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You have 75 minutes to finish the exam. All questions have to be answered. Show your work to get credits. Presentation and Brevity count.

1. Assuming the following 3 items (1,2,3) are true, calculate the change in checkable deposits under the following circumstances (a, b, c) using the simple deposit multiplier. 

1.) required reserve ratio = 25%

2.) banks do not hold excess reserves 

3.) the public’s currency holdings remain unchanged

a) The Fed buys $100 of bonds.

b) The Fed sells $100 of bonds and increases discount loans by $100.

c) The Fed sells $100 of bonds, and decreases discount loans by $500.

2. The Central Bank buys $10 billion dollars (market value) worth of government bonds. Given the following, what will happen to M1? Show the full equation. Reserve required ratio = 10%, central bank notes outstanding= $400 billion, treasury coins outstanding= $100 billion, checkable deposits = $1000 billion, excess reserves = $10 billion.

3. A student remarks: “In some ways the Fed is in the position of a monopolist who is able to choose price or quantity, but not both.” 

a) Do you agree with the student’s analogy? 

b) What aspect of the Fed’s activities was the student referring to?
c) Use diagrams or models to show the Fed is able to choose “price” or “quantity” but not both.
4. Using one figure describing both the U.S. money market and the US dollar/Euro foreign exchange market, show the effects of a permanent increase in the U.S. money supply for both the short run and the long run. Make sure to analyze the short-run and long-run effects on the exchange rate, interest rate, and price level. Mark your initial equilibrium as point 1, short run equilibrium as point 2, and long run equilibrium as point 3.

5. Read the statement accompanying the Fed’s decision on March 28th, 2006 and answer the questions.
The Federal Open Market Committee decided today to raise its target for the federal funds rate by 25 basis points to 4-3/4 percent. 

The slowing of the growth of real GDP in the fourth quarter of 2005 seems largely to have reflected temporary or special factors. Economic growth has rebounded strongly in the current quarter but appears likely to moderate to a more sustainable pace. As yet, the run-up in the prices of energy and other commodities appears to have had only a modest effect on core inflation, ongoing productivity gains have helped to hold the growth of unit labor costs in check, and inflation expectations remain contained. Still, possible increases in resource utilization, in combination with the elevated prices of energy and other commodities, have the potential to add to inflation pressures. 

The Committee judges that some further policy firming may be needed to keep the risks to the attainment of both sustainable economic growth and price stability roughly in balance. In any event, the Committee will respond to changes in economic prospects as needed to foster these objectives.

Voting for the FOMC monetary policy action were: Ben S. Bernanke, Chairman; Timothy F. Geithner, Vice Chairman; Susan S. Bies; Jack Guynn; Donald L. Kohn; Randall S. Kroszner; Jeffrey M. Lacker; Mark W. Olson; Sandra Pianalto; Kevin M. Warsh; and Janet L. Yellen.

In a related action, the Board of Governors approved a 25-basis-point increase in the discount rate to 5-3/4 percent. In taking this action, the Board approved the requests submitted by the Boards of Directors of the Federal Reserve Banks of Boston, New York, Philadelphia, Cleveland, Richmond, Atlanta, Chicago, St. Louis, Minneapolis, Dallas, and San Francisco.

a) Which two monetary policy tools are mentioned (directly or indirectly) in the statement? What is the third one? What disadvantages does the third monetary policy tool have?

b) How could the Fed use its principle monetary policy tool to achieve the new target for the federal fund rate?

c) What are the Fed’s monetary policy goals? First find the two goals implied in the statement, and then list another two.

d) The Fed’s statement usually points out the FOMC’s view of the “balance of risks.” According to the statement above, are risks balanced or not with respect to the prospects for both goals?
e) How to understand “The Committee judges that some further policy firming may be needed to keep the risks to the attainment of both sustainable economic growth and price stability roughly in balance.” What is the “policy firming” here? 
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