Macroeconomics

Instructor: Mark Tomass

Answer Key to Homework 15

1. The Fed receives neither funding nor instructions from either the executive or legislative branches of government.  It is an independent corporation.  The President can influence Fed policies through the appointments made to the Federal Reserve Board of Governors.

2. The Fed’s main liabilities are currency and the reserves of depository institutions it holds as deposits, which is the monetary base.  The money stock is the sum of checkable deposits, currency, and other items included in M1.

3. The Fed can engage in open market purchases, reduce the discount rate, lower required reserve ratios and engage in other practices that increase bank excess reserves and encourage banks to use the newly created excess reserves to extend credit.

4. The Fed will acquire $10 billion more in government securities as assets and liabilities will increase in the form of $10 billion of bank reserves, which will be Fed liabilities in the form of deposits.  The banking system will have assets in the form of government securities fall by $10 billion while their reserves will rise by the same amount.  The Fed’s operations will increase securities prices and therefore decrease interest rates on that day.

5. In this case, the Fed reduces its holdings of securities by $50 billion and the effects are opposite to those discussed in question 3.

6. Open market purchases will add to bank excess reserves and lower interest rates on government securities.  The lower interest rates will increase the demand for credit and make government securities a less desirable asset for banks.  Given the demand for money, the Fed’s policies will increase money supply, putting downward pressure on interest rates.

7. The supply of money will decrease and interest rates will rise.

8. If both sales and purchases balance on a given day, they will not affect interest rates.  In addition, if the demand for money were perfectly elastic, an increase in the supply of money would not affect interest rates.

9. If the Fed acts to increase the money supply, it can prevent interest rates from rising.

10. The increase in the money supply depends on the willingness of depository institutions to extend credit.  If banks merely hold excess reserves, the supply of money will not increase.

