more upward sloping if people preferred short‑term bonds over long‑term bonds because long‑term bonds would then have a positive risk premium. The downward‑ and then upward-sloping yield curve in (b) also would tend to be more upward sloping because of the positive risk premium for long‑term bonds.

9. 
The steep upward‑sloping yield curve at shorter maturities suggests that short‑term interest rates are expected to rise moderately in the near future because the initial, steep upward slope indicates that the average of expected short‑term interest rates in the near future are above the current short‑term interest rate. The downward slope for longer maturities indicates that short‑term interest rates are eventually expected to fall sharply. With a positive risk premium on long‑term bonds, as in the preferred habitat theory, a downward slope of the yield curve occurs only if the average of expected short‑term interest rates is declining, which occurs only if short‑term interest rates far into the future are falling. Since interest rates and expected inflation move together, the yield curve suggests that the market expects inflation to rise moderately in the near future but fall later on.

11. 
The government guarantee will reduce the default risk on corporate bonds, making them more desirable relative to Canada bonds. The increased demand for corporate bonds and decreased demand for Canada bonds will lower interest rates on corporate bonds and raise them on Canada bonds.

13. 
Yield spreads increase during recessions because of investors’ flight to quality (shift of funds to low-risk instruments). Yield spreads increase when there is high inflation and decline when the stock market increases.

15.
The slope of the yield curve would fall because the drop in expected future short rates means that the average of expected future short rates falls so that the long rate falls.

Chapter 7

The Stock Market, the Theory of Rational Expectations, and the Efficient Market Hypothesis

1. 
The value of any investment is found by computing the value today of all cash flows the investment will generate over its life.

3. 
$1/(1 .15)  $20/(1.15)  $18.26

5.
A stock market bubble can occur if market participants either believe that dividends will have rapid growth or if they substantially lower the required return on their equity investments, thus lowering the denominator in the Gordon model and thereby causing stock prices to climb. By raising interest rates the central bank can cause the required rate of return on equity to rise, thereby keeping stock prices from climbing as much. Also raising interest rates may help slow the expected growth rate of the economy and hence of dividends, thus also keeping stock prices from climbing.

7.
Although Joe’s expectations are typically quite accurate, they could still be improved by his taking account of a snowfall in his forecasts. Since his expectations could be improved, they are not optimal and hence are not rational expectations.

9. 
True, as an approximation. If large changes in a stock price could be predicted, then the optimal forecast of the stock return would not equal the equilibrium return for that stock. In this case, there would be unexploited profit opportunities in the market and expectations would not be rational. Very small changes in stock prices could be predictable, however, and the optimal forecast of returns would equal the equilibrium return. In this case, an unexploited profit opportunity would not exist.

11. 
The stock price will rise. Even though the company is suffering a loss, the price of the stock reflects an even larger expected loss. When the loss is less than expected, efficient markets theory then indicates that the stock price will rise.

13. 
Probably not. Although your broker has done well in the past, efficient markets theory suggests that she has probably been lucky. Unless you believe that your broker has better information than the rest of the market, efficient markets theory indicates that you cannot expect the broker to beat the market in the future.

15. 
False. All that is required for the market to be efficient so that prices reflect information on the monetary aggregates is that some market participants eliminate unexploited profit opportunities. Not everyone in a market has to be knowledgeable for the market to be efficient.

17. 
Because inflation is less than expected, expectations of future short-term interest rates would be lowered, and as we learned in Chapter 7, long-term interest rates would fall. The decline in long-term interest rates implies that long-term bond prices would rise.

19.
No, because this expected change in the value of the dollar would imply that there is a huge unexploited profit opportunity (over a 100% expected return at an annual rate). Since rational expectations rules out unexploited profit opportunities, such a big expected change in the exchange rate could not exist.

Chapter 8

An Economic Analysis of Financial Structure

1. 
Financial intermediaries can take advantage of economies of scale and thus lower transactions costs. For example, mutual funds take advantage of lower commissions because the scale of their purchases is higher than for an individual, while banks’ large scale allows them to keep legal and computing costs per transaction low. Economies of scale which help financial intermediaries lower transactions costs explains why financial intermediaries exist and are so important to the economy.

3. 
No. If the lender knows as much about the borrower as the borrower does, then the lender is able to screen out the good from the bad credit risks and so adverse selection will not be a problem. Similarly, if the lender knows what the borrower is up to, then moral hazard will not be a problem because the lender can easily stop the borrower from engaging in moral hazard.

5. 
The lemons problem would be less severe for firms listed on the Toronto Stock Exchange because they are typically larger corporations that are better known in the market place. Therefore it is easier for investors to get information about them and figure out whether the firm is of good quality or is a lemon. This makes the adverse selection–lemons problem less severe.

7. 
Because there is asymmetric information and the free‑rider problem, not enough information is available in financial markets. Thus there is a rationale for the government to encourage information production through regulation so that it is easier to screen out good from bad borrowers, thereby reducing the adverse selection problem. The government can also help reduce moral hazard and improve the performance of financial markets by enforcing standard accounting principles and prosecuting fraud.

9. 
Yes, this is an example of an adverse selection problem. Because a person is rich, the people who are most likely to want to marry him or her are gold diggers. Rich people thus may want to be extra careful to screen out those who are just interested in their money from those who want to marry for love.

11. 
The free‑rider problem means that private producers of information will not obtain the full benefit of their information-producing activities, and so less information will be produced. This means that there will be less information collected to screen out good from bad risks, making adverse selection problems worse, and that there will be less monitoring of borrowers, increasing the moral hazard problem.

13. 
A financial crisis is more likely to occur when the economy is experiencing deflation because firms find that their real burden of indebtedness is increasing while there is no increase in the real value of their assets. The resulting decline in a firm’s net worth increases adverse selection and moral hazard problems facing lenders, making it more likely a financial crisis will occur in which financial markets do not work efficiently to get funds to firms with productive investment opportunities.

15. 
A sharp increase in interest rates can increase the adverse selection problem dramatically because individuals and firms with the riskiest investment projects are the ones who are most willing to pay higher interest rates. A sharp rise in interest rates which increases adverse selection means that lenders will be more reluctant to lend, leading to a financial crisis in which financial markets do not work well and thus to a declining economy.

Chapter 9

Banking and the Management of Financial Institutions

1. 
As you will see in Chapter 17, Canadian banks have an incentive to borrow from each other in the overnight funds market than from the Bank of Canada at the Bank’s standing liquidity facilities. They would want to borrow from the Bank of Canada only if they cannot borrow from other banks in the overnight funds market. 

3. 
The T‑accounts for the two banks are as follows:

	First Bank
	
	Second Bank

	Assets
	Liabilities
	
	Assets
	Liabilities

	Reserves     –$50
	Chequable       –$50
	
	Reserves      $50
	Chequable      $50

	
	    Deposits 
	
	
	    Deposits 

	
	
	
	
	


5.
The $50 million deposit outflow means that reserves fall by $50 million to $25 million. Since desired reserves are $45 million (10 percent of the $450 million of deposits), your bank needs to acquire $20 million of reserves. You could obtain these reserves by either calling in or selling off $20 million of loans, by borrowing $20 million in advances from the Bank of Canada, by borrowing $20 million from other banks or corporations, by selling $20 million of securities, or by some combination of all of these.

7. 
Because when a deposit outflow occurs, a bank is able to borrow reserves in these overnight loan markets quickly; thus, it does not need to acquire reserves at a high cost by calling in or selling off loans. The presence of overnight loan markets thus reduces the costs associated with deposit outflows, so banks will hold fewer excess reserves.

 9.
To lower capital and raise ROE holding its assets constant, it can pay out more dividends or buy back some of its shares. Alternatively, it can keep its capital constant, but increase the amount of its assets by acquiring new funds and then seeking out new loan business or purchasing more securities with these new funds.

11.
In order for a banker to reduce adverse selection she must screen out good from bad credit risks by learning all she can about potential borrowers. Similarly in order to minimize moral hazard, she must continually monitor borrowers to ensure that they are complying with restrictive loan covenants. Hence it pays for the banker to be nosy.

13.
False. Although diversification is a desirable strategy for a bank, it may still make sense for a bank to specialize in certain types of lending. For example, a bank may have developed expertise in screening and monitoring a particular kind of loan, thus improving its ability to handle problems of adverse selection and moral hazard.

15. 
The gap is $10 million ($30 million of rate‑sensitive assets minus $20 million of rate‑sensitive liabilities). The change in bank profits from the interest rate rise is 0.5 million (5% (( $10 million); the interest rate risk can be reduced by increasing rate‑sensitive liabilities to $30 million or by reducing rate‑sensitive assets to $20 million. Alternatively, you could engage in an interest rate swap in which you swap the interest on $10 million of rate‑sensitive assets for the interest on another bank’s $10 million of fixed‑rate assets.

Chapter 10

Banking Industry: Structure and Competition

1.
To introduce some flexibility in the management of the money supply, the excess circulation provision of the Bank Act of 1913 allowed for the issuing of banknotes in excess of a bank’s paid-up capital plus reserves. Also, the Finance Act of 1914 allowed the Department of Finance to act as a lender of last resort by providing Dominion notes to banks (on the pledge of approved securities) when no one else would, thereby preventing bank and financial panics. 

3.
False. Although there are many more banks in the United States than in Canada, this does not mean that the American banking system is more competitive. The reason for the large number of U.S. banks is anticompetitive regulations such as restrictions on banking.

5.
Schedule I and Schedule II banks have identical powers; the only difference between them is in the ownership structure permitted (according to current ownership policy, all Schedule I banks must be widely held whereas Schedule II banks are exceptions to this rule if small). Unlike chartered banks and trust companies that accept deposits from and lend funds to the general public, credit unions accept deposits from and lend funds only to their members. Moreover, unlike chartered banks and trust companies, credit unions are not directly covered by the CDIC; they are covered by provincial government agencies, commonly called stabilization funds. The asset portfolios of trust companies and credit unions are made up largely by residential mortgages whereas those of chartered banks are made up mostly by commercial and industrial loans.

7. 
The commercial banking industry in Canada is radically different form that in the United States; there are 68 chartered banks in Canada whereas there are around 8500 commercial banks in the United States. The presence of so many commercial banks in the United States is because of past, restrictive state-branching regulations that prohibited branching across state lines and led to a large number of banks. 

9.
Securitization is the transformation of traditionally illiquid assets (such as residential mortgages, automobile loans, credit card receivables, and commercial and computer leases) into marketable securities for trade in the capital markets. What happens is that banks bundle portfolios of illiquid assets into standardized amounts and then sell the claims to these standardized amounts to third parties (lenders) as liquid securities. In doing so, banks earn a return from servicing the assets in the bundle. That is, they collect the interest and principal payments on the assets in the bundle and pass them through (pay them out) to the lenders, for a fee. 

11.
Chartered banks specialize in commercial and industrial loans whereas trust and mortgage loan companies and credit unions and caisses populaires specialize in residential mortgages. In recent years, however, Canada’s financial markets have opened up and financial institutions directly compete on each other’s traditional territory.

 13.
True. Higher inflation helped raise interest rates which caused the disintermediation process to occur and which helped create money market mutual funds. As a result banks’ lost cost advantages on the liabilities side of their balance sheets and this has led to a less healthy banking industry. However, improved information technology would still have eroded the banks’ income advantages on the assets side of their balance sheet, so the decline in the banking industry would still have occurred.

15.
Uncertain. The invention of the computer did help lower transaction costs and the costs of collecting information, both of which have made other financial institutions more competitive with banks and have allowed corporations to bypass banks and borrow directly from securities markets. Therefore, computers were an important factor in the decline of the banking system. However, another source of the decline in the banking industry was the loss of cost advantages for the banks in acquiring funds, and this loss was due to factors unrelated to the invention of the computer, such as the rise in inflation and its interaction with regulations which produced disintermediation.

Chapter 11

Economic Analysis of Banking Regulation

3.
Chartering banks is the bank regulation that helps reduce the adverse selection problem because it attempts to screen proposals for new banks to prevent risk‑prone entrepreneurs and crooks from controlling them. It will not always work because risk‑prone entrepreneurs and crooks have incentives to hide their true nature and thus may slip through the chartering process.

5. 
The benefits of a too‑big‑to‑fail policy are that it makes bank panics less likely. The costs are that it increases the incentives or moral hazard by big banks who know that depositors do not have incentives to monitor the bank’s risk‑taking activities. In addition, it is an unfair policy because it discriminates against small banks.

7. 
Regulatory forbearance is a dangerous strategy because once a bank is insolvent it has even stronger incentives to commit moral hazard and take on excessive risk. It has little to lose if its risky activities go sour, but has a lot to gain if the risky activities pay off. The resulting excessive risk-taking makes it more likely that the deposit insurance agency will suffer large losses.

9.
Recent CDIC legislation includes reforms for deposit insurance with the objective of minimizing taxpayer losses by reducing the incentives of banks to take on excessive risk. This legislation mandated prompt corrective action (requiring regulators to intervene early when bank capital begins to fall) and instituted risk-based deposit insurance premiums. 

11.
The crisis can be blamed on the principal‑agent problem because politicians and regulators (the agents) have not had the same incentives to minimize costs of deposit insurance as do the taxpayers (the principals). As a result, politicians and regulators relaxed capital standards, removed restrictions on holdings of risky assets, and engaged in regulatory forbearance, thereby increasing the cost of the banking crisis.

13. 
Yes. The current bank regulatory system in Canada is too costly, because it has multiple regulatory agencies (the Bank of Canada, the OSFI, and the CDIC) with overlapping jurisdictions. As the MacKay Task Force proposed, the CDIC’s mandate should be amended to remove the overlap with the OSFI’s mandate. 

15. 
The CDIC must now close banks by the least costly method, thus making it far more likely that uninsured depositors will suffer losses. As a result, depositors have a greater incentive to monitor big banks and pull out their money if the bank is taking on too much risk. As a result, large banks will have less incentives to take on risk, thereby making the banking system safer and sounder and reducing the probability of future banking crises.

Chapter 12

Nonbank Finance

 2.
Because death rates for the population as a whole are predictable with a high degree of certainty, life insurance companies can accurately predict what their payouts to policyholders will be in the future. Consequently, they hold long-term assets that are not particularly liquid. Property losses, however, are more uncertain than the death rate in a population, meaning that P&C insurance companies are less able to predict how much they will have to pay policyholders than life insurance companies are. As a result, P&C insurance companies hold more liquid assets than life insurance companies.

 4.
The favourable tax treatment of pension plans makes it more desirable for people to have larger contributions taken out of their salary into their pension plan. Since these contributions are saved, while if they were paid out in salary they might not be, it is likely that saving would go up.

6.
Deductibles reduce the moral hazard problem because a policyholder will also suffer losses when a claim is made. Thus the policyholder will have the incentive not to engage in activities that make a claim more likely, and this will subject the insurance company to smaller losses.

8. 
Restrictive provisions are necessary in order to reduce moral hazard. They force policyholders to take actions that make it less likely that the insurance company will be exposed to a loss.

10. 
One possible reason is that they are frequently not that widely traded and are thus not very liquid; this illiquidity then reduces their price.

12. 
Because a money market mutual fund holds high‑quality, short‑term debt instruments that do not fluctuate much in value, it can allow you to redeem shares at a fixed price. In contrast, other mutual funds hold assets that have large fluctuations in value, so their share values must also fluctuate.

14. 
You would rather be a dealer or a specialist who holds securities and experiences substantial capital gains or losses. A broker just acts as a middle person who does not need to hold securities, so he or she is not exposed to as much risk.

Chapter 13

Financial Derivatives

1. 
You would like to enter into a contract that specifies that you will purchase $120 million of bonds with an interest rate equal to the current interest rate six months from now.

3. 
The futures price must fall to 101. Otherwise, arbitrageurs could buy the bond for 101, sell the futures contract at 102, and then deliver the bond, thereby making a risk-free profit of 1 point. This is such a good deal that huge sales of the futures contract will result, driving down its price to 101 so that no risk-free profits can be made.

5. 
You would buy $100 million worth, i.e., 1000 contracts, of long-term bond futures contracts with an expiration date of one year in the future. This means that you would be entitled to delivery of the long-term bond at today’s price so that the current rate would be locked in.

7. 
The put option is out of the money because you would not want to take the option to sell the futures at 95 when the price at expiration is 120. Since the premium is $4,000 and you did not exercise the contract, your loss on the contract is $4,000.

9. 
Because an option has the feature that you win big if the price has a large change in one direction but don’t lose big if the price has a large change in the other direction. More volatility of the price means that on average you will have a larger profit because you are more likely to win big with either a call or a put option and thus their premiums will be higher.

11. 
It would swap interest on $5 million of variable-rate assets for the interest on $5 million of fixed-rate assets, thereby eliminating its income GAP.

13. 
You would buy 200 million euros of March futures contracts. With a contract size of 125,000 euros, you would buy 200 million/125,000  1600 contracts.

15. 
You would want to enter into a contract in which you agree to deliver 30 million euros six months from now in exchange for $30 million.

Chapter 14

Structure of Central Banks and the Bank of Canada

2. 
Under the "joint responsibility system," the governor of the Bank of the Canada and the minister of finance consult regularly about monetary policy. Also, in the event of a serious policy conflict, the minister of finance can issue a directive that the Bank must follow. 

4. 
No. The 7-year renewable term does not insulate the Bank from political influence. The governors know that their bureaucratic power can be reined in by a change in government and so must still curry favour with the government. 

6. 
The Bank of Canada has gained power, since the responsibility for monetary policy rests entirely with the Bank. Although under the "joint responsibility system," the minister of finance can issue a directive that the Bank of Canada must follow, it is unlikely that such a directive will be issued and none has been issued to date. 

8. 
The Bank of Canada is more independent because its substantial revenue from securities and overdraft loans and advances allows it to control its own budget.

10. 
The Eurosystem is governed by the European Central Bank’s Executive Board and Governing Council. The Governing Council comprises the Executive Board of the European Central Bank and the governors of the national central banks, with each member having one vote. Its main task is the formulation of the single monetary policy. The Executive Board consists of the European Central Bank’s president, vice president, and four other members and is responsible for the implementation of monetary policy in accordance with the guidelines set by the Governing Council, by giving instructions to the national central banks of the euro area countries. 

12. 
Eliminating the Bank of Canada’s independence might make it more shortsighted and subject to political influence. Thus, when political gains could be achieved by expansionary policy before an election, the Bank might be more likely to engage in this activity. As a result, more pronounced political business cycles might result.

14. 
Uncertain. Although independence may help the Bank of Canada take the long view, because its personnel are not directly affected by the outcome of the next election, the Bank of Canada can still be influenced by political pressure. In addition, the lack of Bank of Canada accountability because of its independence may make the Bank more irresponsible. Thus it is not absolutely clear that the Bank of Canada is more farsighted as a result of its independence.

Chapter 15

Multiple Deposit Creation and the Money Supply Process

1. 
Reserves and the monetary base fall by $2 million, as the following T‑accounts indicate:

	First Bank
	
	Bank of Canada

	Assets
	Liabilities
	
	Assets
	Liabilities

	Reserves        –$2 million
	
	
	Reserves     –$2 million
	Securities    –$2 million

	Securities      $2 million
	
	
	
	


4. 
None.

6. 
The Bank of Canada sale of bonds to the First Bank reduces reserves by $2 million; the T‑accounts are identical to those in the section titled “Multiple Deposit Contraction,” except that all the entries are multiplied by 20,000 (that is, –$100 becomes –$2 million). The net result is that chequable deposits decline by $20 million.

8. 
The total increase in chequable deposits is only $5 million, substantially less than the $10 million that occurs when no excess reserves are held. The reason is that banks now end up holding 20 percent of deposits as reserves and only lend out 80 percent, so that the increase in deposits found in the T‑accounts is $1,000,000  $800,000  $640,000  $512,000  $409,600  . . .  $5 million.

10. 
The banking system is still not in equilibrium because there continues to be $100 million of excess reserves 
( $1 billion of reserves minus $900 million of desired reserves, 10 percent of the $9 billion of deposits). The excess reserves will be lent out until equilibrium is reached with an additional $1 billion of chequable deposits. The T‑account for the banking system when it is in equilibrium is as follows:

	Banking System

	
Assets
	
Liabilities

	Reserves                 $1 billion
	Advances              $1 billion

	Loans                   $10 billion
	Chequable deposits        $10 billion


12. 
$500  $100/0.2, as the formula in Equation (1) indicates.

14.
None. The reduction of $10 million in advances and increase of $10 million of bonds held by the Bank of Canada leaves the level of reserves unchanged so that chequable deposits remain unchanged.

Chapter 16

Determinants of the Money Supply

2. 
False. There would still be leakage into currency and excess reserves that would limit the increase in deposit expansion. We can also see this in Equation (4) because the denominator will not equal zero if r  0; therefore, the money multiplier will not be infinite.

4. 
The rise in banks’ holdings of reserves relative to chequable deposits meant that the banking system in effect had fewer reserves to support chequable deposits. Thus the money multiplier fell and this led to a decline in the money supply.

6. 
M1+ remains unchanged while M2+ (which includes money market mutual funds) increases.  

8.
The rise in interest rates in a boom increases the cost of holding excess reserves which increases the amount of reserves available to support chequable deposits. The result is a higher money supply during a boom. Similarly, when interest rates fall during a recession, the money supply also has a tendency to fall.

10.
The Bank of Canada does pay some interest on bank settlement balances (the bank rate less 50 basis points, as you will see in the next chapter). If that interest rate were to increase, excess reserves would be more attractive to hold.

12.
The money supply falls. The rise in c means that there has been a shift from deposits which undergo multiple deposit expansion to currency which does not. Thus overall level of multiple expansion declines, and the money multiplier and money supply fall.

14.
The increase in loan demand will cause interest rates to rise. The rise in interest rates increases the cost of holding excess reserves and the incentives to borrow from the Bank of Canada. Therefore, excess reserves fall, which increases the amount of reserves available to support chequable deposits. The result is a higher money supply.

Chapter 17

Tools of Monetary Policy

2. 
When the public’s holding of currency increases, during Christmas, the currency–chequable deposits ratio increases and the money supply falls. To counteract this decline in the money supply, the Bank of Canada will conduct a defensive open market purchase.

4. 
In the pre-LVTS system, government deposit shifting was effected by the Bank's daily cash setting. In the LVTS environment, however, the cash setting mechanism is not a practical tool for government deposit shifting. Morning and afternoon auctions of government term deposits are used to effect the transfer.

6. 
False. Adjustments in the bank rate do not affect the level of advances in the current Canadian institutional framework within which monetary policy is conducted. This statement would be true for the Federal Reserve in the United States, however. In fact the Fed can also affect the level of discount loans by directly limiting the amount of discount loans an individual bank can have.

8. 
A rise in the operating band increases short-term interest rates in the economy. This reduces the monetary base and the money supply.  On the other hand, a fall in the operating band decreases short-term interest rates and increases the monetary base and the money supply.

10. 
The costs are that banks that deserve to go out of business because of poor management may survive because of Bank of Canada lending to prevent panics. This might lead to an inefficient banking system with many poorly run banks.

12. 
When interest rates rise during a boom, the spread between market interest rates and the bank rate usually rises and the level of Bank of Canada advances increases. The result is a rise in the monetary base and the money supply during a boom. Similarly, during a recession, when interest rates rise, the level of Bank of Canada lending falls, which reduces the monetary base.

14. 
The channel/corridor system for setting the overnight funds rate enables the Bank of Canada to use its standing liquidity facilities and set the overnight rate of interest irrespective of the demand for reserves.

Chapter 18

Conduct of Monetary Policy: Targets and Goals

2. 
(a) The three‑month treasury bill rate can be thought of as either an operating target or an intermediate target. It can be an operating target because it is a variable that can be affected directly by the tools of the Bank of Canada (open market operations, in particular). It can be an intermediate target because it has some direct effect on economic activity. (b) The monetary base is an operating target because it can be directly affected by the tools of the Bank of Canada and is only linked to economic activity through its effect on the money supply. (c) M1 is an intermediate target because it is not directly affected by the tools of the Bank of Canada and has some direct effect on economic activity.

4. 
The increase in money demand that shifts the money demand curve to the right would raise interest rates. In order to prevent this, the Bank of Canada will buy bonds, bidding up their price and lowering their interest rates back down to the target level. The open market purchase will then cause the monetary base and the money supply to rise.

6. 
The monetary base is more controllable than M2+ because it is more directly influenced by the tools of the Bank of Canada. It is measured more accurately and quickly than M2+ because the Bank of Canada can calculate the base from its own balance sheet data, while it constructs M2+ numbers from surveys of banks, which take some time to collect and are not always that accurate. Even though the base is a better intermediate target on the grounds of measurability and controllability, it is not necessarily a better intermediate target because its link to economic activity may be weaker than that between M2+ and economic activity.

8. 
An inflation-targeting framework increases the transparency of monetary policy and reduces the likelihood that the Bank of Canada will fall into the time-consistency trap (trying to expand output and employment by pursuing overly expansionary monetary policy). The transparency of policy associated with inflation targeting tends to make the Bank of Canada highly accountable to the public and the government.

10. 
Yes. Sustained successes in the conduct of monetary policy, as measured against pre-announced and well-defined inflation targets over the last ten years, have dramatically increased the credibility of the Bank of Canada. 

12. 
Not necessarily. The failure of the Bank of Canada to control the money supply may be more attributable to poor Bank operating procedures and its weak commitment to control of the money supply.

14. 
Bank behaviour can lead to procyclical money growth because when interest rates rise in a boom, they decrease excess reserves and increase their borrowing from the Bank of Canada, both of which lead to a higher money supply. Similarly, when interest rates fall in a recession, they increase excess reserves and decrease their borrowing from the Bank of Canada, leading to a lower money supply. The result is that the money supply will tend to grow faster in booms and slower in recessions—it is procyclical. Bank of Canada behaviour also can lead to procyclical money growth because (as the answer to problem 1 indicates) an interest‑rate target can lead to a slower rate of growth of the money supply during recessions and a more rapid rate of growth during booms.

Chapter 19

The Foreign Exchange Market

1. 
You are more likely to drink Canadian wine because the euro appreciation makes French wine relatively more expensive than Canadian wine.

5. 
In the long run, the fall in the demand for a country’s exports leads to a depreciation of its currency, but the higher tariffs lead to an appreciation. Therefore, the effect on the exchange rate is uncertain.

7. 
The dollar will appreciate. Because expected Canadian inflation falls as a result of the announcement, there will be an expected depreciation of the foreign currency and the expected return on foreign deposits will fall. The RF curve thus shifts in to the left and the equilibrium exchange rate rises.

9. 
The dollar will appreciate. The announcement of tariffs will raise the expected future exchange rate for the dollar and so increase the expected appreciation of the dollar. 

11. 
The dollar will appreciate. The increase in Canadian productivity raises the expected future exchange rate and results in an expected depreciation of foreign currencies, thus lowering the expected return on foreign deposits. The resulting leftward shift of the RF schedule leads to a rise in the equilibrium exchange rate.

13. 
The dollar will depreciate. The drop of expected inflation in Europe, which leads to a decline in the foreign interest rate (which is smaller than the drop in expected inflation), leads to a rise in the expected return on foreign deposits because the expected euro appreciation is greater than the decline in the foreign interest rate. The resulting rise in the expected return on foreign deposits shifts the RF schedule out to the right and the equilibrium Canadian exchange rate falls.

15.
Because it is harder to get French goods, people will buy more foreign goods and the euro exchange rate in the future will fall. As a result the expected return on euro assets will fall at each exchange rate, RF will shift in and the value of the euro will fall (value of the dollar will rise).

Chapter 20

The International Financial System

1.
The purchase of dollars involves a sale of foreign assets which means that international reserves fall. However, the offsetting open market purchase means that the monetary base and the money supply will remain unchanged. If dollar and foreign deposits are perfect substitutes, then there is no effect on the exchange rate because neither the RF or RD schedules shift since there is no change in the money supply. 

3. 
(a) A receipt in the capital account; (b) a payment in the current account; (c) a receipt in the method of financing; (d) a receipt in the current account; (e) a payment in the current account; (f) a payment in the capital account; and (g) a receipt in the capital account.

5. 
The increase in British productivity would create a tendency for the pound to appreciate relative to the dollar. The higher value of the pound would now cause Canadians to exchange dollars for gold, ship the gold to Britain, and then buy British pounds with the gold. The result is that British holdings of gold (international reserves) would increase, which would raise the money supply because the monetary base would increase. The higher British money supply would then tend to lower the exchange rate back down to its par level because it would cause the price level to rise, which would lead to a depreciation of the pound.

7. 
The situation would be as depicted in Figure 2, Panel (b). The central bank would need to sell domestic currency and buy foreign assets, thus increasing its international reserves and the monetary base. The resulting rise in the money supply would then lead to a decline in the domestic interest rate which would shift RD in to the left so that the equilibrium exchange rate would be at par.

9. 
True, because when the exchange rate is falling, the central bank must buy its currency, which lowers its holdings of international reserves and its monetary base. Similarly, when the exchange rate is rising, it must sell its currency, which raises its holdings of international reserves and its monetary base. The necessary central bank intervention to keep its exchange rate fixed thus affects the monetary base and hence the money supply.

11. 
False. As seen in the chapter, a reserve currency country, such as the United States, can have its balance of payments deficits financed by foreign central banks, leaving its international reserves unchanged.

13. 
False. Inflation occurred when the world was under the gold standard before World War I. The gold discoveries in the Klondike and South Africa before World War I led to a continuing increase in the quantity of gold, which caused a more rapid growth in money supplies throughout the world. The result was worldwide inflation.

15.
Uncertain. Although after 1973, countries no longer must intervene in the foreign exchange market to keep their currencies at a par level and so could pursue more independent monetary policy, they have not chosen to do so; rather, they have continued to engage in substantial intervention in the foreign exchange market. Thus they continue to have substantial fluctuations in international reserves, which affect their money supply.

Chapter 21

Monetary Policy Strategy: The International Experience

1.
A nominal anchor helps promote price stability by tying inflation expectations to low levels directly through its constraint on the value of money. It can also limit the time-inconsistency problem by providing an expected constraint on monetary policy.

3.
Central bankers might think they can boost output or lower unemployment by pursuing overly expansionary monetary policy even though in the long run this just leads to higher inflation and no gains on the output or unemployment front. Alternatively, politicians may pressure the central bank to pursue overly expansionary policies.

5.
German reunification produced tight monetary policy in Germany which raised interest rates for the other ERM countries because their currencies were pegged to the German mark. The high interest rates then slowed economic growth and increased unemployment in the other countries.

7.
Emerging market countries may not lose much by giving up the ability to pursue an independent monetary policy because they are unable to do monetary policy well as a result of weak political or monetary institutions.

9.
Exchange rate targeting is likely to be a sensible strategy for industrialized countries when domestic monetary and political institutions are not conducive to good monetary policymaking, and when there are other important benefits of an exchange rate target that have nothing to do with monetary policy. Exchange rate targeting is likely to be sensible for emerging market countries whose political and monetary institutions are weak so that it is the only way to break inflationary psychology and stabilize the economy.

11.
Dollarization has the advantage that there is no possibility of a speculative attack. Dollarization has the disadvantage that it results in the loss of seignorage, the revenue to the government from having its own currency.

13.
Monetary targeting it only works well if there is a reliable relationship between the monetary aggregate and inflation, a relationship that has often not held in different countries.

15.
Sustained success in the conduct of monetary policy as measured against a pre-announced and well-defined inflation target can be instrumental in building public support for a central bank’s independence and for its policies.  Also inflation targeting is consistent with democratic principles because the central bank is more accountable.

17.
False. Inflation targeting does not imply a sole focus on inflation. In practice, inflation targeters do worry about output fluctuations and inflation targeting may even be able to reduce output fluctuations because it allows monetary policymakers to respond more aggressively to declines in demand because they don’t have to worry that the resulting expansionary monetary policy will lead to a sharp rise in inflation expectations.

19.
This strategy has the following advantages: 1) it enables monetary policy to focus on domestic considerations; 2) it does not rely on a stable money-inflation relationship; 3) it has had a demonstrated success, producing low inflation with the longest business cycle expansion since World War II. However, it has the following disadvantages: 1) it has a lack of transparency; 2) it is strongly dependent on the preferences, skills, and trustworthiness of individuals in the central bank and the government; and 3) it has some inconsistencies with democratic principles because the central bank is not highly accountable.

Chapter 22

The Demand for Money

2. 
Nominal GDP increases from $1 trillion to $1.5 trillion.

4. 
Velocity would fall because a greater quantity of the money supply (M) would be needed to carry out the same level of transactions (PY); PY/M  V would then fall.

6. 
The price level declines from 2 ( 2,000/1,000) to 1.5 ( 1,500/1,000).

10. 
Because it indicates that money demand and hence velocity is affected by interest rates, and since interest rates fluctuate a lot, velocity will as well. Furthermore, as the answer to Problem 9 suggests, changes in people’s expectations about what the normal level of interest rates are will cause money demand and hence velocity to fluctuate. Keynes’s analysis of the speculative demand for money thus suggests that velocity will be far from constant; rather, it will undergo substantial fluctuations.

12. 
Zero. Holding bonds does not lead to any brokerage costs, but they do pay interest. Thus bonds are clearly preferred to cash, which pays no interest. Grant will hold only bonds, no cash.

14. 
In Keynes’s view, a rise in interest rates leads to a lower relative expected return of money and hence a lower demand for money. In Friedman’s view, a rise in interest rates leads to an increase in the implicit interest paid on chequable deposits, so the relative expected return of money only falls by a small amount. Hence, in Friedman’s view, the demand for money changes little when interest rates rise.

Chapter 23

The Keynesian Framework and the ISLM Model

1. 
When DI  0, C  100; when DI  400, C  460; when DI  800, C  820; when DI  1,200, C 1,180.

3. 
(a) Equilibrium output of 1,200 occurs at the intersection of the 45E Y  Yad line and the aggregate demand function, Yad  C  I  300  0.75Y. (b) The equilibrium level of output falls by 400 to 800.

5. 
The multiplier in Problem 4 equals 5 ( 1/(1 – mpc)  1/(1 – 0.8)  1/0.2) and in Problem 3 equals 4 ( 1/
(1 – 0.75)  1/0.25). The intuitive explanation for the higher multiplier in Problem 4 is that the higher marginal propensity to consume in that case results in a greater rise in consumer expenditure when there is an increase in planned investment spending that raises income. The greater rise in consumer expenditure then leads to a higher quantity of output demanded (aggregate demand) and hence to a higher level of equilibrium output.

7. 
True. In both situations, autonomous spending rises by $50 billion, leading to the same increase in aggregate output.

9. 
$500 billion because the multiplier equals 2 ( 1/(1 – mpc)  1/(1 – 0.5)  1/0.5).

11. 
Aggregate output falls by $300 billion. As a result of the reduction in taxes, consumer expenditure increases by $150 billion (mpc (( the change in taxes  0.5 ( 300), while government spending falls by $300 billion, so the net change in autonomous spending is –$150 billion. Since the multiplier is 2 ( 1/(1 – mpc)  1/(1 – 0.5)  1/0.5), aggregate output changes by –$300 billion ( –150 ( 2).

13. 
Since as interest rates fall, planned investment spending doesn’t change, equilibrium output remains unchanged. This means that the IS curve is vertical.

15. 
False. Even if the economy is at a point off both the IS and LM curves, it will have a tendency to move toward both of them. Only when it is at the intersection of both curves is there no tendency for the interest rate and output to change, so this is where the economy comes to rest.

Chapter 24

Monetary and Fiscal Policy in the ISLM Model

1. 
The IS curve shifts to the right. An equal rise in government spending and taxes leads to a rise in autonomous spending because the resulting decrease in consumer expenditure is less than the increase in government spending. The aggregate demand function rises in the Keynesian cross diagram, and so aggregate output is higher at any given level of interest rates, leading to a rightward shift of the IS curve.

3. 
The effect on the LM curve is uncertain. Since the demand for money falls at the same time that the money supply is decreased, it is not clear whether, at a point on the original LM curve, there will be an excess supply of money or an excess demand for money. Thus the LM curve might shift to the right or the left.

5. 
It increases the money supply so that the LM curve shifts out at the same time that the IS curve shifts out because of the increase in military spending. Then the intersection of the new IS and LM curves need not be at a higher interest rate. 

7. 
False. As the price level rises, real money balances decline and the LM curve shifts to the left. The outcome of a higher price level is thus a decline in equilibrium output.

9. 
An equal rise in government spending and taxes raises autonomous spending and causes the IS curve to shift to the right. As a result, equilibrium output rises at each given price level and the aggregate demand curve shifts to the right.

11. 
Interest rates and output will fall (which is exactly what happened during the Great Depression). The decline in autonomous consumer expenditure shifts the IS curve to the left and the equilibrium level of interest rates and output will fall.

15. 
Interest rates will rise and aggregate output will fall. The rise in the demand for money creates an excess demand for money at each point on the initial LM curve. For any given interest rate, this excess demand for money can be eliminated by a decline in output, so the new LM curve must be to the left of the initial LM curve. The leftward shift of the LM curve leads to a higher level of the equilibrium interest rate and a lower level of equilibrium output.

Chapter 25

Aggregate Demand and Supply Analysis

1. 
From the equation of exchange aggregate spending, PY equals $2,000 billion ( MV  400 ( 5). The aggregate demand curve on the graph should show that, when P  0.5, Y  4,000; when P  1.0, Y  2,000; and when P  2.0, Y  1,000. If the money supply falls to $50 billion, the aggregate demand curve shifts to the left. You will see this on your graph because aggregate spending now equals only $250 billion, and the new aggregate demand curve shows that, when P  0.5, Y  500; when P  1.0, Y  250; and when P  2.0, Y  125.

3. 
The effect on the Keynesian aggregate demand curve is uncertain because increased government spending would shift it to the right while the reduction in the money supply shifts it to the left. On the other hand, the monetarist aggregate demand curve will unambiguously shift to the left. In the monetarist view, the increased government spending has no effect on the aggregate demand curve and cannot offset the leftward shift stemming from the reduction in the money supply.

5. 
The lower cost of foreign goods means that the costs of production fall in Canada and the aggregate supply curve shifts outward. The strong dollar makes foreign goods more competitive with Canadian goods so that net exports fall. The lower quantity of output demanded at each price level implies that the aggregate demand curve shifts inward.

7. 
The aggregate supply curve will shift inward because wages and production costs rise, since workers and firms expect prices to be higher.

9. 
Initially, unemployment is above the natural rate level, which causes wages to fall and the aggregate supply curve to shift outward. The economy will then slide down along the aggregate demand curve, and the price level will fall until aggregate output has risen to the natural‑rate level and there is no further tendency for wages to fall.

11. 
True. Monetarists believe that the economy returns quickly to its long‑run position, in which unemployment is at the natural-rate level. Since they believe that the long run is not too far off in the future, they do not support activist policy to eliminate unemployment. Keynesians, on the other hand, believe that the economy returns only slowly to its long‑run position. Their belief that the long run is far off in the future prompts them to support activist policy to eliminate unemployment.

13. 
The price level will be lower than it otherwise would be and aggregate output will be higher. The lower expected inflation will cause the aggregate supply curve to shift up less than it otherwise would, so that the intersection of the aggregate supply curve with the aggregate demand curve will be at a higher level of output and a lower price level.

15. 
The improved Canadian competitiveness would cause net exports to rise, leading to a rightward shift of the aggregate demand curve, which would initially raise aggregate output and the price level (increasing inflation). The decline in the dollar also would have an effect on the aggregate supply curve. The lower value of the dollar would make foreign factors of production over inflation more expensive, which would raise Canadian production costs. The resulting inward shift of the aggregate supply curve would cause the price level to rise further and would offset the expansionary effect on output from the rightward shift of the aggregate demand curve. In the long run, however, aggregate output would return to its natural rate level and the price level would stop rising so that the increase in inflation would be only temporary.

Chapter 26

Transmission Mechanisms of Monetary Policy: The Evidence

1. 
Method B produces structural‑model evidence because it uses a model that explains the channels through which jogging affects health; method A produces reduced‑form evidence because it only looks at the correlation of jogging and health.

2. 
Yes. Even though jogging doesn’t lower cholesterol and blood pressure, it might make the heart muscle stronger and thus more able to withstand heart attacks. In this case, jogging would still be good for your health.

3. 
Yes. If only healthy people like to jog, then the finding that joggers live longer than nonjoggers may only be the result of reverse causation—namely, good health promotes jogging, rather than the other way around.

7. 
We learned in Chapter 6 that interest rates tend to increase when aggregate output increases during a boom and tend to fall when aggregate output falls during a recession. Thus, when output rises and interest rates rise, banks would reduce the level of their desired reserves, leading to a rise in the money supply. The outcome is that the rise in output might lead to a rise in the money supply; finding a strong correlation between money and output might reflect causation running from output to money, rather than from money to output.

9. 
Not necessarily. This timing evidence is suspect because researchers may have focused on the one variable, the money growth rate, that suggests a relationship between money and the business cycle. Furthermore, instead of interpreting the data to say that the money growth rate leads the business cycle, it is also possible to interpret the data to say that the business cycle leads the money growth rate. What makes this timing evidence more convincing is that some of the episodes in which money growth slows appear to be exogenous events. The fact that recessions followed soon thereafter provides more convincing evidence that there is a link between money and business cycles.

11. 
There are three main mechanisms through which the decline in stock prices could have reduced aggregate demand and contributed to the severity of the recession. First, the decline in stock prices lowered Tobin’s q and might have reduced investment spending. Second, the decline in financial wealth, as a result of the stock price decline, could have caused a drop in consumption because consumers’ lifetime resources were reduced. Third, the decline in stock prices lowered the value of financial assets, which increased the public’s probability of financial distress, and so they cut back on their purchases of consumer durables and housing.

13. 
Stock prices will rise. One story is that when the money supply rises, people will have more money than they want to hold, so they buy stocks, bidding up their price. Another is that the rise in the money supply lowers interest rates, so the yields on alternative assets to stocks fall. This makes stocks more attractive, increases their demand, and hence raises their price.

15. 
Not necessarily. The statement that “money doesn’t matter at all” is untrue; however, it does not logically follow that the reverse—“money is all that matters”—is true. Thus many economists accept the monetarist evidence that money does matter but do not believe that money is all that matters.

Chapter 27

Money and Inflation

1. 
The evidence in this quote does not cast doubt on the statement that inflation is a monetary phenomenon, as long as inflation is thought of as a continuing increase in the price level—sustained inflation. Then the fact that inflation is high one year when money growth is low is not inconsistent with the statement that inflation is always and everywhere a monetary phenomenon.

3. 
False. Fiscal policy can produce rightward shifts in the aggregate demand curve, which lead to a one‑shot increase in the price level. However, fiscal policy cannot produce continuing rightward shifts in the aggregate demand curve because there are limits to how high government spending can be raised (it cannot go above 100 percent of GDP) and how much taxes can be cut (they cannot go below zero). Therefore, since a continuing rightward shift of the aggregate demand curve is required in order for inflation to occur (a continuing increase in the price level), fiscal policy cannot be the source of the inflation.

5. 
False. Even though policymakers do not want inflation, if they pursue goals such as high employment or choose to run high budget deficits, inflationary monetary policy and inflation can result through the mechanisms in the chapter.

7. 
If there is a persistent budget deficit, the government’s sale of bonds might continually put pressure on interest rates to rise. If the Bank of Canada wants to prevent the rise in interest rates, it buys bonds to bid up their price and thereby lowers interest rates. The resulting increase in the monetary base leads to a continuing increase in the money supply, which produces inflation.

9. 
False. With a more sluggish wage and price adjustment, it is more likely that the aggregate supply curve would remain at AS1 in Figure 27-11 when the aggregate demand curve is shifted out to AD2. Thus the economy would go to point 2 in Figure 27-11 and there would be less tendency for movement from point 1’ to 2’ before getting to point 2. Thus it is less likely that output and the price level would be highly variable.

11. 
For two reasons. First, policymakers may choose too high an employment target and thus produce the demand‑pull inflation depicted in Figure 27-7. Second, the high employment policy is more likely to produce a cost‑push inflation, as the answer to Problem 8 indicates.

13. 
Not necessarily, because an activist policy to eliminate unemployment is likely to lead to the demand‑pull and cost‑push inflations depicted in Figure 27-6 and Figure 27-7. In addition, the activist policy might lead to a higher probability that workers will push up their wages, which results in episodes of high unemployment.

Chapter 28

Rational Expectations: Implications for Policy

1. 
Long‑term interest rates will fall. Theories of the term structure suggest that long‑term interest rates are related to the expected average of future short‑term interest rates. When the public expects the Bank of Canada to raise short‑term interest rates permanently, they raise their expectations of future short‑term rates and long rates are higher. Then, when the Bank of Canada does not go through with the expected policy of raising short‑term rates, the public will realize that their expectations were mistaken and will revise their expectations of short‑term rates downward. The result is that the Bank’s decision not to go through with the policy change causes long‑term interest rates to fall.

3.
In the new classical model, the Bank of Canada governor’s plan might work if the public believes his announcement. When the public expects the 10 percent money growth rate and the Bank of Canada does implement this change, suppose the aggregate demand and supply curves both move up by 10 percent per year and the price level increases at a 10 percent rate. When the public lowers its expectations of money growth, the aggregate supply curve does not move up by the full 10 percent. Then, when the aggregate demand curve is shifted up by the full 10 percent, the intersection of the aggregate demand and supply curves is at a higher level of output and a lower rate of increase of the price level than 10 percent. Thus, if the governor is believed, his plan will help to lower inflation and unemployment. However, why should the public believe the governor if they suspect that he might renege on his promises? If he is not believed (a likely possibility, since the public will try to figure out if the governor plans to mislead them), then his plan will not work. In the traditional model, the governor’s announcement has no effect on the aggregate supply curve. Thus, the outcome of his policy will be the same, whether he tries to fool the public or not.

5. 
The similarities between the monetarist and new classical view of aggregate supply is that they both assume that wages and prices are set flexibly and that expectations about policy affect the position of the aggregate supply curve. The monetarist view of aggregate supply, however, does not make the strong assumption that wages and prices are completely flexible with regard to expected changes in the price level. As a result, some monetarists do not accept the policy ineffectiveness proposition.

7. 
The principle that the forecast errors of expectation cannot be predictable, which implies that unanticipated policy must be unpredictable. Since only unanticipated policy affects aggregate output in the new classical model, stabilization policy can have no predictable effect on aggregate output.

9. 
True, if expectations about policy affect the wage- and price-setting process. In models in which expectations about policy are relevant (such as the new classical and new Keynesian models), Figure 28-6 shows that a credible anti‑inflation policy reduces inflation faster and at lower output costs than an anti‑inflation policy that is not believed (and hence expected) by the public.

11. 
In this situation, the aggregate demand curve shifts to the left. But because this shift is expected, the aggregate supply curve shifts out, so there is no change in aggregate output. The intersection of the new aggregate demand and supply curves is at a lower price level but at the same level of aggregate output.

12. 
In the new Keynesian model and the traditional model, both the price level and aggregate output would fall. In the traditional model, the aggregate demand curve shifts to the left, but the aggregate supply curve is unaffected. The result is that both output and the price level fall. In the new Keynesian model, because the leftward shift in the aggregate demand curve is expected, the aggregate supply curve shifts out; however, it shifts out by less than in the new classical model, so aggregate output falls at the same time that price level falls.

15.
The traditional model does not allow for substantial shifts in the aggregate supply curve because of new events, so it would predict no change in inflation or output. In both the new classical and new Keynesian models, the rise in expected inflation as a result of the election would shift the aggregate supply curve upward which would lead to a rise in inflation and a fall in output. However, in the new classical model, the shift in the aggregate supply curve would be greater so the rise in inflation and fall in output would be larger than in the new Keynesian model. 


