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Exercise 5
Money Market

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

. 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?

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

. 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?
c) Calculate the money multiplier.

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

¢) How much deposit is created from the FRS?

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

. Explain three roles of central banks.

. 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?

. 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.



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.
b) The central bank increases reserve ratio.
C) The central bank decreases discount rate.

d) The central bank decreases interest rate.

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.

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.

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

12. Let the money demand function be M, = 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?



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

these three functions.

1. Mean of exchange - ppl accept it for their Hransacton of 6¢S.
2. Store of value - asset that rebain yr wealth fo next period ex) gold, house and.
3. unit of account - - Ut that people e 10 Compart the values of Shings.

Gold 15 consider as the store of value - Since it has price and can be boqu:h [ styred .

2. Suppose that people hold 1000$ 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? (M4 (M)

Money  §uppl (ulrency,  +  demahd deposits + Savin
J PP& 1000 5 + 1000 E- 1000 (‘5
3000 § 2 money supply (n eConomy .
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3. What is Fractional Reserve System (FRS)? Explain how money can be created
through this system.

Fractional Reserve Sustem (FRS) = when small part o depesits will be
lept at the bank

Money can be Created Hhrough this system because Hhe goldsmiths and banks
are |Ehd|'b3 Some ot fhe deposits to people. and Charge inferest



4. Suppose that the reseg\vpé 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 fo}lowing questions. SoMg iﬁP"SH'S l<¢ We Money mo Lh'fliu Py
a) What does the reserve ratio of 20% means? » w(lt be kept
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?
¢) How much deposit is created from the FRS?
f) WITH the FRS, how much is the money supply?

a) reserve yotio gf 0. Means
the 1 of the total deposits that
bank needs 4o Keep reserves.

b) wfo FRS = Money supply = currengy + deposit

= 100 + a0
= 3005 #
C) Money MuH'iPlier - _1
RA
|

[nitia| deposit of 1

0.%

54 - Can nm’rpt up 1 Jrh\g
hotal deposit of 5 §

£) w/PRS
fore| deposit= frimary deposit x money wuttiplier
= 200 x 1
0.%
= 1000 $ 4
€) depsit creafe from FRS < fotal depusit - Initial deposit
= 1000 - 200
= §00 $ #
F) wies \ deposit (
Mowey s = (drrenc + AePOSi+ Cwi FRS)
T oHEY 100 + woop

1,100 § #



5. Explain three roles of central banks.

) OB comrols the money gupply and interest rafe , i-¢. Manctany polie-
9) (P becomes lender of lask vesort +o droubled banks
3) ) Manages exchanaf_ rates

N

. 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?

mean of
. Liquidiks refers o how e_a.sil'3 assets can bt Converted into ready cash[ chb\ahsg,]
- Cash is the most liqwid @sset.
* reasons fo have liquidity
-7 Transaction Demand (daily wse)
=7 Precautfonany Pemand (emergeney use)
= Spe Culative '%ew&vxd C fndure  investanent)

Specm\a‘rive. Demand tend to cause the downward~ slop'\n5 beCaus_e, the amount
of Clh people hold  might depemis N inteyest rate” and price of Shck .

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.

) People become pooreyr C) Hod less casn due Yo debit | oredit cards
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| d) (b decreose, |
0) Goods beome Mor, OXpensive — Peope. hold More Cash Since
—» People need more Money fo conume they get low return. (MdA)
— Cue Shifts h the right —p MoveMent alony the Curve
i {
Movement  lany
7’& of Maney - Iy ; Md




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.

b) The central bank increases reserve ratio. the interest rate that ommercial banks
C) The central bank decreases discount rate. poy tobthe B h borrow reserves.

d) The central bank decreases interest rate.

—2 The Mg line 1§ vertital blc it doesitt depemds on T iptevest rate

0) Pple. deposit Mot gy C) CB decredies discount rate -
= M5 increase, shitt to Yhe right —» (oMmertial banks berrw more YeServes
t — Mg 2
{
Qoe Home
Ma {1} 4 Rof Howey
”S\ HS?'

b) CB inevases Reserve ratio (RRT .
—» Commercial bank lends tess woney keepmore @) CB decreases | _
—o M | onift 1o the feft = Mg dotsn't change ble It doess} depends i |
i ( — Changt olong the cune-
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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.

Open Marlet operation : The purchase 4 sell by e CB of Gov Securities in fWe open maret
— CB buys Seourihies — CB pays Mowey fogublic 5 Mgt
—» (8 sels Securlhicy o CB takes mowey fom poblic 2 Ms ¥

1P Cp wants Yo decrease | 5 it has b bua securfties = Mst — (v

> txcess Money Suplly (Ms7 Md)

> 0o
Ms, M




10. Suppose that the money market is NOT in equilibrium because the current interest
rate is higher than the equilibrium rate, 1 > i*. Explain how the money market adjusts

to reach the equilibrium.
Ns7Md : Surplus of Cash

i
i fs ( My People wil converk thelr cash = bond, o get i
v \ So the Bond {ssueys will decrease |

('ll\hrcu-t rate  foo Liah

Reopie will also d.efosi-\- al to 3(’,\_ E, CP cant pay
Hhar high i, So @ will decrease |

Md
20 of
Mones .

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

MV = PY] 5 M= Mowey supply
V = velocitw (Wow fast the Mowey Chqnjf) hand )= constant
P = Price \Rwve\

Y= ral adput 3 at full emplogment level =7 Constant

¥ PY= nominal output &
Soif MT > P71 = printing Mowey Crestes Inflation

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 My = 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?

@) equilibriom inters} rate, Ci*)

Mg = Ms
00 -10001 = 100
- 10001 = - 100
| = 04 =107/ #

b) Mgold = (200 - 10000
400 refers ho transoction and

t recant (Mo Aemon do-
Mynew = (100 - 4000 (i) ( Increase for 200)



