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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? cash ¢ 1000* depos it » "°°" savivgs 1000'
Narrow  m, s currency Cirtvewhion + depesrt : 200
proad = m, tsaving = 3000 menty  supply : My = 2000

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

through this system. ;
aaatral ane fmpeie Msewe reqrive bank fo commetiel bank

- whan pople depesit thiv money, the bank will resevR Meir money M“ :“':’.‘
. Suppose that the reserve ratio is 20% and that Mr.Bean has 100§ CASH and 200$ 'Hm"'“

DEPOSIT. Assume that people deposits all their money, and that the banks lend all qpe .,i.
their deposits; answer the following questions. creaty moreY Suily intmp
a) What does the reserve ratio of 20% means? e ooy
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. _
drange in P movewmenY
y = shigt

a) People become poorer. { § ~» M4 §

e —————

C) People prefer to hold less cash due to debit/credit cards not eftect dema n curve
d) The central bank decreases interest rate.  {iy ~» Md L 4
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4. a) 2071- of all deporit thot bank wmust keep as resarve.
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e) 102 :s5 ¥ Movey W [Hiplit b
d)  FRS = depesit ¥ money multiplier WOxs : yo00
@) Totwl deposit = dopgait ¢ 000~ 7200 : 300
) 1000% 100 = 1100
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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,

. she B4 b
a) People deposit more money. dve fo FRS, we will havt more Mg @ Mg

the right-
i i jet o the ledt-
b) The central bank increases reserve ratio. Mg S\". ks b led less wovey.

. vic
C) The central bank decreases discount rate. mg shiet o the ledt. + Y
wot aftect by i:\ﬂ"' raie.
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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 ac'llli’eve

this through anopen:market-operation: b I s’
- u:‘m& by Secprities irorder fo increase money supply. ‘ H

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. ) . LA 182 15 grcery sumht
- convert oash into bond. Demand for wond will be high. 1€ ® grcqn damand

gond teseers wil rosperd by lower the ndkerest rute o

11. Write down the equation for the Quantity Theory of Money. Explain howtHis

equation can be used to explain inflation.

d) The central bank decreases interest rate. Mg 8

jncrea®
MV = PY VY = constom? dt fuil employment W‘!", :{s:, Jncraokt

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?

a) Mg =Ms 200- 40001 = 100

] - 0.1

b) There are imcreasing in Voth demand
3o both of fheir grapws will shift fo

the  rignt.



