[bookmark: _GoBack] CONCORDIA UNIVERSITY
                                       SIR GEORGE WILLIAMS CAMPUS
                      ECONOMICS 432/4 – A: ADVANCED MONETARY THEORY

Winter 2015	Dr. D. Otchere
Due: March 9 or March 11, 2015	
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INSTRUCTIONS: Do all parts of question 1 in PART A for 70 points and any
one question totaling 30 points from the set of Optional Questions in PART B. 
Answers submitted exclusively in pencil will not be marked except for diagrams and 
calculations, where necessary. 
Calculators are allowed.
This Midterm Exam must be submitted with the Answer booklet. 

Part A: COMPULSORY QUESTION (70 marks)
1(i). Under specified assumptions, FORMULATE the multiplier model of the BROADLY-DEFINED money supply (M2) discussed in class. From your model, find the relevant equations to calculate: (a) the equilibrium level of demand deposits (D), term deposits (T), the total bank deposits, the equilibrium values of the monetary base (MB), the narrowly-defined money supply (M1) and the broadly-defined money supply (M2); the amount of total bank reserves (BCRT), the currency holdings of the non-bank public (C); the amount of bank loans; and the narrow and broad money multipliers.
										(10 points)
 Now suppose your model reflects an economy in which, at a given price level, the narrowly defined money supply (M1) in existence is $2550 million, the cash reserve ratio against demand deposits (rD) is 5%, the cash reserve ratio against term deposits (rT) is 1%, the term deposit ratio (t) is 90%, the currency/deposit ratio (c) is 25%, the idle excess reserves/deposit ratios for demand (eD) and term deposits (eT) equal 2% and 1% respectively. If this economy faces serious unemployment pressures and this causes the monetary authorities to implement a monetary and fiscal policy package that results in an increase in the monetary base by 30% whilst the currency/deposit ratio decreases by only 15% as a result of a decrease in taxes. 
 (a). Other things being equal,  calculate the percentage changes in the equilibrium values of M1, M2, C, and (BCRT),  and under specified assumptions, illustrate and explain the effects of the total policy package on the equilibrium level of the broad money supply (M2).
										(20 points)
(b). If the private deposit-taking institutions (i.e., the banks) had INSTEAD agreed to decrease BOTH their desired idle excess cash reserves against both demand and term deposits by 30% each, what would have been the percentage change in ONLY the broad money supply? Illustrate with the appropriate diagram and comment fully on your answer.
										(15 points)
(c) Lastly, suppose the banks hold borrowed reserves (BR) in this economy according to the following relation:
           BR/MB = 5[R - b].
where R  and b  are respectively the market interest rate and the bank rate (measured in fractional units)and MB is the initial value of the monetary base. If the bank rate is 3.5 per cent and the market rate of interest is 4 per cent, calculate the percentage changes in the values of borrowed reserves (BR) AND non-borrowed reserves (NBR) after the implementation of the policy package.										                                                                                            	(10 points)
1(ii). Describe the Monetary Policy Curve and assume that it is given by the expression: 
		R = 1.5 + 0.75P
In which R= real rate interest; and P is the rate of inflation.
(a) Calculate the value of the real interest rate when the inflation rate is 2%, 3%, 4% and 6%; draw the graph of the MP curve associated with your answers.
(b) Assume now that the Monetary Policy Curve is R = 2.5 + 0.75P; Does the new MP curve represent an autonomous tightening or loosening of monetary policy? Calculate the real interest rate when the inflation rate is 2%, 3%, 4% and 6% and draw the new MP curve showing the shift from your answer in question (a).
(10 points)
1(iii). Derive the monetary base equation from the balance sheet statement of the central bank, indicate its significance and  evaluate the statement that: “it is ALWAYS better for the Bank of Canada to specify a target for the money supply rather than for the interest rate, or vice versa? 
(5 points)
PART B: OPTIONAL QUESTIONS (Choose any one question for a total of (30 MARKS)

2. The monetarists have demonstrated that the early Keynesians were wrong in saying that money doesn’t matter at all to economic activity. Therefore, we should accept the monetarist position that money is all that matters”. Do you agree? Why? Why not?
    (30 points)
3. Under specified assumptions, formulate a money market model to show that the slope of the LM schedule will reduce if the nominal money supply [in addition to money demand] is also interest-sensitive. What are the policy implications of an interest sensitive money supply function?
									    	      (30 points)
4.  Briefly describe the nature of the “Rules vs. Discretion” debate and demonstrate how “Taylor’s Rule might be interpreted in the context of this debate. How is Taylor’s rule distinguished from Taylor’s principle? Explain clearly.
(30 points)
5. "The nature and form of the demand for money function is at the heart of a great deal of the controversy over the role of money in determining economic activity and the ability of monetary policy to effectively pursue goals of economic stabilization."  Briefly discuss this statement.
       (30 points)

