Macroeconomics

Instructor: Mark Tomass

Review Questions H14
The Banking System

 1.
A banker operates under a 20 percent fractional reserve ratio.  What amount of deposits can be supported by $5 million of reserves?  In what form does a bank hold its reserves?  Explain why a bank is unlikely to ever have to pay out all of its deposits in a single day.

2.
Suppose you deposit $3,000 in cash from your mattress in your local bank.  Show the impact of your deposit on the bank’s balance sheet.  Explain why the bank cannot increase the loans it makes after it receives your deposit by more than a certain percentage of $3,000.  If the required reserve ratio is 0.1, what is the maximum increase in checkable deposits that will result in the entire banking system as a result of your deposit?

3.
Suppose you have accounts at two banks.  During a particular week you write a check on one of your accounts for $1,000 and deposit it in your account at the other bank.  Will the money stock increase as a result of your transaction?

4.
Suppose the Federal Reserve bank lends funds to the First National Bank of Toledo.  It does so by crediting the Toledo bank’s account at the Federal Reserve by $2 million.  Show the impact of the loan on the Toledo bank’s balance sheet.  What will happen to the Toledo bank’s excess reserves as a result of the loan?  If the required reserve ratio is 0.1, what is the maximum increase in the money stock that can result from the loan?

5.
Suppose that during the holiday season households withdraw $10 billion from their accounts in banks to hold as cash in their pockets to facilitate shopping.  What will happen to bank excess reserves and the capacity of the banking system to make loans as a result?

6.
The required reserve ratio is 0.1, and the current available bank reserves are $40 billion.  Explain why checkable deposits in the banking system are likely to be less than the maximum possible $400 billion.

7.
Following is the balance sheet of the First National Bank of Jonesville:




Assets



Liabilities and net worth


Reserves, $100 million


Deposits, $180 million



Securities, $50 million


Net Worth, $20 million



Loans, $50 million


If the required reserve ratio is 0.1, what is the amount of the bank’s excess reserves?  How many dollars’ worth of additional loans or securities can the bank acquire as assets?  How much of an increase in the money stock could the bank’s excess reserves support if all banks in the banking system were to hold zero excess reserves?

8.
Suppose the bank demand curve for excess reserves is a horizontal line.  What will be the effect on the money stock of an increase in the amount of excess reserves available to the banking system?

9.
Explain why bank demand for excess reserves tends to increase during recessions.  Why does the fact that bank demand for excess reserves varies with general business conditions tend to destabilize the economy?

10.
How do banks choose their portfolio of assets to balance considerations of profitability, liquidity, and risk?
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