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1. True, False, Uncertain? Explain

a) Given their financial wealth, if people are satisfied with the amount of money they hold, then they must also be satisfied with the amount of bonds they hold.

b) The central bank can increase the supply of money by selling bonds in the market for bonds.

2. Suppose that a person’s wealth is $50,000 and that her yearly income is $60,000. Also, suppose that her money demand function is given by  Md = PY(0.35 – i).

a) Derive the demand for bonds. What is the effect of an increase in the interest rate of 10%?

b) What are the effects if an increase in wealth on money demand and on bond demand? Explain in words.

c) What are the effects if an increase in income on money demand and on bond demand? Explain in words.

3. Suppose the following assumptions hold:

i. The public holds no currency.

ii. The ratio of reserves to deposits is 0.1.

iii. The demand for money is given by:
Md = PY(0.8 – 4i).

iv. Initially, the monetary base is $100 billion and nominal income is $5 trillion.

a) What is the demand for high-powered money?

b) Find the equilibrium interest rate.

c) What is the overall supply of money?

d) What is the impact on the interest rate if high-powered money is increased to $300 billion?

4. We argued in the lectures that the reason investment depends negatively on the interest rate is the following: when the interest rate increases, the cost of borrowing funds also increases and this discourages investment. However, firms often finance their investment projects using their own funds. Because no borrowing actually occurs, will higher interest rates discourage investment in this case? Explain.

5. Consider the IS-LM model:


C = 200 + 0.25 (Y – T)


I = 150 + 0.25Y – 1000i

G = 250


T = 200


(M/P)d = 2Y – 8000i


M/P = 1600
a) Derive equations for the IS and LM curves.

b) Compute equilibrium values of real output and interest rate.

c) Now suppose that government spending increases to G = 400. Summarise the effects of expansionary fiscal policy on Y, i and C.
6. Mankiw, Ch. 11, question 7

7. Mankiw, Ch. 11, question 8.
