EX.S  NONEY MARKET

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

1.store of vafue ! Be dable fo transfer fof overtime
2 Medium of oxchange @ Gewerally Ccopted
3. unit of account ¢ Allow People +o Compare valve

Gold cannot effectivaly serve these 3 functions in luck of unit- of dccount.

2. Suppose that people hold 1000$ as cash, 10008 as demand deposits, and 10008 as
savings; calculate narrow money and broad money. How much is the “money supply”
in the economy?

Mq = currency in Circular +demang deposits = 2000+ 1000= 2000
M2= M+ Money and +ime Ueposit =2000+ 1000

v Money supply : ;:gg;iooo

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

FRS. is q Syffe"l where @ fraction of MOVIQ}/ deO?H‘ will be fES’QrVe(I by P

and others qvaielaple for whhdraw. Money Can be Created by bunks
put money out for land.

4. Suppose that the reserve ratio is 20% and that Mr.Bean has 1008 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? C8 will feseqvve 207. of total deposits from banks,
b) WITHOUT the fractional reserve system (FRS), how much is the money supply? 300
c) Calculate the money multiplier. money multiplier = = gL
d) WITH the FRS, hpw much is the TOTAL DEPOSIT w1th1n%\e economy?  Totq) deposit = Pri«nury deosH' x4,
¢) How much deposit is created from the FRS? 1600+-200 = §00
f) WITH the FRS, how much is the money supply? = ZW’(é-l: 4000#r

M5 = Cash+ deposit (FRS) = 200+ 4000 = 4100

5. Explain three roles of central banks.
1. control money supply by sefting interest rate
2.provide fypds For banks when they're in frouple or don't have ofher vesouyce

3. managing evchange rate and the nation's foreign reserye



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?

Liquidity refors o how €gsily assets can be Converted into Mean

of exchange. Cash i5 the wost liguid dssef. People prefer to have because
L.TranSaction demand 2. precavtionery use 3. Specaletive use

The 5Peculative demqnd CUuSes the wmoney domand curve Yo be downward -sloping

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.

.

Q.
\ « income dchQqse

3& « Mg shifts to tho gt
of money

\ * Gools become Wore oy pensive & ppl demqnd,
N\P{j\?z for mov Mowney

Q of money » M9 shifts fo the right

C.
N XAM « people domand (@55 Cash
Mo MO shibts fo the left
—> Qof money

« move et Qlong the cUrve
dup o Change in irfttred rolfe




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.

O i wy Mg, Ms Carve Shifts tothe right beouse it deposits +he Carh,
the quantity of wmowey inCreqses,
Q of money
b i M, me Ms carve Shifts tothe left  beause the money i Kopt in Hhe
reserve wake the Quantity of money decrodses.
Q of money
C. | mgl Mg, . )
Ms Curve Shifts o the vight becauss the banks wi
borrow MOre moqey, in craasing the § of mowey,
Q of money

Ms curve dognt shift O QIR mongy defermind eq by
central bank, but it doesyit depend on inferes rafe

b “movewent qlowy the curpe”

Q of mone y

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 centrql will buy government securifies.

Hence, increqce the quantity of mowey in the market.
To adjust it 1o the equiliprium the isterate rate will ol

@ of money

N m

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.

M52 M, 4 the infexet rate is too high, i will create
excess supply. People will Hry to convert Cash into
bond. The bank wont be able +o pay interest due 4

high dewasd o wnd. 50, they will fow inferest vare.

@ of money



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

MV = py
A= money cupply Acsume that Vis constant, qnd ¥ is ot full
\; = ;)/e(o O(f)’ l employment tate , constant s well. So the increes in Money Supply
= Price feve leads to incregse in price lovel -y
¥ = reul output i lation in p - Therefore, printing money create

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, = M and solve for i*)

Ns = Nd

100 = 200-20001

= 100 _¢.1

—

1000

L i
. 4 .
b) Suppose that new money demand function becomes M;, = 400 — (1000)i. What can
be inferred about the transaction and precautionary demand?

b Myrip o T Transaction dnd Precautionary
Demand do not depend on interest rate, soit's a yertical ine.
Theny the ihtia| money dewmand Yaises. T+ will thift
e curve rightward.
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