Ec 365
Assignment 3
Part one: financial resources at the beginning of the Peloponnesian War
· Read, carefully, the document on the beginning of the Peloponnesian War by Thucydides.
· Using 2.13, make a spreadsheet of the financial resources of Athens at the beginning of the war.
Part two: seignorage with metallic money
If you know how to solve this exercise, you understand most of what there is to know about seignorage with metallic money.
Recall that the face value of a coin is the exchange value exchange of the coin (also the mark on the coin that indicates the exchange value-such as a quarter for U.S. coins). The intrinsic value is the value of the metals in the coin.
Let us assume an economy with one type of coin, which is made of silver and copper. Silver is valuable, copper is free. The degree of fineness of a coin is defined as the ratio between the weight of the precious metal (silver) and the weight of the coin.
One thing you should assume in all questions is that the real quantity of money (where is the nominal quantity, and is the price level which can be taken as the price of silver) is constant. The demand for money is determined by the demand for transactions which is assumed to be constant. Another way of saying this is that when the price level rises, the prices of all goods, including silver, rise by the same factor.
The country's economy is such that the demand for the real quantity of money is constant. In the year 200 (fictitious), there is only one type of coin in circulation, called "denarius". Each coin, with a face value of one denarius, weighs 4 grams and contains half silver and half copper (measured by weight). The degree of fineness is . By assumption, at the beginning of the year 200, prices are stable and the market price of four grams of silver is one denarius.
Assume that the quantity of coins in circulation is 100 million "denarius". Each coin has a face value of one denarius. Recall that copper is free and assume that the manufacturing cost of any coin is zero.
In the year 200, the emperor orders the mints (the shops that produce coins) to produce 100 million more coins of the same degree of fineness. The mints must buy the silver (for the coins) in the market, at the market price. At the end of the year, the new coins are in circulation and the price level has stabilized.
1. What is the price of silver at the end of the year? Compare the face value and the intrinsic value of the coins at the end of the year.
2. Recall that the only cost to the mint is the purchase of silver on the market. Show that the mints can produce the coins as requested while buying the silver in the market. (More difficult: discuss the profit of the mints).
3. In the year 220, the emperor orders the mints to produce 200 million additional coins, each with a degree of fineness of only 25 percent. Show that the quantity of coins in circulation does not change. (Remember Gresham's Law). What happens to the "old" coins (with a degree of fineness of ½)?
4. How does this policy affect the price level (the price of silver)?
5. What is the amount of revenues that the emperor can obtain from this policy?
6. Suppose that later, the ruler instructs the mint to produce more coins with the degree of fineness of Is this policy feasible? What will be the effect on the price level?

