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What effect would each of the following have on aggregate demand or aggregate supply,
other things equal? In each case, use a disgram to show the expected effects on
equilibrium price level and the level of real output, assuming that the price level is flexible
both upward and downward.

A widespread fear of consumers of an impending economic depression.

A new national tax on producer based on value added between the cost of inputs and the
revenue received from their output.

A reduction in interest rates at each price level.

A major increase in spending for health care by the government.

The general expectation of coming rapid inflation.

The complete disintegration of OPEC, causing oil prices to fall by one-half.

A 10 percent across the board reduction in personal income taxes.

A sizeable increase in labor productivity (with no change in nominal wages).

A 12 percent increase in nominal wages ( with no changes in labor productivity).

An increase in exports that exceeds an increase in imports.

2. Assume that in a hypothetical economy the marginal propensity to consume and the
marginal propensity to spend are equal to 0.8. The economy is experiencing a severe
recession. By how much would the government spending have to change to shift the
aggregate demand curve rightward by $25 billion? How large a tax change would be
neeeded to achieve the same increase in aggregate demand? By how much would the
government spending and taxes have to change to havee the same change in aggregate
demand without changing the balance of the budget?

In the Republic of Survivorland the currency is Survivorland Lira (SL). During 2020, the

Treasury of Survivorland sold bonds to finance the budget deficit. In all, the Treasury sold



50,000 10-year bonds with a face value of 100 SL. Further, assume that the Survivorland
Central Bank reserve requirement was 20 percent, and that in the same year the bank
bought 500,000 SL. worth of outstanding bonds on the open market. Finally assume that
all of the Survivorland debt is either held by the private sector (the public) or the Central
Bank.

a. What is the combined effect of the Treasury sale and Central Bank purchase on the total
Survivorland’s outstanding debt?

b. What is the effect of the Treasury sale on the money supply in Survivorland?

c. What is the effect of the Central Bank purchase of bonds on the money supply assuming
no leakage of reserves out of the banking system?
4. You are given thee following T-account for a bank.

Assets Liabilities
Reserves $ 500 Deposits  |$ 3,500
Loans $ 3,000

The required reserve ratio is 10 percent.

a. How much is the bank required to hold as reserves, given its deposits of $ 3,500?

b. How much are its excess reserves?

c. By how much can the bank increase its loans?

d. Suppose a depositor comes to the bank and withdraws $ 200 in cash. Show the new
balance sheet of the bank, assuming the bank obtains the cash by drawing down its

reserves. Does the bank now holds excess reserves? Is it meeting the required reserve

5. The demand for money in a country is given by
Md = 10,000 -10,000 r +Y where Md is money demand in TL., r is the interest rate (a
10 percent interest rate means r =0.1) and Y is national income.
Suppose the money supply (Ms) is set by the Central Bank at 10,000 TL. and Y =5000
TL.
a. Find the equilibrium interest rate and graph the money market.
b. Suppose national income rises to Y=7500. What will happen in the money market and
what is the new interest rate if the Central Bank does not change the money supply.
c. The Central Bank wants to keep the equilibrium interest rate at the same value as in part
(a). By how much should it change the money supply, given the new level of national

income?



d. Suppose the change occurred in part (b) and the money supply remains at 10,000 TL.,
but there is no observed change in the interest rate. What might have happened that could
explain this?

6. Which function of money is in each of the following cases demonstrating?

(1) You pay $15 for a movie ticket.

(2) A restaurant manager sets the prices of meals she serves in dollars.

(3) A restaurant manager keeps $5,000 worth of cash in a safety deposit box.

(4) McDonald's announces that a Big-Mac now costs only $3.00.

(5) Bill Gates net worth is around $90 billion.

7. Suppose the reserve ratio changes from 10% to 20%, with all else unchanged and banks
fully loaned out. Does the money supply in the economy increase or decrease? Why? Use the

simple money multiplier to illustrate your answer.

8. Suppose the current money supply is $10,000. For each of the following situations,
determine the following: the monetary base, and what open market operation the Central
Bank would have to take to achieve the stated desired change in the money supply.
Assume that banks hold no excess reserves and individuals hold no currency.

a. The reserve requirement is 0.1. The Central Bank wants to decrease the money supply
by $800.

b. The reserve requirement is 0.5. The Central Bank wants to increase the money supply
by $1,000.

9. Suppose the current money supply is $8,000. For each of the following situations,
determine the following: the money multiplier, the monetary base, and the change in the
discount rate necessary to achieve the stated desired change in the money supply. Assume
that for every 1 percentage-point decline in the discount rate, banks borrow an additional
$50. Assume that banks hold no excess reserves and individuals hold no currency.

a. The reserve requirement is 0.1. The Central Bank wants to increase the money supply
by $600.

b. The reserve requirement is 0.5. The Central Bank wants to increase the money supply
by $400.

10. Assume the reserve requirement is 20%. Banks lend all excess reserves, people hold no
cash, and banks meet their reserve requirements. Complete the first five rounds of the
money creation process and show the totals when the money creation process is complete.



Bank Bank Loans/
Round Gets Bank Keeps Person Borrows
1 5,000 1,000 4,000
2 4,000 800 3,200
3 . - -
4 - - -
5

Total




