Macro Economics 12 AP Chapters 26 to 29 Take-Home				
Assume the following circumstances describe the economic state of the nation ofSaintsland.  You may use notes, slides and the text in developing your answer.
Real Interest rate is2.9%; inflation is at4.5%; unemployment is at 3.2%; growth in real GDP is 4.5% per annum.  (Note that NAIRU is generally 5.5 to 6%)
1. Describe the nature of the economy as described above; if need be you can relate it to Canada or the US. (2 marks)
Saintland’s economy is a developed economy with the inflation and unemployment ratyes significantly low than the average of 6%. The interest rate at 2.9%  is suitable for investment which contributes to a significant growth in GDP anually
2. The Central Bank wishes to utilize monetary policy and the tool of open-market operationsto adjust for pressure on this economy and correct the output gap.  Describe the steps and full consequences of this monetary action(2 marks).  How is this policy invoked, what are the consequences for the value of the currency, the Saints Buck$, and interest rates on government bonds? (2 marks)
The central bank purchases Treasury securities to increase the supply of money and sells them to reduce the supply of money.In this scenario the central bank will sell the securities to adjust inflation levels.This has an impact on the supply of money distributed in banks and other financial institutionsThe goal is a contraction policy, it sells Treasurys in order to pull money out of the system.Interest rates on government bonds are lowered so that they are purchased.The value of the currency definitely improves because of decrease inflation hence purchasing power parity improves. The economy will  Money gets tight, and interest rates drift upwards. Consumers pull back on their spending. Businesses trim their plans for growth, and the economy slows down.
 
3.The Central Bank’s actions will have an impact on the amount of money in the economy.  Describe the key steps in the process of the deposit multiplier that would follow after the Central Bank’s actions described in question 2 (2 marks).  Be sure to describe at least two factors that influence the extent to which this multiplier can work. (2 marks)
The deposit multiplier is the basic money supply creation process that is determined by the reserve banking system.A deposit multiplier minimizes the risk of a bank not having enough cash on hand to satisfy day-to-day withdrawal requests from its customers The central bank will enable increasing of the deposit multiplier as lending by financial institutions is highly discouraged. Its reserve requirement ratio also determines how much money it has to loan out or otherwise invest. Money supply which affects interest rates and when banks keep excess reserves, this limits the created money supply and the resulting money multiplier figure. Similarly, conversions of  deposits to currency reduces the money multiplier by taking away some amount of deposits and reserves from the system.

4. Describe fully and with appropriate graphs the monetary transmission mechanism, in an open economy, that would ensue after Central Banks’smonetary action.  Use at least three graphs in your answer. (2 marks per graph, 4 marks for written answer)

Monetary transmission is the process by which asset prices and general economic conditions are affected as a result of monetary policy decisions. Such decisions are intended to influence the aggregate demand, interest rates, and amounts of money and credit in order to affect overall economic performance. This is mainly aimed at increasing interest rates which leads to low money of supply hence decrease in prices. Aditionally, high interest rates decreases investments as the economy has little money for saving and ivesting. Consumers too decrease their spending
Graphical illustration
[image: Monetary Policy]

[bookmark: _GoBack]5 Describe the Keynesian argument(s) against the strength of monetary policy(2 marks).  Be sure to relate this argument to describe the economic circumstances of Saintslandand any conditions that might strengthen the Keynesians’ arguments(1 mark).  Comment on whether these conditions exist in this particular example(1 mark).
Keynes favoured fiscal policies to monetary policy. Fisaclpolicies involve government spending and taxationKeynes viewed monetary policies’ focus on certain short run interest rates and highlighted that monetary policy is not adequate to pull the economy out of its economic problems such as inflation and unemployment
In this case, government intervention to stabilise the economy through fiscal policies such as increasing tax and reducing spends to reduce the level of aggregate demand. This would reduce inflation
In our example Saintland economy has an inflation level of 4.5% and reducing it would be desirable.
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