Exercise 5
Money Market

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

J Fuhc"ions o{: mOnQ\d

1. medium o‘P U(clqomae * what eeoP\e 3“‘“"““&1 acce,Y\- in their transachions
of goods and services.

2. A S‘\'OYE, O'F Vo;\\.\,e, L an asset thal can be used o l-ransror+ Purcl\o\sina power
from one Hme period to another .

3. A unit of accouh'\". e stondard unit Mol ollows pe,o')\e. Lo compare fhe
values of Hnings

. s Commodi‘rli mone\ijso\d has been h"sjrovicall served jts
purpose as a” medium of  exchange 4 a store of wlig o and as «
unit of account. However , at presenk, gold only serves as a store of value,

But i#5 not very good because not everyome will accep qold as
o medium of exchange .

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?

° NQYrOW mov‘&\iiml‘l iS W\O\n&\é “,o;\— con btz qu&illé usta' For l‘rthOLC"';OV)S\
Ma = cash + demand o\e?osijf

= 1000 * 1000 = £,000 $

° Bromd Mone,% (MZ] 1 'H\e Sum Q'F M1 qml ol‘her monies and‘ lmve, *‘o Le converjfeol
before Using\ them in Fransact ion.

Ma

[{]

My + Saving and tme olePosfl’s.
2000 +1000 = 3000 §

"

L \Uhl’m W e, Wo\n+ '\'o memsure ‘\'he, mone\i suﬂ?hi,we, wiu u'se, Ml l-o
measure

° . H\Q/ YV\OY\Q,\J ‘WFPI‘ﬁ = 2000 \$



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

- Fractional Reserve Sys*em (FRST s
fhe, bankin S\ASerm used b% gololsmipﬁs and banks
which small port of derasijrs will be ke?f in
\"ne,\' C%h+ra\ ‘oo\nk,m‘\d O\Vlo"her Par{- Wf" be |eMD!,
(VIVA o

+ How wmone can be created
- When people deposit money in banks, banks will
lend  these money out and chqrge interest
*o run o bank and it has some Fm’{‘ that banks
have }o kuf* as a veserve 0\+ he cen}rrq] \wmk.

- Suppose Bank A has 100 $ which s o\o,PosH‘ of

MNr.Z and it req,u.irea reserve votio is 10/

Bank A

loon mone: 20 reserve
to Mefh - ‘10$ ot the

l Me.A buy goods and Sevices e L

from Mr.8
Mr.B receives ‘10$ T ihih&\ AQPVSH' =100

\ldqosi\'s of bank B 090:§ 1 |'ow|'q| o\efosi\— = 100 X 1
) 1-0.9
ank b 720 = 100 > 10

\ 9 reserve = 1000 #

foan 14
e 6 o0 at central Bank. . 100 \$ Ae?osﬂ-s create Pﬂ& money

supply = 1000 $



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?
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?

o) the banks heeo\ to kee[: 20‘/- 010 their o(ePos(Jrs as reserve
ot H\e C@,h+rtxl J>omk.

It

currency + demond dtyosth

b.) money SU\)P\\L

[}

100 + 20p t 300“\ Lomks lehtl n," Hleir da]aosh[s.

= 600

"
‘_—é

C.) _n\@ money mun'i'f)\\'%r

v
—

\}

G

DB TO"&\ AE?OSi)( e im}tim\ money X money mu\jn")\\'&r

]

300 » &

1500

\E\ DQ?OS& ceeated from FRS - 24-()

F) money supply = 100 £ 200 ¥ 240
= 1540



5. Explain three roles of central banks.

1. Open mar ket OPcra)r\'on refers to o central bank

bugin} or selling  9overnment securities in the open market
in order To influence +he money suPplg.

2. Tl\e, Dll'swu_n{' Yod'e, s the imleres)( rate Chou/%e,d to

commerci®| banks For loans H‘“ﬂ boke from He Eentral bank.

3. T}\Q reserve ratio is the por tHon of reservable
liabilities that commerciol banks must hold onto , rather than
lend out or invest. This is o reguirement determined by
Hr\e, central banks.

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?

'l.ial,uicll'll\i refers to the ease  with which an qssejrsor secu.rilﬂs
can be converted into fead& cash witout b\#ed—fnﬂ
its moarket price.

C n’\e most \itl,ul'd c\sse} of all is cash ibself.
. 3 TEASONS W‘\\A peop\e ?.—e-Per "o ko.ve lt'o;ul.d;'l'\i
1. Transad‘ioh demand 3F90P)e Pre'Fer o have Il'qlul'oll'élé Yo

ensure Hhat H\e&i can '\'q\\e, Po.H- in necesso\r\i basic +ransach0"$
because their income is not o.‘wauis owo.ilaue.

l. Pre CQUl'iOharlj demand : PeoP\e ?refer to have liguidity in order
to be able to meet social unexpecked problems hot need
unusual cosks.

3. SPGCU.'OL"EVQ Jemano{_ Din order to S\becwlad‘e_ a fall in ?rfces of
bonds , people retain liguidify . A decrease in the interest rate
resulfs in an increase In the %u_a.n-}:'fg of money demanded \)li Feop'e_
tnil intevest rates rise.

° T\'QhSQC'l'I'Oh Aemaho! °Lh¢>l Preca.u}l'onQr& dema.hol Can Cquse
the demand curve +o 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.

a.) ”\is will Shif"’ H’\(', curve  becayse both
transaction demand and Precmuﬂohqomi demand
depend on income . wheh people hecome ~ poorer, {)e,o)>|e will
want to L"bﬂ fewer eoods and Services ; and then reople
wil need less cash.

‘)\ Tl’\is wi" SL\I'H’ H\(’, Curve Lecause when 900ds Lecmne_
move expensive  people will want to hold more cash
for their fransactions.

C\ H\\s wil shift H\Q CUrve becavst PeoP\e prefer }o
hold less cagh that wmeang mohey demand }o hold cash
is Aelc]tv;reased ,and Woney demand curve will shift to
the lert.

6\\ n\ls 1§ movemenJr a\on H\e curve \oeca.wse,
movement along the money demand is due to c\«omge in
the interest ro»%e. When the Central bank decrease intevest vafe
which means the intevest rate is low, people will demand
more cosh . So thal tey ave ready to invest when interest rate returns
o rise ngdn.



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.

- The money Supply cuvve is o vertical line because
the money, suply, is Controlled by the central bank and it does not
&e?end on the intecest rate.

o0.)  Money supply curve shifls Yo the right.
E?OS\)M More money M & bank . o bank’s bohl deyosijfs
increases . The bank will keep some of Fhese depos'\‘rs as reguired
reserves , and i]f wi“ loan oot the RXCesS reseryes ou{'. Whewn &uﬂ' loan
is wade , it increases the woney supply-

b.) Maneg SUH)\}{) cunwe shifts Jo the lefk
Bli e cen m\ ank increas‘m% € reserve rotio sl,omks are
able to loan less money , which decreases the overall
SUPf’"i of mone\é in e tconomy .

C,> MOhQ\j SDP?\‘A CUrve, s\‘{ﬂs Yo the v(%‘\'\\.

- A decrease in J(L\(-Z OliscouV\“ ra"e, make s i'l' c\ne ey for
commercial banks to borrow Money and H\erebﬁ increases the

money supply.

DB -HI\Q MOneg SUPPI% curyve C!OQS HO"' C»\O\-hge
“\9, \MOV\Q% supp\\é is afixeti qmourﬂ' Hﬁtﬂ' olaes

not change just becavse in}erest rates have
changed.



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.

o n\ﬂ CCthrml |oan\( a”ecjfs the q,uou\ﬁ*% of money in
circulation btd~ bu\éin% or se“in& qovernment securrties
'H\fovgh an ofe\'\ market oPero\.h‘on.

-1 e C%Yﬁ'ra-] bonk waml_g Yo reduce in{'e\f(’)s{' ”‘{'C J(’0 50053(,
Fhe centradl bank  will buy Soverhmen’r secwribies in He
open morket. I+ will increase " the money supply in the economy b%
quvrin% oot Securities in QYC\M\Y‘?& for cash }o Hhe genera
PUL\)‘C ‘ “\Q_Y\ "\ne_ money GUPF'& WI“ increase ,ahd in.‘.eygs-\- rates
will decrease.

o'« Open market aFera’rion hos o direct  Ffect on money ‘SUW\‘A
and also aoffects interest rates because if the central bank
buys governmen Securibies 5 prices are rus\ned higher and
interest vates decvreases.

. In e money marke,‘r N Hne Cenl'm) loow\k can wse

Ex pansionar monetar olitq ¥+o increase the momey su p|g and
re,gluce. inh:éres" '“"e“%é PI"\S'\‘g, " a2

Money market djogram
Mg, M,

Q@ of money

e 1f the central bonk ncreases the money SU?F‘% from MSO to MS.‘L,
'IY\-‘—Q,Y'QS\' rate FO«'“S 'Fkomio fo iq.



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.

- I i[> '|* ) H\e_re IS eXCEeSS Money, SU?P\%.

\M\'\en H\e, inlp.rQS'\t ro&e 15 \""%\"o mone\i\ d\emomd Yo L\o\o\ CM\/\
of Ve,o?\e, wl decreage because they want to convert
Peir cashs into  intereck-bearing assets.
When YQ’OP\Q’ onvert cash into .‘n’reveS’t—LearMQ 0'539—\'5 o0 much
bond issuers can not give \\igh interest rate to mang savers
Yhen bond issuers will vespond ]9\3 de(‘,reO&Sih(A the interest r‘w"e.
i Falls Yo {*. Now ,the wmoney market returns to
the equilibrivm,

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

Eq{ual'fon for TQM : MV = pY

M = money supply
velocity
price leve |
real oulput

nominal ou’rpujf:]

v
P
\
P

won

Ley

o Accovo\in% Fo the q,uanjrhllé theory of money , it e omount 4f
Money in e ecanomy cloub\es, a\l else eq/u,q\, price levels
will  also dowble.

This means the consumer will pay twice as much for the same
amount of 300&3 and services. This increase in ‘,)T'I.Ce levels

will evenl—ua“\é resull In o visina inflation \e,vel': inflation Is
a6 wmeasure o{ \“'\e rerQ of risin% priceS o'r soods omo\ serviceS

in an econom%-



12. Let the money demand function be M, = 200 — (1000)1 and the money supply
function be Mg = 100.
a) Calculate the equilibrium interest rate, 1*. (Hint: set My = My and solve for 1*)
b) Suppose that new money demand function becomes M, = 400 — (1000)i. What can
be inferred about the transaction and precautionary demand?

) The eollu.il{\br{um nterest raqleji*; Mp = Mg
200 - (1000)) =100

200 - 10001 = 100
100 = 10001
0.1 =%

4emano\ to \r\o‘d ca.s\r\ is more Yhan

b-) the new money
the old one because ma\gbe Ieople have more income or
have greo&er preference do hold cash to use for daily

}ransactions or for unexpeclfeol wse .
S0, M and M will increase and the curve will shift

1o the right.



