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

serve these three functions.

@ A mdum of exchanje
® A unt of account
® A store of value

2. Suppose that people hold 1000$ as cash, 1000$ as demand deposits, and 1000$

as savings; calculate narrow money and broad money. How much is the “money

supply” in the economy?

CUrrcV\cj in circulnh'w*rdemmvf 0‘2905”’5 + So\vir\js

Mov\ej Sulof)\j =

1000 + {000 + 1000

"

3000 $

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

through this system.

- FracHonal Reserve System (FRS) is syshem ot Fraction
ot deposits ore backed by octual cash on hond and are
oailoble  for  with dvawal .

— The maimom  fhot FRS con creoked money s
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4. Suppose that the reserve ratio is 20% and that Mr.Bean has 1008 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?
c) 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?

(PR)
a) Reguired reserve rotio is @ per centage of its Fofal deposits

thet  Bonk must kee,p as reserves of The Central Bonk
which is 20/ of the dc?os'llrs Lup af CR.
‘:)) LJ'IH\OU"' FRS — ot dcfosil‘s = Cash + deros'r}‘s

= loo + 200

= 300 $
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d) With FRS, — Jotal de.fosi*‘s

c) Fhe money W\v“rip\'wr
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200 x L
0.2

fooo $
e) o\e?osi*‘ Hot  created from the FRS = {ooo- 200

= %oo$

"

£) Wl FRS, = money suply = cosh + depusit(rrs)

= 100 + 1000

= 1100 §



5. Explain three roles of central banks.

@ CW\\'YO\S ‘HM, mone_\) Suﬂzly
® Lender of last resort
@ Mm\oxjiv\j eXcL\c\hg(, rates.

6.%at is Liquidity?@lhat is the most liquid asset@xplain the three reasons
(according to Keynes) why people prefer to have liquidity.(%lhich of these three

reasons causes the money demand curve to be downward-sloping?

@ Liquidity refers Yo how easily ossets can be converled info o wmean of exchange.
@ The most liquidity asset is o cash.
@ - Troansaction demand — daily vse
- ?rccmriom.rj demond  — Unexgected use
- Speculative demond — fulure investment
® The Specolative demand

7. How does each of the followings affect the money demand curve? (That is, will it

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.

QA PGOPle become poorer = inCome ¥
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b) Goods becomg more e_XPensivc = ?EOP\Z neeol Mohev

'l: = montj Atmam A B

mdy
i

Q of money
C) ?eop\e ?n'per + L\ou less Oxsl'l dve 4o J.tbi‘\'/ovtol-'l’ Cards

i = monej demand  €—
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a of money

d) The central bank decrtose inderest rmte

people  hold more maney

'(, = MOnlj Atmomd '1\

\
A move alonj ‘|’° curve

G of money
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8. Why is the money supply curve a vertical line? How does each of the followings

a) People deposit more money.
b) The central bank increases reserve ratio.
c) The central bank decreases discount rate.

d) The central bank decreases interest rate.

i Ms MS is a ve\r-hcm\ ‘iv\e be cavse

t isnd de?enol on  interest rate.

G of money
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G of money
C) CB @ ro‘lfcs = Bo\vx\k \ev\d move
i M ws = MS —
Q of money

dy ¢ © L = docslﬂ'+ effect MS
i (Ms olucsn'-l- J.reno( on | )

\w\ov(_ Aldh" ‘H\c Luyvel

Q of money

less



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.

Cp Should  buy seeoribes  ms , M 1 Egbm = E, R

<

0 of money

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.
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11.Write down the equation for the Quantity Theory of Money. Explain how this

equation can be used to explain inflation.

The QUAV\“‘H” T\r\eorj of I"\onej

MV = Py
M = money suFP\J
Voo velocily

P = ?r'\ce leve)

] v\um'mm‘ ou+fl U+

Y real o\A-Pu+

An incrtase in money Sbfp‘j leods o on increase in price level.

?r-\“.\-'\“j vay\.gj Creotes -IV\C\OA"\OV\.

12.Let the money demand function be Mp = 200 - (1000)i and the money supply
function be Mg = 100.
a) Calculate the equilibrium interest rate, i*. (Hint: set Mp = Mg and solve for i)
b) Suppose that new money demand function becomes Mp = 400 - (1000)i. What

can be inferred about the transaction and precautionary demand?

a) Yt ecluilibriurv\ inberest rate (V)

Md - Ms
200 - (1000)iL = 100
00 = 1000
. = 1—1; = 0.1
b) new My = [400[- 1000}

400 vefes Yo “'rahsoc’r]w ond ?\"tcmr}iomry demand



