METU Department of Economics Fall 2024-2025
ECON 202

Instructor: Piar Derin Gilire
T.A: Pinar Ozpala

Discussion Session 3 (Chapter 4 & 5) Solutions

PART A: LONG QUESTIONS

1.

Suppose that the household nominal income for an economy is £50,000 billion and the
demand for money in this economy is given by

Md = £Y(0.2 - 0.8i)

Solution:

o o T o

a.1=0.01: money demand = £9,600; i = 0.05: money demand = £8,000

b. When i =0.01 Md = £7,680. The demand for money falls by 20%.
When i = 0.05 Md =£6,400. The demand for money falls by 20%.

c. Independent of the interest rate, an increase (decrease) in income leads to the same percentage
increase (decrease) in money demand. This effect is independent of the interest rate. As the
interest rate rises, the demand for money declines. This is because households’ demand for
bonds would increase when financial instruments such as bonds pay lower interest, hence
making demand for money more attractive.

d. The central bank should lower the interest rate to increase the demand for money.

. Suppose that a person’s yearly income is $60, 000. Also suppose that this person’s

money demand functionis given by
MP = ¥ (0.35 — i)
MS = 15000

What is this person’s demand for money when interest rate is 5% and 10%?
Explain relationship between i and MP,

Graph M® and MP and calculate the equilibrium i.

How would the money market equilibrium be affected if Central Bank targets an
interest rate of 5%?

Solution:



0y M° < $Y (035-4) whee §Y- 40000
I£ £=0.05 = m’= 60900(935 -0.05)
10~ 18060
[+ A= 01 = mP= ¢0000(0.35-0.7)
MmO - 15000

) MO §y(935-1)

Money demand decreases when interest rate increases because bonds, which pay interest,
become more attractive. That is, the higher interest rate means the higher opportunity cost of
holding money, so people demand less money. There is a negative relation with interest rate
and money demand.
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3. All units are millions of US dollars.

e C=200+0.25Yq



e 1=150+0.25Y — 1000i
e T=200

e G=250

e (M/P)*=1600

e (M/P)!=2Y — 8000i

Find the equation for aggregate demand (Z).

Derive the IS equation.

Derive the LM equation.

Solve for equilibrium real output, interest rate, C and I.

Graph the IS — LM diagram of the above with correct labels.

Let nominal money supply increase to 1840. Find equilibrium Y, i, C and 1. What

happens to Y, i, C and I when the Central Bank increases money supply through

open market operations.

g. Let government expenditure increase to 400. Find equilibrium Y, i, C and I. What
happens to equilibrium Y, i, C and I when government expenditure increases.

h. There is a sudden drop in consumer confidence and c0 drops from 200 to 100. How

can the government counterbalance the drop in GDP using government spending

as a policy instrument?
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Solution:
a.
Z = ¢+ T + §
= 200 4+ (0.25)Y, + [50 + 0.25Y - (OO¢ + 250
= oo + 0.25(Y-200) + 0.25Y - 1000 (
= %50 + 0.5Y -1000L
Z = 5% + 0.BY - (000¢
b.

1s egn Goodc maviet egm < Y= %

Y=32
= %5 + 0.5Y - (0000

0.%Y = 550 — looo(

Y = (100 - 2000

L = (lloO—Y)(-;‘;;';




mone + ¢ _ aud
LM egn > (-ﬁnav\?i’l-l) marke: egm —> M= M
s = M

d
&y = 5
(600 = 2Y — PooOL

2Y = +1600 + Po0OL

(= +§00 + 4000,

I SN
L= Zo00 ~ 5
egm where TS % LM ntersect
62 Y = lloo ~ 2000 L ']__, oo '-'ZDOO(.. = +900 +4DOO("
LM N = +820 + 4pop, 306 = Gooo i
* 0.05 =
Y = |poO©o
L*¥= 5L Y = (tpo - 2000 (0.05) = looo
¢ = 400
Ir = 3$O
’ when graf:hfn be surg +e
almay: have Zowect axis (abels |
GFes5y

Y¥= toop



—_— = ~ &

Money mkt eqm — me = md =37
\p40 = 2Y - 80004 v = '
2Y = 1840 + §oooL : lo4o
[Y“—‘ 20 + 4000( °T Aw
9 000 ¢ wm T = 380
IS5~ e%m — 920 + 4-000(:, = (|00 — 20001
foocoyL = 180
L = 37
E“[’“"‘i‘"’“'ﬂ menetary Felicy reduces L, increases Y, ¢, © ..
% notlee that TS swu}eal the some .
enly LM @n chanaed ¥ shifsed.
‘EfFanSis"mv\j
Moretzy Fu&lcﬂ.
A = old equilibrium
B = hews abuilibn'um
Geods Mk — Y=
eg«ilibrium — new
Y = 1400 - 20000 | TS t= 107
Y= 1200
Is-wm —> (400 - 20000 = Bob +4000 ( ¢ = 450
606 = booo( T = 3% Qﬁanje
Io7. =

¥ note: with -Fiscal MPanSiM, noH'u;’tq 8 haf;rey\juj +o M,




c. ) — ¢ | = 2 L Yl — TS shiftc down and +u+he lefy

The government can £2 by® T4 bytoo - 27T - Y 1
® T 2 YaT we T 221 2y1

PART B: SHORT QUESTIONS
TRUE/FALSE/UNCERTAIN (Explain it.)

1. The price of bonds increases when the interest rate rises.
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2. Interest rates will fall when the quantity of money demanded exceeds the quantity of money
supplied.

False. Interest rates fall when the quantity of money supplied exceeds the quantity of
money demanded.

3. An open market sell raises high-powered money.

False. It is contractionary monetary policy and decreases monetary aggregates.
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4. An increase in the policy interest rate is a signal that the Central Bank wants a tighter
monetary policy.

TRUE

MULTIPLE CHOICE

1) Which of the following will cause a rightward shift in the money demand curve?
A) an increase in the money supply
B) areduction in the interest rate
C) areduction in income
D) all of the above
E) none of the above

2) Ifyou expect interest rates to rise, you will want to be holding:
A) more money because bond prices will likely fall.
B) less money because bond prices will likely rise.
C) more money because bond prices will likely rise.
D) less money because bond prices will likely fall.

3) The present value of an asset generally:
A) exceeds the future value.
B) equals the future value.
C) is less than the future value.
D) has an ambiguous relationship with the future value.

4) The statement, "My iPhone is worth $300” represents money's function as
A) a medium of exchange
B) a unit of account.
C) a store of value.
D) a standard of deferred payment.
E) None of the above

5) The future value of an asset generally:
A) exceeds the present value.
B) equals the present value
C) is less than the present value.
D) has an ambiguous relationship with the future value.

6) All of the following are reasons why people hold cash money except:
A) money can be used to buy goods.
B) emergencies.

vii



C) to avoid losses from changes in bond prices.
D) cash earns interest.

7) Which one of the following occurs when a central bank pursues contractionary
monetary policy?
A) The central bank increases reserve requirement ratio and investment increases
B) The central bank decreases reserve requirement ratio and investment decreases
C) The central bank increases reserve requirement ratio and investment
decreases
D) The central bank decreases reserve requirement ratio and investment increases

8) Monetary policy is one of the two main macroeconomic tools governments use to
control the aggregate economy. The other is:
A) fiscal policy.
B) foreign policy.
C) trade policy.
D) immigration policy.

9) If the Fed wants to increase the money supply, it can:
A) buy bonds.
B) sell bonds.
C) pass a law that interest rates rise.
D) pass a law that interest rates fall.

10) Central Bank sales of government securities:

A) increase bank reserves and increase the money supply.

B) decrease bank reserves and decrease the money supply.

C) decrease bank reserves and increase the money supply.

D) increase bank reserves and decrease the money supply.
Explanation: Open market sales of government securities reduce the reserves of the banking
system. As reserves fall, banks must replenish them by either issuing fewer loans or calling
in old loans, both of which reduce the money supply.”
11) When the Fed increases the reserve requirement, it:

A) expands the money supply because banks have more available to lend.

B) expands the money supply because banks have less available to lend.

C) contracts the money supply because banks have more available to lend.

D) contracts the money supply because banks have less available to lend.

Explanation: An increase in the reserve requirement forces banks to hold more of their
deposits in the form of reserves, and this reduces the supply of credit.

12) If there are significant excess reserves, a liquidity trap:
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A) cannot exist.

B) is inevitable.

C) is possible.

D) Excess reserves and the liquidity trap are unrelated.

Explanation: When banks hold additional reserves that the Fed injects into the system, the
Fed has less control over the money supply. A liquidity trap may result.
13) The discount rate is the interest rate:

A) commercial banks charge their largest customers.

B) the Fed charges on loans to individuals.

C) the Fed charges on loans to commercial banks.

D) the interest rate commercial banks charge one another for overnight loans.

Explanation: The discount rate is the interest rate banks pay when they borrow from the Fed.

14) To achieve its target when the federal funds rate is above the target range, the Fed should:
A) follow expansionary policy.
B) follow contractionary policy.
C) buy foreign currency.
D) do nothing.



