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1) What are the Goals of the World Bank and the IMF?  Why are some people upset and protesting about the World Bank and IMF? (15 points)

The World Bank and IMF were both established under the Bretton Woods System. The World Bank was mandated with facilitating reconstruction and development in developing countries through the issuance of long-term loans to finance infrastructure and education projects that are expected to speed up economic development. The IMF were mandated with and promoting global trade by regulating and lending support to the fixed exchange rate regime and providing loans to countries facing balance of payments deficits. The goals of the two institutions have evolved since their establishment, more so the IMF’s role since the collapse of the fixed exchange rate regime. From its website, the World Bank defines its goal is to eradicate extreme world poverty and enhance shared prosperity. Specifically, the institution targets a reduction in persons living under $1.9 daily to less than 3% by 2030 and to promote the income growth of the lowest 40th percentile across the world. The IMF’s goal is to ensure financial stability and to foster global monetary cooperation, trade, employment, and economic development by lending support to the stability of the international monetary system. Both the World Bank and IMF play a role in information dissemination by collecting and storing historical information on countries’ socioeconomic conditions.
Individuals have protested about the World Bank’s approach to lending in developing countries and the US’s influence over the IMF. In the late 1990s, the World Bank’s lending to developing countries was conditional on countries adherence to structural adjustment programs (SAPs) – which entailed legal and economic reforms aligned with free market economics – that have been criticized for having a lasting negative effect on the economic development of low-income countries. A number of projects financed by the World Bank in developing countries were also shown to have negative environmental and social impact on the surrounding communities. The US’s influence on the World Bank and IMF has also been criticized. The US is a major shareholder in the IMF providing the largest quota of the institution’s funding. Since countries make voluntary contributions to the IMF, the US has had significant influence over the institutions’ lending decisions. 
2) Give the pros and cons of Flash Trading and Dark Pools. How and should the U.S. government regulate them? (15 points)

Dark pools refer to private trading systems in the securities market that are accessible to a small section of private investors and do not publicly display price quotations on the traded assets. In 2010, the SEC estimated that dark pool accounted for 7.2% of the traded share volume. Flash orders allow some investors to view quotes before other investors without displaying their quotes. The main benefit of dark pools and flash orders is the increased liquidity from quicker trading of stock. The trading systems also reduce the spread on trades as an individual can act on a flash order before it is routed away to another exchange where a larger spread can be obtained. The main disadvantage of dark pools and flash orders is their creation of a two-tiered market where some traders possess privileged information and have access to assets of companies that should be publicly traded. The SEC’s proposed regulation of alternative trading systems called for greater disclosure to ensure that all traders subscribed to an ATS received equal information and no trader had preferential access to relevant information
3) If the British pound and Euro are both depreciating relative to the dollar, how does this impact exports and imports, AD and GDP? What should the Fed. due to respond? (20 points) 
The depreciation of the pound and Euro relative to the dollar makes dollars more expensive to European residents while pounds and Euros are more affordable to American residents. As a result, Americans purchasing power of European goods increases while Europeans purchasing power of American goods decreases. The decrease in affordability of American goods to foreigners will decrease US exports to European consumers while imports from Europe will increase. Furthermore, the preference for foreign goods will reduce the aggregate demand for goods. Producers will scale back investment in response to lower demand, which will in turn result in lower employment. The decrease in employment will reduce household income and further reduce the domestic demand for goods. From an expenditure perspective, GDP comprises of household consumption, government expenditure, investment, and net exports. The decrease in exports and increase in imports reduces net exports. GDP will decrease by the amount of decrease in net exports, investment and consumption.
The Fed. should implement expansionary monetary policy through open market operation and lower interest rates. Expansionary open market operations involve the purchase of US government securities; thereby, increasing the supply of money in the economy. The increase in money supply relative to its demand reduces the exchange rate of the dollar, boosting exports and reducing imports through a reverse mechanism to the above. Similarly, the Fed can influence interest rates downwards by reducing the federal funds rate to encourage interbank lending at low interest, which in turn encourages banks to extend credit at low interest rates. The decrease in interest rates encourages borrowing for investment and consumption, thereby increasing the supply of money, decreasing the exchange rates, and increasing net exports.
4) What happens to the value of the dollar if the European Central Bank (ECB) increases its money supply and lowers interest rates?  How will this impact the value of the dollar, exports and imports, AD and GDP? (20)
An increase in the money supply and decrease in interest rates are tools of expansionary monetary policy. A reduction in interest rates increases individuals and firms’ borrowing from commercial banks thereby increasing the money in circulation. The increase in supply of Euros with no corresponding increase in its demand will reduce its price. The Euro will be more affordable relative to the dollar. As a result, the dollar will appreciate against the Euro, increasing American residents’ purchasing power of European goods while reducing European residents’ purchasing power of American goods. The increase in imports will reduce the aggregate demand for domestic products. The decrease in exports and increase in imports reduces the net exports thereby reducing the national GDP.
5) What are 5 financial innovations and deregulations that led to the financial crisis in 2008?  What are 5 policy responses by the Federal Reserve and the U.S. Government and Treasury department that helped us to get out of the financial crisis?  Who are the winners and losers? (20)

The five financial innovations that contributed to the financial crisis were subprime mortgages, mortgage-backed securities, collateralized debt obligations (CDOs), securitization, and the overall increase in leverage of financial institutions. These innovations were in turn made possible by the 1980s series of deregulations of the housing market which allowed commercial banks to extend home loans and facilitated the establishment of secondary markets for home loans. 
The subprime mortgage market increased demand for housing as a larger proportion of Americans could afford to purchase a house with the financial backing provided. The presence of secondary markets incentivized commercial banks to issue home loans to risky borrowers as the loans would be sold repackaged and sold to a third party in form of mortgage-backed securities, passing on the risk to the third party. The absence of risk to lenders contributed to the housing bubble as many consumers were convinced to purchase houses they could not afford and the demand pushed prices up. Bankers and credit rating agencies also contributed to the information asymmetry by underwriting derivatives to mortgage securities and failing to provide accurate ratings of the derivative instruments due to financial incentives. The housing bubble burst as it became evident that houses were overpriced and the value of mortgages exceeded the houses’ value. Many borrowers defaulted on mortgages which had a ripple effect on the financial system given the large value of mortgage-backed securities and derivatives.

The Federal Reserve extended financial bailouts to the investment sector in an effort to control the deflationary spiral that would arise from consumers’ panic. The US government increased its expenditure and provided tax cuts to increase household income and consequently consumption. The Fed also reduced interest rates to an all-time low to spur investment and employment. Additionally, the Fed conducted extensive open-market operations and engaged in quantitative easing to increase money circulation and encourage consumption and investment. The financial sector benefited from financial bailouts and profits made prior to the crisis while homeowners suffered from the loss in housing value. The financial crisis reverberated across the global financial system with the loss of employment affecting low-income households to a greater extent.
6) Explain the “flight to quality” that happened during Covid and explain how this impacts the price and interest rates of less developed countries bonds? Who does this help and hurt? (10)

The COVID-19 crisis increased uncertainty about future economic conditions and the performance of investment assets, more so the equity and bond assets of less developed countries, which are subject to higher volatility. As a result, investors withdrew from these markets and invested in more stable assets in what is referred to as a flight to quality. US government securities and dollar holdings are considered stable assets. The supply of domestic currency increases relative to its demand due to the mass liquidation of domestic investment assets and exchange of the national currency for dollars. As a result, interest rates fall and the prices of bonds increase as they provide a higher rate of return. Flight to quality hurts developing countries’ economies as it makes safer domestic investments such as bonds inaccessible while the value of equity is low. Foreign investors with the ability to switch between investments in many countries benefit from the preservation of wealth.
