Economics 2221b 570

Assignment
This assignment counts for 5% of the final grade.  It is due at 11:59 am of the final exam day in April (before the exam).
 It is to be uploaded through your Owl.uwo.ca webpage of this course for the section of the “Assignment”. 
No late submission will be accepted.
As these are the questions of assignment, no written answers will be provided.  However, they may be discussed in class and in office hours. 

The assignment includes two parts: one is the institutional knowledge that we do not have to time to cover in class; and the other is the review questions for the test/exam.
1. (Definition and Scope of Money and Money Supply Multiplier)
What are the most recent Canadian statistics for the following variables? Timesaving Hint: 

-For a rough definition of different scopes of money supply, refer to 

http://www.bankofcanada.ca/wp-content/uploads/2010/11/canada_money_supply.pdf 

-For detailed data information, refer to the E section of the Bank of Canada Annual Financial Report found at http://www.bankofcanada.ca/wp-content/uploads/2013/11/bfs_november2013.pdf 

1) Find the updated (most recent) statistics for the following scopes of money supply for Canada:
High Powered Money  (  $ billion)

M1 ($ billion) and its composition

M1+
M1++

M2($ billion) and its composition

(note the difference between the M1++ and M2).

M2+(S billion) and its composition
M2++

M3

1) Compare the various scopes of money of the U.S. and Canada. (Hint: Read http://instruct.uwo.ca/economics/221b-570/MoneySupplyScopesInternationalComparison.pdf , particularly, Pages 5, 9, 21 for Canada; and the aforementioned http://www.bankofcanada.ca/wp-content/uploads/2010/11/canada_money_supply.pdf  ).

Make a table with M1, M1+, etc, and examine the different components for the two countries. For example,

	
	
	

	H or MB
	
	

	M1
	
	

	M1+, etc
	
	

	M2
	
	

	M2+, etc
	
	


, and Continue for M1++, etc.)

For information, refer to the E section of the Bank of Canada Annual Financial Reprot found at http://www.bankofcanada.ca/wp-content/uploads/2013/11/bfs_november2013.pdf 
2) Derive the Money Supply Multiplier for M2 (to H).   
2. Bank of Canada, Monetary Policy, Monetary Policy Instrument and Target, Transmissions Mechanism:

1) Summarize the Empirical works on the Relations between M1, M2, etc, and macroeconomic variables, such as Y and P or Which scope(s) of money supply does the monetary authority in Canada or the Bank of Canada focus for monetary policies?  

Hint:  http://www.bankofcanada.ca/wp-content/uploads/2010/01/tr93.pdf; and 

http://www.bankofcanada.ca/wp-content/uploads/2010/08/mcphail-final.pdf  )

2) Currently, what is the main goal of monetary policy of the Bank of Canada?

(Hint: http://www.bankofcanada.ca/2005/12/approach-monetary-policy-inflation-targeting/ )

3) What is the ‘Inflation targeting’? Which countries in the world do adopt this? What are their performances?: Are they achieving their goal?

4) What does empirical study say about the trade-off between inflation and national income?: Or how much real national income would rise if the rate of inflation drops by 1% in Canada?

5) Many governments in the world decided to use the ‘Quantity Easing’ in the face of the recent financial crisis which started in 2-007.  What are new challenges for the Bank of Canada, which has adopted inflation targeting since 1991?

(Hint: read http://www.bankofcanada.ca/2009/01/inflation-targeting-global-recession/  )

3. Money Supply Multiplier
1) Derive the Money Supply Mulitiplier.
2) In the above mathematical model of Money Supply Multiplier, analyze the impact of ‘financial instability and ‘liquidity crisis’,  where the general public feels doubt about the safety of its deposits with banks and the bank executives feel more need for reserves as buffer against increased cash withdrawals and possible bank runs.

4. (Open Market Operation) Answer the following questions: Timesaving Hint: Refer to relevant papers on the course webpage.
1) What is the Large Value Transfer System(LVTS) in Canada?  How many participants are there in LVTS?  What are the participants of LVTS?; Who they are; whether they are working for themselves or major Canadian financial insttituions, etc. How large is the daily transaction of LVTS?

(Hint: Read http://instruct.uwo.ca/economics/221b-570/LVTSandMonetaryPolicy.pdf )
2) How does the Bank of Canada affect the availability of liquidity through the Open Market Operation?  What is the arrangement/instrument called, in which the Bank of Canada buys the government securities to the participants of LVTS in order to increase liquidity among the private sector with the understanding that the Bank will sell them back to the participants of LVTS?  What is the financial arrangement/instrument for the opposite operation called?  Draw graphs with the Bank of Canada and the Private Sector with flows of money and securities between them.

3) When the government uses the LVTS, it assumes that liquidity provided will flow from the participants in the LVTS system eventually to the economy or the general public. Take the example of the early stage of the 2007-8 financial crisis and show why it did not work and where the liquidity went. And also explain what the government had to do so that the liquidity provided should go to the general public and the economic activities.   (Hint: Hint: Refer to the paper by Han and Ibbott(2009) on the course webpage, which discusses the Insure Mortgage Purchase Plan).

5. (Monetary Activities + Fiscal Activities)
Analyze the impact of the following operations on the Money Supply:  Draw the graph with the government (of Canada) and the general public (of Canada) with flows of money and securities between the two.l
1) The Ministry of Finance of the Canadian Government issues government bonds.  It sells them to the Canadian general public, and uses the acquired fund to spend on made-in-Canada products as part of expansionary fiscal policy. 

2)  The Ministry of Finance of Canada sells government bonds to the Bank of Canada.  The Ministry spends the acquired funds on Canadian goods as part of fiscal activities.
3) The Canadian Ministry of Finance sells bonds though bond dealers to the Chinese government, and uses the acquired funds on made-in-U.S.A. military equipments for war operation in Afganistan. 

4) In light of the above analyses, evaluate the following comment:

“Bond-financed fiscal expenditures are inflationary”.

Hint: “Evaluating” means determining i)whether a given statement is ‘unconditionally’ or ‘at- all-times’ true; ii) true only under a certain condition and you specify the condition under which the statement is true or the condition under which the statement is false; or iii) false at all times, and explaining your answer. 

6. (Money Demand)  Cash Inventory Theoretic Approach to Money Demand Function (Hint: Refer to the lecture note).
Suppose that your weekly income is $ Y, and your one-time cash withdrawal from bank is $Z, and the travel cost is $ tc.  Interest rate is given as equal to i. 

1) Derive the total cost function, explicit and implicit, for cash balance.

2) Derive the optimal amount of cash withdrawal of Z* and the optimal cash balances of M* = Z*/2.

3) Through differentiation (calculus), derive the elasticities of cash demand with respect to income and interest rate respectively.

2) What is the elasticity of real money demand with respect to interest rate in U.S. and Canada in empirical research works?
7. Elasticity of Real Money Demand and the Degrees of Effectiveness of Monetary Policy
1) Illustrate varying degrees of effectiveness of a given monetary policy (say, an expansionary monetary policy) on the real income for a small and large elasticity of real money demand with respect to interest rate, respectively.   

2) Explain what it means by saying, “ The monetary authority is in a constant search for a stable money”.
8. Relationship between Money and Real National Income: Use the Quantity Equation of Exchange of M V = P y.
1) If y<yf, what will happen to y if money supply(MS) is increased?  Distinguish the differences between the hard-core Keynesians of “Money Does not Matter” and the rest of economic theories of “Money Matters”.

2) If y = yf, what will happen to y and P if MS goes up.  Think of all possibilities. Explain what will happen to V and why it will happen in each different case.
9. Concepts of Neutrality of Money and Non-Neutrality of Money. 

1) Define the Neutrality of Money and the Non-neutrality of Money carefully.

2) What is the neutrality of money and the non-neutrality of money for the above all cases in Questions 8. 1) to 2)?

10. Rational Expectations Theory of Money Supplyl

1) What is the Policy Invariance Theorem? Carefully present it with all necessary qualifier and conditions.

2) Under what conditions would a monetary policy be fully anticipated, in addition to the case where the monetary policy is fully and honestly announced ahead of time by the government?

3) What is the ‘deterministic rule’ of a monetary policy? Take an example.

4) Evaluate the following statement:

“The Policy Invariance Theorem says that money does not have any impact on real national income, but only on nominal variables such as price level”.

(Hint: How is the PIT of the Rational Expectations theory and the Neutrality of Money are different). 

3) When would the money supply have impact on the real national income according to the rational expectations theory and the PIT? Answer this question in the context of the expectations of money supply by the general public and the difference between the expected MS and the actual MS, or forecast/expectations errors of money supply.
4) Illustrate the cases where the general public make an expectations error about the future money supply:  Show the impact on y and P in the short-run and long-run.  Assign the Neutrality of Money and the Non-Neutrality of Money for SR and LR of each case. 

5) Suppose that the government follows the ‘deterministic monetary policy rue’ such as 

MSt+1 = MSt  +   (Ut-UN) where  >0,

And the real national income is given as

Yt+1* = yf + ½ (Mt+1 – Me t+1) + ½(e-n), where e and n denote the AD and AS shocks. 

Explain the Policy Invariance Theorem in this case by using the above two equations:

11. Evaluate the following statement: Determine whether the given statement is true or false, and explain why.
1)“As long as any increase in money supply is fully anticipated, it has no impact on real national income.  A fully anticipated increase in money supply affects only nominal variable such as Price Level, inflation rate, but it has no impact on real variables such as y.  As a consequence, a fully anticipated-inflation of 3% per annum has no impact on real national income, neither does a 10% anticipated-inflation.”

2)”A fully anticipated inflation has no impact on real national income, and thus it really does not matter in our economic life and society whether we have 3% inflation or 10% inflation as long as it is fully anticipated and there is no uncertainty or confusion about it”. 
12. Phillips Curves
1) Explain the concepts of Phillips Curve, and draw the graph with a clear marking of UN, , and so forth. What is the sacrifice ratio?

2) Explain the Expectations-Augmented Phillips curves by Edmund Phelps?  

3) Suppose that a country has a high rate of inflation, but the government would like to lower the rate of inflation without causing any harmful impact on the national income (down) or the unemployment rate.

Use the concept of 2) for a strategy for a successful ‘Disinflation Policy’, and illustrate it. 

13. Milton Friedman’s Theory of Optimal Inflation Policy

1) Define the cost of Inflation. Explain the cost of inflation in details (shoe-leather cost, in particular) and with concrete examples.

2) Explain the Optimal Inflation Policy by M. Friedman. Illustrate it with an gap between the Social Optimality and an Individual Optimality concerning the usage of paper money.

3) Use the concept of social welfares in M. Friedman’s theory of Optimal Inflation, and compare the Dead Weight Loss for a low inflation and a high inflation respectively. 

4) Evaluate the following statement in light of M. Friedman’s Optimal Inflation Policy:

“ The best monetary policy we can hope for is the monetary policy which leads to zero inflation.”

5) Evaluate the following statement in light of M. Friedman’s Optimal Inflation Policy:

“The lower the rate of inflation, the better for the society”.

6) How can we achieve ‘zero interest rate’?
7) How can we put a negative interest rate in practice?

14. A fully anticipated inflation leads to no change in real income according to the Rational Expectations theory or PIT if y=yf.   However, James Tobin argues for ‘Super Non-Neutrality’. How does it work?   What is the problem of this line of argument by M. Friedman, who has restored the ‘Super neutrality.”

15. In reality, why is a M. Friedman Optimal Inflation Policy not achieved?  Thus, we do not observe a negative rate of inflation, but we mostly observe a positive rate of inflation?  Explain it in the context of “Time Inconsistency” by Kydland and Prescott (JPE, 1977; http://www.sfu.ca/~kkasa/prescott_77.pdf ).
1) What is the time inconsistency of a low inflation policy in general or the Milton Friedman Optimal Inflation Policy in particular?

2) Explain how the game-playing government and a rational expectations-forming generela public lead to a failure of the sustainable implementation of the low inflation policy?

3) How to overcome ‘Time Inconsistency” of a low inflation policy in general or the Milton Friedman Optimal Inflation Policy in particular?

Review the Grand Map for Monetary Theories. It is a survival map for a test/exam on monetary theories. 
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