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

serve these three functions.

1) three funchions of MeneY =« 3 medium of Q.XCh'&h%Q ( reo?\e qenerally aceep it)
« a1 shre gb Value Chransport parchasing power from

it time ?Qrid to dnethty)
+ 3 wnit of  accownt (alews peogle Yo Compare the

\ valwe )

! (30\3" can serve only 2 fwnchiont of meney  which ave 3 store of walue &
3 unit of  dccount . Bwt, it CAan't IRrve 3 mediam 0F Rxchange funchon  becawge
only 3 few pReple accepl opdl as 3 means of  payment.

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?

1) fist M/ transacing money /= Carenty i civeulation + demand éegqsi’fs

Mmine S\A‘a\
! ™ = Cash + demand Aefosih : 00 + 1090
000§ #

then | broad momey = M1+ saving and Kme deposits
= 2000 + Saving
© 2000+ 1000 ¢ 3000 § H#

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

through this system.

¢ Frictional Reserve System CFRS) is dhe System whith only 3 fraction of ée‘msi‘rs e
backed by actual Cash o hand and are availsble for withdvawal. € Some fraction of money
MUST BE KEFT in the bank 1)

ey

de‘msi’r <10 At SCB

eXeess  feSeyye /\ reserve

b proportion of deposit thad b proportion of deposit thad
SCR can o whateyer it winks SCR NEEDS TO KEEP 3t the
Y lem\ing wnival  bank.
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% how money (an be created through this fystem tN
Deponit <990 3l Bank A RR =20 76 7> | g (required testwe ratip) © The pRreentage of iis
of mv. A tota) depesits that 3 bank must keep 33 resevves 3t the
Central Bank.
lian %0 g reserve
to m¢ 8 .. 1
| Mmoney multiplier %R
. jl . %U AT B}Y}K SCB s
Aﬂifmt . €.q. mongy maltiplier *S  means
initial deposit of 1 § tan generate up To the
total it of 5
lgan 6 1§ regevve SCB JQ?QS\ $
to My D
| the lowey the RR | the high the maney mutipier
T tohal money supply = 100+ 80¢464+..| Il the greater maney Supply Cregted.

How mingy can be Created T 9 Bank can ust some of degosit money to issue loans and then charged
interest. Therefore , bank can gqed more maney  from interest g more pevple
Lan  recrive money.

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?

Mr. Bean has 100 § CASH and 200 § DEFOSIT

3 RR ¥ 207 pmeans Bank can wse 307 of total depusit (= 160 §) %o du anything it wants
swh 20 issuing loans and  Bank must keep 207 (2 40 § ) of depusit in the Central bank.

b) WiTHour FRS , how muth is the Manty Wffl\j )
money gy © Currency + demand Je?os'ﬁ
100+ 200 < 300 §

Q) Gileulste the money mulbiplier = money multigiey = 1 =1 =5
RO 0.2

A) WITH the FRS , TOTAL DJEPQSIT within the eCongy

200x5 = 1000 §
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1000~ 200 = 00 §

T) WITH FRS | money supply

n

€) deposit created from FRS

"

n

Currency + Aem%m\ Ae?osi’r
100 + 160 = 280 §

"

5. Explain three roles of central banks.

% 5.) 5 1 control maoney supply 1.2 monetiry policy Ccontral inferest rate)
2. 35ist banks that are i difficatt financial positions,

d. manige  exthange rates

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?

6.) - What is Liguidity 2 9 Liquidity is about how easily assets can be converted into 3 mean of exthange
* What is the most lrquid asset 2 D cash
* Why people prefer b have Nquidityl = According to Keynes' = demand for Nguidity s determined by 3
« Tansaction Demand Cfor daily we)
« frecowhiomry  Demand C for unexpected use)
* Speculative Demand € for future investment) - ready h invest whenever the yeturns are high.
> Which of these three veasons causes the money demand curve to he downward - sloping
3 Speculitive demand o when interest rates of bonds are low, peopt will demand move tish, o
"2 negative relationship” btn. Money Demand - interest rate.

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.

3) my' will  decreare and mohey demand  curve will shift t the left beciuse when peofle are poorer, they
want Yo buy fowev 6% S and thws need  less money,

by md&" will increare shd money demand curve will shift to the right because when quods become more expensive,
peagle will heed more tomey to buy G,

C) Mt wil decreast and money demand curve will shift to the left because when people wse debit /eredit cards

instead of halding cash , The \iquiéﬁ'\] of money will become less, and feople will demand less cash in
order v Wk in emer 4R ey siruation

d) M4’ will increase and movement along the curve it happens because when i are low , people want t have money
in their hands in order to be ready to invest and qet high vefurns.
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Q of money Q of money Q of money my A, Q of mongy

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.

%) money supply curve is vertical because money supgly s determined by the Central Bank , and it doesn't
depend on inferest rate.

a) miney Suply will T becaure when people Jepo&ii more money , the money maltiplier haffem“ and maney
in the fystem increases.

b) maney  Supply Will v obetause IT Makes excess yeserve ”Mom become fewey which Means fewer
voportion Of money That bapk Can wie to do anything tucth ag  suin \oahs.
prog Y 1Hithy )

¢) dscount rate i an intevert dhat cmmercial backs need Yo pay o Fhe Condral Bank when they
borrow Manty fram the centra) bavk, So in this sitwation, maney smﬂﬂg will T becawse the commercial
bank will have move maney fo issue loans,

1) money Supply will have no Change  becaure minty supply dues it Aqgené Oh interesk mte.

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.

Exgmsicmﬂj {Y\unehr\j A 1y = mst

CB buys seturities = C§ PWYT Maney o the 9\/\\)\\'c
0
\Vj

increage Mg

My |-- __“\
L v
CB

Public CB by bends
Mo My § Y oo b SeRe———
Tn public
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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, dowy when 0 (K
Thigh|=~= - =~
= > 2 o =D > extes§ fupply of money (toe much cash on hand )
i* . S ppl convert cath inte inferest- bearing atsets / buy bonds
, 2 top much miney offered to bond issutrs & they (3n't
l Mminty damand - 8VR high i Yo many peeple ,
| > bond  isSuprs need fo reduce |
: 3 Q oF maoney S i fals Yo i% Cadjurtment)
11. Write down the equation for the Quantity Theory of Money. Explain how
this equation can be used to explain inflation.
%’ QTMm ethm s MV =Y (m: money  supply )

Vs Velocity ( hoy fast the money thanges hand)
P e Price level
V< Real Qubput
P = Niminal Output Cneminal 6DF)
Voand Y oare constant, So When M P owill T tog
Yo Anoincredte in money supply leads fo an increase in price level.
That is, printing money creates inflation.

12. Let the money demand function be Mp = 200 - (1000)i and the money

supply function be Ms = 100.
a) Calculate the equilibrium interest rate, i*. (Hint: set Mp = Ms 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?

Mp =200 - (1000)]

Mg = 100
3) Find equilibrium inferest rate from My = ms
200-C1000) I = 100
200- 10000 = 100
100 = \0000
100 =
100¢
-
0.
b new miney demand fanchiogn My 400- C1000)i (400~200)

Pransaction and precautionary  demand inCrease by 200
becaure they dwn't depend on interest rave.



