Economics 12

Spring 2008 – MT 2 - A
Please answer all three questions.  To receive full credit, you must label your graphs.  All work done to arrive at an answer must be shown.  Good Luck.

1. Since November, the Federal Reserve has been rapidly increasing the money supply in order to bring down interest rates.  Illustrate the effects of this policy in the money demand – money supply/investment demand model, under:

a. “monetarist” assumptions (when policy works).  

i. Explain the slope of your money demand curve

b. Keynsian assumptions

i. Once again, explain the slope of your money demand curve

ii. Why does your investment demand curve have the slope that it has?

2. In the fall, the Fed made unexpected cuts in both the reserve ratio, and the discount rate.

a. Explain how each of these changed the supply of money and interest rates

b. If the Fed wanted to raise interest rates, what would they do to the reserve ratio and the discount rate?

c. Why does the Fed typically not use either of these policy tools?

Part II – The Fed also utilized open-market operations to increase the money supply.  If the reserve ratio is 10%, what initial Fed purchase would raise the total money supply by $1 million.
A. Illustrate how the first three banks in the banking system would be affected by this purchase.

B. Explain how decisions to change the money supply are made.  How does this impact the size of any lags in monetary policy?

3. Use the Quantity Theory of Money to illustrate the impact of a change in the money supply under:
a. Classical assumptions

b. Monetarist assumptions

c. Keynsian assumptions

Part II – Under which definition of “money” (M1 or M2) is the Monetarist version consistent with (i.e. what do we know about velocity?)

Part III – Explain why velocity has the value is has in the Keynsian version of MV=PY.
