ECON 4100: Monetary Economics
Homework 1

Lastrapes
Fall 2008

1. What is the main cost of a barter exchange system, and how does ‘indirect barter’
help reduce this cost? How does ‘money’ evolve from indirect barter?

2. For each of the following items, state if it serves as money in the modern
economy, and briefly explain why or why not: checking deposits at banks, time
deposits at banks, a credit card, a debit card, Federal Reserve notes, Bank of
England notes, American Gold Eagles.

3. How does ‘credit’ money differ from ‘base’ money? Under a gold standard, how
can credit money increase a nation’s money supply, without a change in the
quantity of gold? Who ultimately determines the stock of nominal money under a
fiat money system?

4. Using the St. Louis Fed’s data set (http://research.stlouisfed.org/fred2/), compute
the value of the real money supply in the US in January 2007 and January 2008,
where nominal money is measured as M2 and the price level is measured as the
consumer price index for all urban consumers (use the seasonally adjusted data
for each, denoted S4). What was the growth rate of the real money supply over
this period? What was the CPI inflation rate over this period? Conceptually, what
is the difference between nominal money and real money?

5. Use the model of the gold standard developed in class to predict the effects of the
following events on an economy’s price level (P), nominal money supply (M) and
monetary gold stock (G) in the short-run and the long-run.

a. An increase in the economy’s production of goods and services.
b. A decrease in the monetary authority’s gold reserve ratio.

c. A gold discovery (like the 1849 gold rush in the US).
d. An increase in the country’s international trade deficit.
e. An increase in the nominal price of gold by the government.

6. During World War I, the US remained on the gold standard, unlike Europe. US
exports rose during the war, as the US produced much of the supplies its allies
needed to fight the war. Now look at this chart of historical gold prices in the US.
Was the behavior of the US price level (as measured by the wholesale price
index) during this period consistent with the predictions of the gold standard
model in the face of rising exports? Why or why not?

7. Imagine an economy on a bimetallic standard in which the government mint
freely coins gold and silver (but does not exchange one for the other). In
particular, the mint will convert 0.75 ounces of silver into a $1 silver coin and 0.5


http://en.wikipedia.org/wiki/American_Gold_Eagle
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http://www.terry.uga.edu/%7Elast/classes/4100/jastram6.pdf
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ounces of gold into a $10 gold coin. Suppose that the market price of an ounce of

gold rises to 16 ounces of silver.

a. What would tend to happen to the money supply in circulation in this
economy, and why? Does your answer depend on whether exchange at “non-
par” values is costly?

b. What could the monetary authority do to maintain the circulation of gold and
silver at par in this case?

What do you think are the primary drawbacks of a monetary system based on an
‘oil’ standard,” under which the central bank would fix the nominal, or dollar,
price of oil by agreeing to convert dollars into barrels of oil on demand (and vice
versa)?

Radford (1945) details the use of ‘cigarette currency’ in German POW camps

during World War I1.

a. According to Radford, what were the characteristics of cigarettes that led to
their use as a medium of exchange and unit of account?

b. Using our model of a commodity standard, explain why an increase in the
demand for cigarettes for smoking would cause ‘deflation’ in the POW camp
(see Radford, pp. 194-195).

c. Since cigarettes were the medium of exchange and the unit of account in the
POW camps, what is the value of Pg in the cigarette economy?

With respect to the overall stock of money, what are the two potential drawbacks
of a fractional reserve banking system? How can the ‘lender of last resort’
function of a central bank help solve one of these problems.

Redemption of bank notes was often costly in a system of many private banks, as
in the antebellum US. What is a clearinghouse organization, and how can the
clearinghouse make inter-bank note redemption less costly? With a clearinghouse,
what would tend to happen to the amount of high-powered money (say gold)
relative to banknotes, and why?

Dowd (“The Establishment of Central Banking,” p. 42) claims that “a recurrent
theme in English history is the government’s perpetual shortage of money.” When
was the Bank of England chartered, and how did it help the English government
finance its expenditures?

The following dates were milestones in the evolution of monetary standards in the
US: 1792, 1834, 1862, 1873, 1879, 1934, and 1971. For each date, identify the
relevant event and provide a brief explanation.

Define the problem of ‘moral hazard’ in the context of the markets for borrowing
and lending. How can this problem lead to a collapse of financial markets? How
do banks attempt to solve this problem?



15. Answer the following two questions on the computation of interest rates. a) The
yield-to-maturity on a 3-year coupon bond is 5%. The bond has a face value of
$10,000 and an annual coupon rate of 6%, with coupon payments made at the end
of each year. What is the current price of this bond? b) You purchased shares of
stock last year at a price of $1,000, and sold the stock a year later for $1,025. If
the rate of return during this period from holding the stock was 4%, what was the
value of the dividend you received during the period?




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000500044004600206587686353ef901a8fc7684c976262535370673a548c002000700072006f006f00660065007200208fdb884c9ad88d2891cf62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef653ef5728684c9762537088686a5f548c002000700072006f006f00660065007200204e0a73725f979ad854c18cea7684521753706548679c300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020b370c2a4d06cd0d10020d504b9b0d1300020bc0f0020ad50c815ae30c5d0c11c0020ace0d488c9c8b85c0020c778c1c4d560002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken voor kwaliteitsafdrukken op desktopprinters en proofers. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents for quality printing on desktop printers and proofers.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /NoConversion
      /DestinationProfileName ()
      /DestinationProfileSelector /NA
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure true
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles true
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /NA
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /LeaveUntagged
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice




