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Topic 5.1 Remember the basic economic theories.

Study Guide Entry — CIRO Syllabus Topic 5.1

Syllabus Topic

5.1 Remember the basic economic theories. Consider:

- Keynesian, monetarist, and supply-side theories

- How fiscal and monetary policies interact

- How interest rates are determined, and how they affect inflation
- Market equilibrium

- The business cycle/economic cycle

- Determinants of long-term economic growth

- International trade, balance of payments and exchange rates

1. Topic Overview

Understanding basic economic theories and macroeconomic principles is essential for
investment professionals. These concepts shape the financial environment in which
investment dealers operate and influence client portfolios, product suitability, and risk
assessment. Candidates must grasp how economic forces interact with regulatory
frameworks and market dynamics to provide informed advice and comply with CIRO’s
Investment Dealer and Partially Consolidated Rules (IDPCR).

CIRO’s rules are designed to ensure that investment dealers operate responsibly within the
broader economic system. For example, rules on capital adequacy, liquidity, and client
suitability require firms to respond appropriately to macroeconomic conditions such as
inflation, interest rate changes, and global trade dynamics. The Rule Consolidation Project
further integrates these principles into a unified regulatory framework.

2. Learning Objectives

e You must be able to Understand the core principles of Keynesian, monetarist, and
supply-side economic theories.

e You must be able to Understand how fiscal and monetary policies interact and
influence economic outcomes.



e You must be able to Understand how interest rates are determined and their
relationship with inflation.

e You must be able to Understand the concept of market equilibrium and its role in
pricing and resource allocation.

e You must be able to Understand the phases of the business cycle and their impact on
investment decisions.

e You must be able to Understand the key drivers of long-term economic growth.

e You must be able to Understand the fundamentals of international trade, balance of
payments, and exchange rate mechanisms.

3. Knowledge Required

Keynesian, Monetarist and Supply-Side Theories

Keynesian theory emphasizes government intervention through fiscal policy to manage
demand and stabilize the economy. Monetarist theory focuses on controlling the money
supply to manage inflation and economic stability. Supply-side theory advocates for
policies that enhance production capacity, such as tax cuts and deregulation, to stimulate
growth.

Regulatory Relevance: These theories inform how CIRO expects firms to interpret
economic conditions when advising clients or managing risk.

Fiscal and Monetary Policy Interaction

Fiscal policy (government spending and taxation) and monetary policy (central bank
actions like interest rate changes) interact to influence economic activity. For example,
expansionary fiscal policy can be offset by contractionary monetary policy, affecting
inflation, employment, and investment.

Regulatory Relevance: IDPCR rules on financial solvency and risk management require
firms to monitor these interactions to maintain compliance.

Interest Rates and Inflation

Interest rates are influenced by central bank policy, inflation expectations, and market
demand for credit. Higher interest rates typically reduce inflation by curbing spending and
borrowing, while lower rates can stimulate economic activity but risk increasing inflation.
Regulatory Relevance: Under IDPCR Rule 3400 - Suitability, investment dealers must
consider interest rate trends when assessing product suitability and client risk profiles.

Market Equilibrium

Market equilibrium occurs when supply equals demand, resulting in stable prices.
Disequilibrium leads to surpluses or shortages, prompting price adjustments.



Understanding this helps candidates interpret market movements and pricing
mechanisms.

Regulatory Relevance: CIRO’s Universal Market Integrity Rules (UMIR) support fair and
orderly markets, which are essential for maintaining equilibrium.

Business Cycle/Economic Cycle

The business cycle includes expansion, peak, contraction, and trough phases. Each phase
affects employment, consumer confidence, and investment returns. Recognizing these
phases helps candidates anticipate market trends and client portfolio impacts.
Regulatory Relevance: Firms must adjust risk exposure and product offerings in response
to economic cycles to remain compliant with IDPCR.

Determinants of Long-Term Economic Growth

Long-term growth is driven by factors such as technological innovation, capital investment,
labor force expansion, and productivity improvements. These elements influence national
income and investment opportunities.

Regulatory Relevance: Understanding growth drivers helps firms align investment
strategies with long-term client goals and regulatory expectations.

International Trade, Balance of Payments and Exchange Rates

Trade balances, capital flows, and currency exchange rates affect economic stability and
investment returns. A trade deficit may weaken a currency, while strong exports can bolster
economic growth.

Regulatory Relevance: IDPCR rules on foreign exchange transactions and cross-border
activities require firms to assess these factors when advising clients.

4. Definitions of Key Terms

Fiscal Policy: Government decisions on taxation and spending to influence economic
conditions.

Monetary Policy: Central bank actions to control money supply and interest rates.
Inflation: The rate at which the general level of prices for goods and services rises.
Market Equilibrium: A state where supply equals demand, resulting in stable prices.
Business Cycle: The recurring pattern of economic expansion and contraction.
Exchange Rate: The value of one currency relative to another.

Balance of Payments: A record of all economic transactions between residents of a
country and the rest of the world.



5. Practice Question

Rajiv Sharma, a new investor, asks his advisor why the central bank might raise interest
rates during a period of high inflation. As an investment representative, you must
understand the relationship between interest rates and inflation to respond appropriately.

Why would a central bank increase interest rates during inflationary periods?

e A.Toencourage consumer spending and boost demand

B. To reduce borrowing and slow down economic activity

C. Toincrease government debt and stimulate fiscal policy

D. To weaken the currency and promote exports

Correct Answer: B

Rationale:

- Bis correct because raising interest rates makes borrowing more expensive, which
reduces spending and helps controlinflation.

- Aisincorrect because higher rates discourage spending.

- Cisincorrect; increasing rates raises debt servicing costs, not fiscal stimulus.

- Disincorrect; higher rates typically strengthen the currency, not weaken it.

Relevant IDPCR Rule:
- IDPCR Rule 3400 - Suitability: Investment recommendations must consider economic
conditions, including interest rate trends and inflation, to ensure suitability for clients.

6. Reference Sources

e CIRO Investment Dealer and Partially Consolidated Rules (IDPCR):
https://www.ciro.ca/rules-and-enforcement/dealer-member-rules

e CIRO Rule Consolidation Project Overview: https://www.ciro.ca/newsroom/news-
releases/ciro-launches-rule-consolidation-project

e Bank of Canada - Monetary Policy Framework

e Government of Canada - Department of Finance: Fiscal Policy Overview

e OECD -Economic Outlook Reports

e Investopedia-Economic Theories and Market Principles

8. Misconceptions

Misconception: “Raising interest rates always boosts the economy.”
Clarification: Higher interest rates typically slow economic activity to control inflation.



Misconception: “Fiscal and monetary policies always work together.”
Clarification: These policies can conflict, such as expansionary fiscal policy during tight
monetary conditions.

Misconception: “Market equilibrium means prices never change.”
Clarification: Equilibrium is dynamic; prices adjust as supply and demand shift.
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