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1. What are the three functions of money? Evaluate whether “gold” can effectively serve
these three functions.

1, A medium of exchange
2.4 ¢tove of valug
3,a unit of dccount
*Gold has been uged throughout the ages ds money dlbhough today it iv not uved ag
money but rather ¢ valued for ity other tbribute.
Cufed a¢ *commodity money”

2. Suppose that people hold 10008 as cash, 10008 as demand deposits, and 10008 as

savings; calculate narrow money and broad money. How much is the “money supply”
in the economy?

M 3NdrowW MoNeY =q000+1000 = 2000
M23Broad movney = 2000+1000 = 3000
Money upply (ma) = 2000

3. What is Fractional Reserve System (FRS)? Explain how money can be created
through this system.

FRS- The banking ¢ysitem ued by goldemiths and banks

¢ only d fruction of deposites are backed by dctual ch on hand and
are avadilable for withdrawal.

4. Suppose that the reserve ratio is 20% and that Mr.Bean has 100$ CASH and 200$
DEPOSIT. Assume that people deposits all their money, and that the banks lend all
their deposits; answer the following questions.

a) What does the reserve ratio of 20% means?

b) WITHOUT the fractional reserve system (FRS), how much is the money supply?
¢) Calculate the money multiplier.

d) WITH the FRS, how much is the TOTAL DEPOSIT within the economy?

e) How much deposit is created from the FRS?

f) WITH the FRS, how much is the money supply?

)RR of 20% meany bonke have o keep 20% rererve of QWSS
b) Money upply will b §200 in depodit and oo in cagh

c) MonRy mu\tip\iQr: g'e = g;z 25

d) Total deposit = MM (money mulkiplier) =200x& = $1000

€) $200 —deosit from Mr.Bean creating $ %00
CTotal deposit — deposit )



£) With  FRSy MS i§ $1100

5. Explain three roles of central banks.

*Central bank plays d qgnificant role$ - control money gupply
ex, when uging  monitary policy
pexpansionary 8 iv =2 14 5 aem s yp
P contirac tionary 8 i 3 T4 5 AEL S VY

o londer of Last recort
—Provider fndd to bank that confront He difficylties and
Qnnot any reSources of fundr flom their financi al positions:

® Cenbidl bank refonsibilicy for mangging &change rated whotnor
to buy or vell § and B

6. What is Liquidity? What is the most liquid asset? Explain the three reasons (according
to Keynes) why people prefer to have liquidity. Which of these three reasons causes
the money demand curve to be downward-sloping?

Three key pointe that cawse money demand 4o be downward dloping,
34) Transaction Demand ~ Pemand Cach ¢ daily use Cinclude debit card)
312) Procaytiondry Demand C(unexpected uge)

33) Speculdtive Demand for Atture invesctment.

7. How does each of the followings affect the money demand curve? (That is, will it shift
the curve, or is it movement along the curve?) Also, explain your reasoning,

a) People become poorer.

b) Goods become more expensive.

C) People prefer to hold less cash due to debit/credit cards
d) The central bank decreases interest rate.

Q) - People bemme less wedlthy due to income factor,

making individudls to buy less good and gevices
¢ —People will hading less money causing md <hift lefk.

md’ > md

Q



According to the conditiongPeaple don’t have enough

b) i
money on their hands like before qe0 they will
\ demand more cdsh to ¢pend goods dnd prodycty,
md N md’

Q

C) i

) money demand curve ghift leftward from M to
b M becouse the ®preference ™ that make people
. holding legs cach from their pergonal factors,
md’ ™ m
Q

The role of contryl bank is control the money Supply
wmovement olong the cunve®
>pwople want, more M9 becuuse when i decreasing
people will had less bond due to the interoot
rake

—fpeculctive demand

8. Why is the money supply curve a vertical line? How does each of the followings affect
the money supply curve? Also, explain your reasoning,

a) People deposit more money. M4

b) The central bank increases reserve ratio. M& &

C) The central bank decreases discount rate. g4

d) The central bank decreases interest rate. doasn’t «hift

d) ms ms'’

VRO

Q* Q¥ Qofmny
C) ecawe mmmercidl banke  borrow  more resorves from

CB o0 mMS curv® will rive
d) only movement along the Curve



9. Suppose that the central bank wants to lower interest rate to boost the economy.
Explain, together with the money market diagram, how the central bank can achieve
this through an open market operation.

To ot HR emnomy bank has to
interest rate.

incrQage money ¢upply and reduce

™ Mgy ms, The CB by &Rcuritierythe centra) bank pay to the
pubtic,

o3

10. Suppose that the money market is NOT in equilibrium because the current interest
rate is higher than the equilibrium rate, i > i*. Explain how the money market adjusts
to reach the equilibrium.

Noxcess Supply” we have to reduce the interect rate to
turn people tc buy bond,

11. Write down the equation for the Quantity Theory of Money. Explain how this
equation can be used to explain inflation.

MV =py VoY K congtant By i ME—5PD (inflokion)

12. Let the money demand function be My, = 200 — (1000)i and the money supply
function be Mg = 100.

a) Calculate the equilibrium interest rate, i*. (Hint: set M, = Mg and solve for i*)

b) Suppose that new money demand function becomes M, = 400 — (1000)i. What can
be inferred about the transaction and precautionary demand?

b)) 100 = 400-10001

@) Mg=mq i =300
100 = 200 - 1000 1000
1000i = 10 =03
e _;]_g%o It doesn™ offece the Ydnsackion ang
Precuusiondry deMmand becayse  bothy of tnom
=201 donst depend on inkerg

F6 rdbl but the
depend on  income. Y



