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.



1) three  functions of money
4 3 medium of exchange
- a3 store of value
-+ a unit of account
No, b/¢ gold can be oaly an asset but cannot be a medium of goods
and unif of account.

2)  tFransacKion moij (M = currengy i carculation +  demand depos'u’rs

(]

1,000 + 1,000
= ¢,000
Money  Supply 2,000
broad puney (M = M+ Saving and times deposls
= 2,000 + @00

M

0

3,000

3) fractional Reserve System (FRS) is 4ne bmkiy\9 system used by 35|dsmlths
and banks. In Hhis system, only a fraction of depesits sre backed by actual cah
on hand and are  aviilable for  withdrawal.

How miney can be created throngh  this system is :

people deposit mone Yy in bank

- Banks issue Wevdence o receipts” thet can dhways be exchanged for money

- Now, banks have a lot of defosi’fsl $o ﬂnej lend these o people nd  charge
interest.

- The expmsion of monty "‘W\\‘j in the economy is incms-inj.



4) 2

s) -

RR 207 wmans the bank can lend the customer's deposit only
0f thweir de?os‘,h. Otner 207 has to be reserve at Central bank.

My = currency + demand deposH- = 100+wW00 = 300§
wney  multiplier = 1
Reserve Ratio
- 1
0.2
= 5
Total deposit = initial depusit x Mohey mulfi plier
= 200 X §
= 1,000
1,000 - 200 = 200
Total deposit + cash = q,009 + 100
= 1,100

con fro) money Su?plj bM usivg monetary policy
lewder of lask resort e, Provida funds to trowbled banks.

\V\anag'mj exchange  rates and the nation's «Corei9n exchanje
reserve

80 7~



6 Liguidity refers to how easily assetr can be converted into a
mean of exchange . Movey, ‘SPe(ia‘lﬂ “cash”, is the most liguidity assets.
The 3 reasons Why people hold liguid asSet are
~ Transaction demand
- Precausionary demand
= Speculative demand  —  causes down ~ ward 8\0pih3

*) 3. when people get poorer , the money demand curve will decrewe  and
Mift to fhe lefb. T+ is becawse less money produee less consumption.

[ N3, “‘41
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A of msneﬂ
b the monty demand curve will decreate  and  shift to the left.
L
&—
QG of ™Méhe
d. the curve will shift to e left because pp prefer to hold
less casn -| n, MY,
b
@G of m™Mene

d.  the decreae in interest rate will cause e movement along the cunve




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?



8) Bl it doesn't depencl on interest rate . So, money suppy cwre g vertical.
3. Mg curve wil shift o the right bic pp. hold more maney .

b M cure will shifd to e left b there o less woney st can be lot .
C. Ms curve will Shift 1o the rig\n’r brc pp- wil spend Jess and hold wore nohey,
d. Ms curve will remain the same  b/c inferest rate doesnt affect Ms curve.

1.1 Expansionary Nt il
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- Central bank buys gov.'s Securihj and pays maney o the public - This
increases Ms and  decreaes interest rate.

10)  When > %, twere wil be excess money supply < force i down) . So,
Pp- convert cash intg intevest- bczring assets / buj bonds. ™en, too wmeh money
offered to bond issuers , who camnet gives high Imterest rate fo muney savers.
So, bond issuer needs to redwce i . So, i Fals to i%

money  Supyl
|| e supgh
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1) The equation for the Quantity Tvemry of Money

MV = PY
QtMm
M = Money  Supply
v = velosity
P = Price level

Y = Real ouwtput
Note that PY = Nomina) Owtput ( Nowinal &DP)

< An increase of monew supply leads to an increae i price lovel.
Twat i printing money creates inHfatjon.

1y 3. i* M4 = Mg
200 - 1660 1 = 100

10000 = 100

i* =

b. hew Md = 400 - 1000}

© new * =» 900 - 10001 = 100
10001 = 300
%= 03

o, Eqbm i incresse from 0.1 to 0.3 . But, fransaction and precau -
tonary demand is wore likely to0 deperd on income. So, the change

in Eqbm i doeswt affect o bofh transsction and precanting demand
but affect g Speanlative demand.



