Chapter 4 The Monetary System


1. Which of the following is not a function of money?
A. It is a means of production.
B. It is a unit of account.
C. It is a store of value.
D. It is a medium of exchange.


2. One purpose of money is to transfer purchasing power from the present into the future. This function of money is called:
A. store of value.
B. index of inflation.
C. medium of exchange.
D. unit of account.

3. One purpose of money is to provide the terms in which prices are quoted and debts are recorded. This function of money is called:
A. store of value.
B. index of inflation.
C. medium of exchange.
D. unit of account.


4. One purpose of money is to be the item we use to buy and sell things. This function of money is called:
A. store of value.
B. index of inflation.
C. medium of exchange.
D. unit of account.


5. Of all of the following that could be used as money, which would be most likely to be characterized as fiat money? 
A. chocolate bars
B. silver jewellery
C. gum wrappers
D. salt


6. Which of the following is NOT an example of fiat money?
A. the U.S. dollar
B. the Japanese yen
C. the British pound
D. gold coins


7. In order for trade to be completed in a purely barter economy, which of the following conditions must be satisfied?
A. Inflation must equal zero.
B. Scarcity must not exist.
C. Money must be accepted by both sides of the bargaining table.
D. There must be a double coincidence of wants.

8. The central bank’s control over the money supply is called: 

A. money market equilibrium.
B. fiscal policy.
C. monetary policy.
D. interest rate policy.


9. Which of the following is/are considered currency?

A. coins.
B. paper notes.
C. both coins and paper notes.
D. gold


10. Which of the following is a part of M1?

A. currency.
B. demand deposits.
C. savings deposits.
D. currency and demand deposits.


11. Rank the following assets according to size, from smallest to largest: M2, M1, Paper notes, Currency.

A. paper notes, currency M2, M1.
B. currency, paper notes, M1, M2.
C. paper bills, currency, M1, M2
D. M1, M2, currency, paper notes.


12. Suppose Bob moves money from his current account into his savings account. This will cause:

A. both M1 and M2 to decrease.
B. M1 to decrease and M2 to increase.
C. M1 to decrease and M2 to stay the same.
D. both M1 and M2 to increase.


13. M2 does not include:
A. currency.
B. long-term government bonds.
C. traveler’s checks.
D. demand deposits.


14. In a 100-per cent reserve banking system, if a customer withdraws €500 from his checking account, the bank’s deposits will _______________ while its reserves will _________________.

A. decrease €500; stay the same.
B. decrease €500; decrease €500.
C. decrease €500; increase €500.
D. increase €500; increase €500.


15. In a fractional reserve banking system, if a customer deposits €100 into his checking account, the bank’s reserve holdings will ___________________ because __________.

A. increase by €100; the banks may choose to lend out excess reserves.
B. increase by less than €100; the banks may choose to lend out excess reserves.
C. increase by €100; the banks have to keep all the reserves in the bank vaults.
D. stay the same; the banks will lend all €100 out as loans.


16. 

	Year
	Reserve-deposit Ratio (rr)
	Currency-deposit Ratio (cr)
	Monetary Base

	2000
	0.1
	0.2
	250

	2005
	0.25
	0.25
	300




In the table above, if the money supply is governed by the money multiplier mechanism, how has it changed between 2000 and 2005?
A. It has increased by 50.
B. It has increased by 250.
C. It has decreased by 150.
D. It has decreased by 250.


17. Suppose the monetary base doubles and the money multiplier doubles as well. Consequently, the money supply
A. remains the same.
B. doubles.
C. more than doubles.
D. less than doubles.


18. If the Fed increases the discount rate that it charges when it makes loans to banks, then the monetary base will:
A. fall and the money supply will fall.
B. fall and the money supply will rise.
C. rise and the money supply will fall.
D. rise and the money supply will rise.


19. How does a bank “create” money?
A. by printing paper notes and coins
B. by taking deposits and making loans
C. by charging interest on any loans it makes
D. by keeping customer deposits in bank vaults



20. According to the book, which of the following equations represents the money multiplier?
A. (cr + 1)/(cr + rr)
B. (cr + 1) × (cr + rr)
C. (cr + 1) + (cr + rr)
D. (cr + 1)-(cr + rr)



21. Which of the following is a type of open-market operation?
A. The government sells Treasury bills to the public.
B. The government prints money and uses it to buy army uniforms.
C. The Central Bank sells Treasury bills to the public.
D. The Central Bank buys foreign currency in the exchange market.


22. According to the book, what is an excess reserve?
A. It is the amount of funds that the banks hold above the reserve requirement.
B. It is the amount of funds banks hold as reserves in the vaults of the Central Bank.
C. It is the interest earned by banks for holding funds in the vaults of the Central Bank.
D. It is the profits that banks earn when they take deposits and make loans.
Answers

1a - See Section 4-1 for a description of the different functions of money.

2a


3d

4c

5c - Fiat money has no intrinsic usefulness. Of the items named, gum wrappers have the least intrinsic worth. See Section 4-1.

6d - Fiat money has no intrinsic usefulness. Of the items named, gold coins have intrinsic worth. See Section 4-1.

7d - See Section 4-1.

8c - See Section 4-1.

9c - Currency includes coins and paper notes. See Section 4-1.

10d - M1 includes currency and demand deposits. See Section 4-1.

11c - See Section 4-1.

12c - Moving funds from a current account to a savings account will cause M2 to stay the same because both are included in M2. See Section 4-1.

13b - See Section 4-1 for an explanation of the different measures of the money supply.

14b - Deposits and reserves will decrease by the same amount. See Section 4-2.

15b - Banks will keep the required reserve and lend the rest out. See Section 4-2.

16d - The money supply is equal to the monetary base multiplied by the money multiplier (m, which is equal to (cr + 1)/(cr + rr)). In 2000, the money supply was 250 × 4 = 1000. In 2005, the money supply was 300 × 2.5 = 750. Between 2000 and 2005, therefore, the money supply decreased by 250. See Section 4-2.

17c - Since the money supply is equal to the monetary base multiplied by the money multiplier, it will increase by a factor of four in this case. See Section 4-3.

18a - Increasing the discount rate reduces the amount of borrowing that banks do at the Fed's discount window. This means that bank reserves fall, the monetary base falls and, consequently, the money supply falls. See Section 4-3.

19b - Banks create money simply by taking deposits and making loans. See Section 4-2.

20a - See Section 4-3.

21c - Open-market operations are a way by which Central Banks control the money supply. To increase the money supply, the Central Bank buys government bonds from the public. To decrease the money supply, the Central Bank sells government bonds to the public. See Section 4-1.

[bookmark: _GoBack]22a - See Section 4-3.
