Name_______________________________________,   Date__________     

Fall 2007

Eco 101 Prof. Dohan
 Questions about Money & Banking and  Monetary Policy Usually on the Final
 

1. Assume that no excess reserves were held by member banks (MB), that there was no leakage into circulation and that the reserve requirement ratio (rrr) was 20% of Deposits. The bank will always lend out 100% of any excess reserves.  Assume that this loan is spent and deposited in another bank. Assume that only Deposits are Money. 

The Fed now buys 100 billion dollars of government bonds from MB1.  It pays for the bonds simply by adding $100 b. reserves to MB1’s account at the Fed.  Show using banks' balance sheets and explain how the money supply changes through the banking system (show  the first 3 steps of the process that continues indefinitely to create a money multiplier. The helps tell us the total impact of the FRB’s policy. Because is helps us calculate the total changes in the money supply (M1 ), reserves (R), and loans (as if the entire banking system were a monopoly). (4 pts.)

   
 FED  Reserve Ban                MB BANK 1             MB BANK 2           MB BANK 3              for many banks.

Assets
| Liabilities
   Assets
| Liabilities
Assets
| Liabilities
Assets
|  Liabilities




| Reserves 
Reserves
|Deposits
Reserves| Deposits
 Reserves |  Deposits




|


|


|


|






| 


|


|


|






| 

 
|


|


|





Gov’t bonds
|

Loans
|

Loans
|

Loans
|




   

| 


|


|


|






|


|


|



|

2. Using money multiplier (1/rrr), calculate for the banking system as a whole at the end of the process through many (all) banks (as if these banks were one big monopoly bank so all loans come back to it).
the total change (+ or ‑) in Reserves in the system:                     , total change in M1 (demand deposits)

and total change in Loans:                        

3.  Desired investment, "Id", is determined by many factors including interest rates "I(i)" (marginal efficiency of investment curve) and output levels "bYa"(induced investment).   Explain briefly why interest rates affect desired investment and why higher levels of output might influence desired investment.  Illustrate both relationships on the graphs below. (2)
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Induced investment.

4.  What principle or concept or observation by the “goldsmith”  allows a bank to lend out its depositors' money, while at the same time the depositors can use their deposits as money?  This is the basis of “Fractional reserve banking. (careful, this is not the coefficient of money expansion). (2)
5.  How did the policy of insuring (FIDC) a legally separate bank deposits end for the most part “runs on banks”.

