
Tuesday, March 3 & Wednesday, March 4 
Warm up--copy in notes + answer Qs:

If the Fed sells $2000 bonds to the bank:
1.Is this expansionary or contractionary?
2.How much do demand deposits change?
3.How much do required reserves change?
4.How much do excess reserves change?
5.How much more can the bank initially lend out?
6.Maximum change in the money supply?
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Assets Liabilities & Equity
Req. Reserves $2,000 Demand Deposits $20,000
Excess Reserves $3,000 Owner’s Equity $5,000
Treasury Bonds $5,000
Loans $15,000



Tuesday, March 3 and Wednesday, 
March 4
● Learning target: I can use bank balance sheets to show the 

effects of deposits, OMO, and the money multiplier 
working through the magic of fractional reserve banking. 

● Agenda: Warm up with practice balance sheets (10 min); Work 
period: trade/grade/review Fun Set 4.2; review practice 
balance sheets (60 min); closing: what questions do you have at 
this point? (5 min)



Have you paid 
for the AP 
exam?  Do it!!



B Day: Questions 
re. Discount rate 
and IoR?



Retrieved from www.nytimes.com on 
3/3/20
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Tool: Interest on Reserves in 
Practice

□ Expansionary monetary policy:  Lower the interest rate 
paid on reserves to give banks an incentive to loan more 
$$ out so the bank can make a profit--increased loans 
leads to increased spending; AD  

□ Contractionary monetary policy:  Raise the interest rate 
paid on reserves to give banks an incentive to keep 
more money in reserve so the bank has less $$ to 
lend--decreased loans leads to decreased spending; AD





Assets Liabilities & Equity

Req. Reserves $2,500 Demand Deposits $25,000

Excess Reserves $4,500 Owner’s Equity $5,000

Treasury Bonds $5,000

Loans $18,000

Total Assets $30,000 Total Liabilities & Equity $30,000

If Bob deposits $2,000 into this bank:
1.How much do demand deposits change?
2.What is the required reserve ratio? 
3.Will M1 money supply initially ↑, ↓, stay same?
4.How much is the required reserves?
5.How much is the excess reserves?
6.How much more can the bank initially lend out?
7.Maximum change in money supply from deposit?



Assets Liabilities & Equity

Req. Reserves $2,500 Demand Deposits $25,000

Excess Reserves $4,500 Owner’s Equity $5,000

Treasury Bonds $5,000

Loans $18,000

Total Assets $30,000 Total Liabilities & 
Equity

$30,000
If the Fed buys $2,000 of bonds:
1. How much do demand deposits change?
2.How much is the required reserves?
3.How much is the excess reserves?
4.How much more can the bank initially lend out?
5.Maximum change in the money supply?
6.Maximum change in demand deposits(all banks)?
7.Maximum change in req. reserves (all banks)?



Assets Liabilities & Equity

Req. Reserves $2,500 Demand Deposits $25,000

Excess Reserves $7,500 Owner’s Equity $5,000

Treasury Bonds $5,000

Loans $15,000

Total Assets $30,000 Total Liabilities & Equity $30,000

If Bob withdraws $3000 from this bank:
1.Will M1 money supply initially ↑, ↓, stay same?
2.How much is the required reserves?
3.How much is the excess reserves?
4.Assume Bob burned the money, what is the maximum change in 

money supply?



Practice FUN!!
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2009 Practice FRQ
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http://www.youtube.com/watch?v=ntq89ccHrQs


2009 Practice FRQ
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2009 Practice FRQ
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2009B Practice FRQ  
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http://www.youtube.com/watch?v=42sX3VDwAu4


Thursday, March 5 and Friday, March 6
● Warm up: Talk to your neighbor about what you think about news 

re. Economic impact of coronavirus.
● Learning targets: I can explain the quantity theory of money 

(velocity of money) to help explain one cause of inflation.  I can 
explain why the price of previously issued bonds is inversely related 
to interest rates.   

● Quiz on Monday (A day) or Tuesday (B day)
● No tutorial Thursday, but I will be here Friday after school.
● Agenda: Warm up (10 min); Work period: review last quiz; notes 

on velocity of money and price of bonds; review 2017 FRQ (60 
min); closing: TOTD (10 min)
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Nominal 
Interest Rate 

(r)

Quantity of Money
(billions of dollars)

20%

   5%

2%

   
0 MD

There is an inverse relationship between interest 
rates and the quantity of money demanded.
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The Demand for Money
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As interest rates decrease, 
there is a lower opportunity 
cost associated with holding 

money in your pocket or 
checking account.



The Demand for Money
1. What happens to the quantity demanded of money 
when interest rates increase?

 Quantity demanded falls because individuals would 
prefer to have interest-earning assets instead.

 There is a inverse relationship between the interest 
rate and the quantity of money demanded.
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The Demand for Money
2. What happens to the quantity demanded of money 
when interest rates decrease?
Quantity demanded increases. There is no incentive to 

convert cash into interest-earning assets. 

 There is a inverse relationship between the interest 
rate and the quantity of money demanded.
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Quantity of Money
(billions of dollars)

20%

   5%

2%

   
0 MD

What happens if price level increases?
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The Demand for Money

MD1

Money Demand Shifters
1. Changes in price level
2. Changes in income
3. Changes in technology

Nominal 
Interest Rate 

(r)
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Money Demand Shifters:
Change in Price Level

• Higher prices will increase demand for money
• Lower prices reduce the demand for money

– The demand for money is proportional to the 
price level, so that a 20% increase in the price 
level will result in a 20% increase in the quantity 
of money demanded at any given interest rate

41



Money Demand Shifters:
Change in GDP

• Money facilitates purchases of goods and services, 
so an increase in GDP (i.e., the total quantity of 
goods and services produced and sold in an 
economy) will result in an increase in money 
demand.

• Also works in reverse with a decrease in GDP

42



Money Demand Shifters:
Change in Technology or Regs

• Technology can make it easier for people to access 
their cash.
– Eg, the invention of the ATM and widespread 

use of credit and debit cards 
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200
MD

MS The Fed is a nonpartisan 
government office that sets and 

adjusts the money supply to 
influence the economy.

This is called Monetary 
Policy.

The U.S. Money Supply is set by the Board of 
Governors of the Federal Reserve System (The Fed).
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The Supply for Money
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And why does Ms. Brown
give us so many 
darn quizzes?



Equation of Exchange or 
the Quantity Theory of Money

• Quantity theory of money:  a theory that 
emphasizes the positive relationship between the 
price level and the money supply.  
– It relies on the equation M x V = P x Y(or Q)



Quantity Theory of Money
• M x V = P x Q  Where:

– M = supply of money
– V = velocity of money (# of times a year that a dollar is 

spent on final G & S)
– P = price level (average price of each unit of output)
– Q = physical volume of G & S produced (real output)

• MV is the amount spent by consumers.  This is the 
same as the total C + I + G + Xn

• PQ is the amount received by sellers.  This is the same 
as nominal GDP (current output at current prices)



Quantity Theory of Money

https://www.youtube.com/watch?v=q59tZKP0HME


M x V = P x Y


