Principles of Macroeconomics
Economics 402
Problem Set 5
Due:  May 24, 2011 

25 points

Show all of your work on a separate piece of paper.

1. a)
Suppose that the Federal Open Market Committee changes the money supply using an open market purchase of $100,000.  You have the U.S. T-bill and use your checking account at the First Federal Bank.  Show the transactions using T-accounts.   
b) Using a T-account show what happens when the First Federal Bank makes a loan to earn income from their extra excess reserves, if the required reserve ratio is 15%   
c) The borrower who takes out the loan at First Federal Bank, deposits their funds at the Second State Bank.  The Second State bank also has a 15% reserve requirement and will loan out the extra funds as well.  Show the final T-account for the Second State bank. 
d) Using the simple money multiplier (calculation), determine the total amount of deposits that will be affected by the initial open market purchase.    

2. If the money supply grows by 6 percent, and nominal output grows by 8 percent, prices should rise by how much (assuming velocity is constant)?   
3. The nominal interest rate is 8 percent while the money supply is growing at a rate of 6 percent per year.  If the government increases the growth rate of the money supply from 6 percent to 10 percent, what would you expect to happen to the nominal interest rate?  
4. Find the current federal funds and prime interest rates (include the dates).  

