Exercise 5 6404540835
Money Market bunjinnicna

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

- thvet functions of money ¢ @ o medium of exchange
© Q Store of valug
® 9 unit of account
. go\d can only effectivly Terve in o grore of volug functions

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

sM1
<NArrow money : 1000§ T 1000
:2000$
/MY 2 Ma < gy
+broad mondy 1000940004+ 10008
£ 30004
VSe My t0 measure money Supply 4 §0 money Supply is 2000% .

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

* Fractional Reserve Syetem is The bank gycdem wsed by goldSmithe and banks.
+0nly a fraction of deposits are backed by actual cath on hand and ar ovailably
for withd rowal.

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?

¢) How much deposit is created from the FRS?

f) WITH the FRS, how much is the money supply?

) reserve ratio of 207 means bank must keep 207 of the totul deporit as reserves
at Hhe Centrgl Bonk.

b) 100 ¢ in cash, 2004 in deposit

C) maoney multiplier =
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5. Explain three roles of central banks.

® open market 0permfions : The parchase and tale by the €8 ot government
fecurities in The open market

© discount rate : The interest vate that commercigl banks pay to the CB
to borrow reServe from it.

@ reserve ratio ¢ C lowey RR > less depocits being Fept as veserves = More currency
ih economy = Highey MmS

: CB raises RR > More deposits being kept as reSeryel > Less Currency

ih Conomy => Lower MS

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?

¢ Li Wd”‘i refer ¢ how ngi)y assete con 0@ converted intp a4 mean of Change.
«The most liquid osset is monay , egpecially cash,

+ 1t easy T use

* Specularive 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.

o,
< g becomd poorer due Yo income €attor making
individuals To buy 1ess goodsg Services.
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d); " cppl want more mqg b/¢ when i decreasing
ppl will hold lecs bond one +o the
\ ntevest ratd
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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.

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.

- becowse money supply is determinad by the centrgl bank and it oloer not
aepend 0N intorest vate,
0) there widl be excess monty demand MS is in equilibrium.
by morg deposikr being kept as recevves the MS Will be lower,
¢) (ommevcal Banks porrows more retewes from CB o DigNe r M.
o) 8 takes Mongy from the public yM$ decreate,
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.

“To booSd Fhe eConvmy boawnk hos to increase mongy Sy pply
qnd  vedu0 inteyest vate
' The (B by securitits, tye tantval hank poay 10 the public
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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.

< people convert cath into interest-bedring assets / buy bonds

+ £00 much mondy oftered fo bond issulrs. They cannot give high inierest
YR Y0 many gavers.

“bong issues noed to reduce 7
«{ falts fo (¥

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

“ V= pY

- Mongtary Polity i ineffective in 1he Tong run k Only leads
fo in{(ation

* Printing money Cveafes inflation



12. Let the money demand function be M, =200 — (1000)1 and the money supply
function be Mg = 100.

a) Calculate the equilibrium interest rate, i*. (Hint: set My = Mg and solve for i*)

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

N Mp=Mg
200~ (1000)i =100
~1000{ = =100
P = 9
10
(%= 0.
b) trangaction and precautionary demand S iNTrRASY
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