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

serve these three functions.

® mpdfum of exchangt

@ store of vaue
Unit of account

Gold cqn be yerued fn buth qJdtore of value qnd QO unft of gccount,
but nat fn g medtum of exchangf becaust not many people quept ff
o g megng of payment. However, ff Qqice dependy on eqeh  Country.

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?

M, = 30008
My = 30008
Money upply = my = 3000

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

through this system.

FRS e g ysttm where jome parte of the deposft are requfred
fo bt kept i reServe and tht rest cap be rented out

fuppolt that referve rotfo = 10°%
When A depostte 100 8 > fank
v N

g0p 10 B

wPll bt reserved of
rented out  centrgl Bank

Then , the bank rents 908 fo 8 ond B fr Jpendfng ft fo C.
Jo C depossts 904 — Bgnk
And the process will continue on.



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?
@ Bank needs to vegerve 20% at tht (endral  Rank.

® 100 §

*

O money multepipty = RR g2 ©

1
@ o deposet = 200 x G2 = W x5 = 1000 §

<

® q000f - 2008 - goo ¢

@ q0f+ wgog = 100§

5. Explain three roles of central banks.

O control the maney Jupply
® asfettng banks that are fn deffrcult  fPnapcrel  postions

@ ienger of It regort



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?

> Liquedtby fo how eafly we can cnuert th aiet fpte cash.

2 (06h 7 tht most [fquird auret.

3 Acordfng to Kepneg, people prefer to haue IpquidPty becaus?
frangqctron demang (for dafly we) , precavtfonary demand

(for unexpected we) qnd speculattve demgnd (Gor futyre Pnvestment).
> fpetUlgtfve demand

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.

@ poorer 5 trapdgctfon & precqutfonary demgnd Vo= gheft the turve
® tranccthon  demand ¥ > ghif the curve

© hotd les cqth
3 trapgqetton & precqutfonary demand ¥ S gheft the curve

@ inferest rote ¥ S speculateet demand > movement Along the Curve



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 central bank decreases discount rate.

d) The central bank decreases interest rate.

Becaut money Jupply depengs gn tht Central gonk, wnot the
Interest rof.

®  money deposst toto bank > tatgl recer®d T > jogn T = pacreqit the
Manty Jvpply

O rré = monty multrpleer ¥ = commercfa/ bank Can leng lels mony
> ey loant Pnothe ganemy  => Money Jupply whll bt jower

© drwunt ot v commerclal bantd can borrow more > mort Jpand
fo the publec = Money supply wlll bt hpgher

@ nNg affe (1

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.

The  (entral Bank WPl Pnefqre  the money Jupply to reduct  the
Pnferegt ratt. 8y wing On aptn market operatfon fo reduct the
Pitrest rare, ey would buy g gecurrty. Thes meqns that they
pay money to the publtc which leads o qn expansfon Of monty
Jupply tn the Ecanpmy.



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.

If the fnterert rate fr heghtr than the equilprfum o ft meqns that
there R an exedy Jupply of mondy. Peoplé have fog muth monly and
don't want fo hold 0 they bup 4 band for fatertst. They (onvert
tach Pt Paferert- bearfng asete. Therstort, bond frcvers n¥tq fo reduce
Pnterdst rgre pecauft thert N fdo much money offred. Ar d vpgutt,
Interest rafe  Talls to the SquelPhreum rate.

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

13
this equation can be used to explain inflation.
MV = PY
if V. and Y qre (onifant.
When the centrg) Bang printy money supply (MT) (f ful
employment Pn tht [ong yyn , the prive jeve) will go yp ¢ P T,
Quer ¢ long perfod of trme , It leads to fofiatfon.
In conclusfon, prentPng money creates  foflatfon.
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 = Mg © The fransacthon and precavtPona ry

demang Ore fncreqyed.

200- (1000)] =100

100 = 1000 |
* =

= Y =07



