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It looks long but it is not. Work steadily.  Allocate your time carefully.  Raise your hand if you have a question.  Most of my exams have a curve; so don't worry about missing a few questions.  Do try to answer every question, however.  Please be fair to your fellow students.  Remember that this is a closed book exam.  No books, no notes and no similar study aids are permitted.  No talking.  Do not facilitate or permit other students to benefit from your exam and do not represent other's work as your own.  Failure to observe these standards will automatically result in at least an F for the course.

Questions on Money and Monetary Policy

1. Which of the following are included in our narrow definition of money (M1)?  There is more than one item, circle the letter in front of each correct answer.

a. Gold

b. Currency (paper money and coins)

c. Credit cards

d. Debit cards or cash cards.

e. Blank checks that you carry with you

f. The balance in your checking account

g. The balance in your money market fund

h. Treasury bills (less than 10,000)

i. The amount in your savings account

2. Why do people hold M1?

a. To earn interest on their money

b. To carryout transactions

c. As a hedge against inflation

d. As a means to have enough liquid assets to buy bonds and other securities and to give liquidity to part of their portfolio.

e. Because the bank requires you to keep a certain percent of your checking account in the bank.

3. Money carries out important functions in the economy.  Circle the letter next to the answer that is not a function of money?

a. Enables a person to carry out transactions 

b. It eliminates the problem of coincidence of wants in barter

c. Money is capital (in the economists sense) and therefore, is used to produce goods.

d. Money is a store of value

e. Money acts as a unit of account so that we can use prices to compare opportunity costs.

4. The following statements are true or false.

a. People and companies hold more of their portfolio as money when interest rates go up.

b. The supply of money is determined by the amount of gold reserves the Central Bank has.

c. In the United States today, the government has the right to print currency (paper money).

d. The velocity of money (the number of times a unit of money changes hands in transactions) has been going down in the last 30 years. 

e. Credit cards and debit cards are a form of money.

f. The amount you have in your money market mutual fund is considered to be part of M2 .

Managing the Money Supply

1. If the required reserve ratio is 20% and if the banking system as a whole had 2 trillion dollars worth of demand deposits (checking accounts), the banks had to hold _______ trillions of dollars as reserves at the Federal Reserve Bank or Till Cash at the bank.

2. If the banks had 600 trillion dollars of reserves, which of one the following statements is likely to be false?

a. Interest rates are probably falling.

b. Banks could expand their lending by a trillion dollars.

c. Banks are holding excess reserves

d. The Fed is pursuing an expansionary monetary policy but the banks are having trouble finding good borrowers.  

e. Interest rates are likely to rise.

3. Which of the following statements are true or false.

a. Monetary policy is directly controlled by the executive branch of the government and the President who tells the Federal Reserve board what to do.

b. The most frequently used tool to change the money supply is to change the reserve requirements. 

c. The discount rate is the rate charged by the Fed when Commercial Banks want to borrow reserves.

d. The prime rate is the rate banks charge to borrow excess reserves from each other.

e. The Federal Funds rate is the interest rate banks charge to borrow excess reserves from each other

f. Open market operations is the most frequently used method of change reserves available to the Commercial banking system as a whole.

g. When the Federal Reserves Open Market Committee sells T-Bills, it is adding reserves to the system.

h. The real rate of interest is the nominal rate paid by the borrower minus the inflation rate.  

i. The primary determinant of the amount saved by households is the interest rate.

j. The primary factor affecting the amount of money borrowed by producers is determined by the interest rate compared to profitability of the projects. 

k. If interest rates go up, producers borrow more, all other things being equal.

l. Even if the President or Congress does not take action to reduce aggregate demand when there is demand-pull inflation, the Fed can act independently by raising interest rates. 

Monetary Policy in Action

In the country of Boswell, there is a well-run central bank and many commercial banks, none of whom hold excess reserves.  The people of Boswell do not hold any of their money in the form of currency.  The required reserve ratio is 0.125 (12.5%).  The money supply is 640 Bosmarks and therefore, the reserves in the banking system are 80.  The two tables to the right show the money supply and the interest rate, which equates the demand for money to the supply of money. The second Table shows the relationship between the interest rate paid by borrowers and the amount of investment that will be carried out.  Assume that there is no transaction demand.

1. Given the current money supply of 640 Bosmarks, what is the interest rate and what is the amount of interest sensitive investment being carried out?  

2. If the Boswell central bank increased reserves by 20 Bosmarks what would happen to the money supply, interest rates and investment.  

3. Would the central bank buy or sell Bosmark T-Bills to carry out this policy?

4. If Boswell was suffering from demand pull inflation this means they are inside / outside (circle the correct choice) their production possibility frontier and that they would have to take steps increase / decrease (circle the correct choice) aggregate demand (aggregate expenditure) so as to increase / decrease (circle the correct choice) the equilibrium level of income to the full employment level of income and output.

5. The Boswellian government is running a large deficit to fight an unpopular war abroad and to cut taxes for the rich.  Which one of the following steps should the government not take to reduce inflation? 

a. Cut government spending

b.  Increase taxes

c. Cut transfer payments

d. Increase spending on their Medicare drug program.

e. Cut government spending and taxes by the same amount.

6. Boswellian economists have determined that contrary to their initial analysis that most of their inflation was being cause by the higher price of imported oil, and rising costs in industries that use energy.  

The small industrial economy of Boswllian wants to have FEWPS (full-employment with price stability).  The economy has the following characteristics (millions of Belmarks)    "i" denotes interest rate 


 The equilibrium level of output is currently:
Asset Demand       
Interest-determined part 

  

       
Ya*  =    2400 



for Money      

of planned investment


Marginal propensity to consume


 Md            i          
      i            I(i)     .

              
MPC  =   0.8




160   
|     12      
12   
|    100

          Full employment’capacity level of output          
240   
|     11       
11   
|     200

  


Yfe   =   2000



320  
|     10       
10   
|     250

   The interest-determined part of planned investment 
400 
|     9        
9   
|     300

   "I(i)"and the demand for money "Md" are shown
440 
|     8       
8   
|     350

   to the right.  The money supply is defined as

480 
|     7       
7   
|     400

"demand deposits" (ignore transaction demand).
520 
|     6       
6   
|     500

   Banking and Money Supply



660 
|     5        
5   
|     600

   a. The money supply Ms is 400 Belmarks

920
|     4       
4  
|     700

   b. Banks must keep a 12.5% required reserve ratio 
1000
|     3            
3  
|   


      1000  against deposits and hold no excess reserves. 

Putting It All Together

The Boswellian economy is an open economy that exports mainly agricultural goods as well as high technology goods and heavy machinery.  It imports oil, clothing and other products requiring lots of hand labor.  Due to a large growth in housing demand, it appears that the level of output required to satisfy all the demands in the economy, that is the “equilibrium level” would be  “2400 Bosmarks”.  This is the quote “ equilibrium level” where the economy would produce if there were enough labor. The marginal propensity to consume is .8.
But  research shows that the full capacity output of the economy  is only 2000 Bosmarks because of shortages in the water supply, electricity, environmental control to clean up the air both in the work place and CO2 emissions , export  quality control inspectors, a skilled healthy labor force. as well as lumber, roofing, cement, and . .  Until recently China and other major suppliers of goods to the Boswell have held their exchange rate steady so that the price of imports has been relatively stable. 
 
The economic facts in the previous question about Boswell apply to this problem as well.  Such as the government running a deficit, all the banking information is the same, etc.  Until recently, the labor productivity in Boswell was rising at about 2% to 3% per year.  Recent reports, however, suggest a sharp slowdown in labor productivity in the future.  

1. Right now what is the primary problem facing the Boswellian economy?

a. Stagflation  b. Inflation   c. Unemployment    d  Government deficit e High interest rates

2. Why is the Boswellian economy facing the problem in question #1 now?

a. Production needs to rise by 400 Bosmarks.

b. Equilibrium level of output needs to be reduced by 400 Bosmarks.

c. The full employment level of output needs to be raised by 80 Bosmarks.

d. The equilibrium level of output needs to be cut by 80 Bosmarks

e. The government deficit needs to be cut by 400 Bosmarks.

3. In order to do this the aggregate demand (aggregate expenditure) function must be 

a. Shifted upward by 80 Bosmarks

b. Shifted upward by 400 Bosmarks

c. Shifted downward by 80 Bosmarks

d. Shifted upward by 80 Bosmarks.

4. The government’s council of economic advisors recommends to the government to cut government spending by:

a. 400 Bosmarks which will bring reduce the equilibrium level of demand to 2000

b. To cut government spending by 80 Bosmarks which because of patriotism will inspire people to reduce their consumption to 2000.

c. To cut government spending by 80 Bosmarks which times the multiplier of 5 will reduce the equilibrium level of output to 2000.

d. To draft enough people into the labor force so as to increase the full employment full of output to 400 Bosmarks.

5. The congress thinks that the problem should be cured by a tax increase to reduce aggregate demand especially on the rich who are building big houses.  How much do taxes have to be increased to reduce consumption enough to eliminate the inflationary gap?  Remember that the marginal propensity to consume is .8.

a. Increase taxes by 80 Bosmarks

b. Increase taxes by 100 Bosmarks.

c. Increase taxes by 400 Bosmarks

d. Increase taxes by 500 Bosmarks

e. Increase taxes by zero

The President vetoes everything and inflation continues. The Boswellian Central Bank sees that there will be no possibility of curbing aggregate demand through fiscal policy and although it is reluctant to raise interest rates because it reduces investment in new factories that would increase productivity as well as housing, it decides that it must act.

1. Fill in the blank parts of their monetary policy plan to curb inflation.

Cut the equilibrium level of output by _______ Bosmarks.  Which because of a multiplier effect of 5 can be achieved by reducing investment by _________ Bosmarks.   In order to reduce investment by this amount they must raise interest rate from 6% to _______%.  

2. The Boswell central bank committee decides that it needs to reduce the money supply by _______ Bosmarks, so that the banks have less to lend out.  In order to do this, they have to 

increase / decrease (circle the correct choice) the reserves by ___________ Bosmarks.  They implement this by sending an order to their open market committee to buy / sell (circle the correct choice) ________ Bosmark T-Bills.  They also post a notice that the discount rate will be raised/ lowered (circle the correct choice) from 6% to _______%.

To be sure that you have this all right, fill in the line below with the appropriate numbers or arrows. (((  (
 Sell / buy (circle the correct choice) ___________ Boswell T-Bills ( __________ ( reserves by 

___________ which times the coefficient of monetary expansion of _________  ( _________ ( Ms of Bosmarks ( which according to tables I and II ( ________ “i” .  This ( of the interest rate from 6 to ________ increase / reduces (circle the correct choice) investment by __________ Bosmarks which times the multiplier of 5 will increase / decrease  (circle the correct choice) the equilibrium level of output by ____________ Bosmarks.  This process goes into effect overnight but may take a few months or years to work its way through the economy.

Interest rates and foreign exchange rates and Inflation.  A desirable side effect from raising the interest rates is that the Bosmark become stronger relative to world currencies which lowered the price of imports and raised the price of exports as seen by the foreign buyer so that Boswell could satisfy more of its domestic demand with imported goods and there would be less demand by the Boswellians for their own exports.

One result of raising the Bosmark interest rate was that other countries tried to buy Bosmarks to take advantage of their higher real interest rates.  What impact did this have on the Bosmark economy?  The greater demand for Bosmarks by foreign countries meant that they had to pay more / less (circle the correct choice) for a Bosmark and citizens of Boswell received more foreign currency more / less (circle the correct choice) for each Bosmark.  So for the citizens of Boswell, the prices of imports went up / down (circle the correct choice).  Foreigners on the other hand increased / reduced (circle the correct choice) their demand for Boswellian equipment, agricultural goods because it now cost them more / less (circle the correct choice) in terms of their own currencies.   This effect worsened / improved (circle the correct choice) the Boswellian trade deficit / surplus (circle the correct choice) but in the short run it increased / reduced (circle the correct choice) the inflationary pressures in the Boswellian economy.  Together these two effects brought the Boswell economy onto a production possibility frontier with lower investment. 

The Long Term.

The had war ended. Between the reduction in the government spending and increases in taxes on the higher income households, aggregate demand was held in check and inflation returned to its 1% per year anticipated real rate.  But the demography of Boswell showed that the number of old people who had to be supported by Social Security and Medicare and other government services was going to be very expensive relative to the number of workers who could produce goods and services to meet both their own needs, their children’s needs, and their parent’s needs.  The number of children, of course, and the demand for teachers was smaller but the projected expense of meeting the needs of the older population was huge and implied a very high tax rate on the working population if something did not happen.  Of course, one productive policy was to permit older people to work past the age of retirement and to collect full Social Security, some of which was then taxed.  

Let us assume that the government wants to keep the Social Security tax the same at 20%, which means that this year they collected 400 Bosmarks. The labor force including new immigrants and Boswellian who wanted to work beyond retirement age, kept the labor force steady at 2000 for the next four years, but the amount that had to be spent on caring for the senior Boswellians, was growing at 2% per year which meant that in 30 years, they would require 800 Bosmarks for Social Security alone or 1/3 of GDP.  

What combination of fiscal and monetary policies should the government pursue in order to keep the tax rates and the shares of income going to each person regardless of age constant.

Here are some of the suggested policies. 

1. Increase taxes on the well to do and on the consumption of the older people in order to free up resources

2. Reduce or eliminate corporation taxes if they are reinvested.

3. Encourage consumers to replace their cars every two years in order to help employment in the auto industry.

4. Grant corporations a tax credit for expenditures on research and development

5. Increase taxes on gasoline, diesel fuel, and heating oil.

6. Increase the subsidies on corn as a bio-fuel. 

7. Expand the money supply to lower interest rates especially on investment on productivity enhancing equipment and factories.

8. Increase the use of multiple choice exams so that teachers can be freed up to teach to the test so as to increase test scores. 

9. Increase government spending on enhanced traffic flow projects so as to reduce the demand for automotive fuels

10. Eliminate recycling because of the extra cost of picking up glass and metals for recycling.

11. Tax automobiles each year according to the number of miles per gallon they get.

12. Encourage shippers to place their trailers on railroad cars for long distance halls with satellite tracking.

13. Educate the people about the dangers and especially the safety of properly run nuclear reactors that are all guarded by Federal Security forces.

14. Raise the fares on trains, subways and buses so that they pay for themselves.

15. Tighten up immigration regulations so that no well-educated non-Boswellian can enter the labor force.
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