Economics 12 – Fall 2004
M. LeClair – Mid-term 1B

Please answer all three questions.  To receive full credit, you must show any work you did to arrive at your answers.  All graphs must be completely labeled.  Good luck!

1.
Suppose the New York buys $6 billion worth of bonds in order to carry out the latest round of interest rate changes described above.

a. Illustrate the effect of this change in Fed Policy on the first three banks in the banking system if the reserve ratio = 5%

b. What is the total change in the money supply arising from this Fed purchase?

Part II – Describe (in detail) how discount policy and reserve policy could be used to move the money supply in the same direction.

a. Explain clearly why the Fed does not typically use either reserve policy or discount policy.

2.
In 1981, as we have reviewed in class, the Federal Reserve tightened monetary policy in order to bring inflation under control.  As all of you know, the result was the 1982 recession, one of the worst in recent U.S. history.
a.
Illustrate this change in Fed policy using the AD/AS model developed in class.  Make sure you indicate both the short- and long-run.  Use Monetarist assumptions.

b.
What determines the level of GDP in the long run (be specific)?  What type(s) of unemployment remain when GDP returns to its long-run value?










NEXT->

3.
The Federal Reserve pursued a loosening of Monetary Policy in 2001, in response to the decline in economic activity late in that year.  Explain whether this policy would be effective in battling a recession using the investment demand – money demand/money supply model developed in class, under:



a.
Monetarist assumptions




i.
explain the slope of your money demand curve.



b.
Keynsian assumptions

i.
explain why your investment demand curve has the slope that it has.


Part II – Explain why we have to study a “Monetary Transmission Mechanism” (as in your answer above).  Why is this different than fiscal policy?
