Macroeconomics

Instructor: Mark Tomass

Answer Key to Homework 14

The Banking System
1. The maximum amount of deposits that can be supported would be $25 million.  Bank reserves are largely held as deposits at the Federal Reserve Banks but they are also held as vault cash and as deposits at other banks.  There is a constant inflow and outflow of deposits and the two tend to balance.

2. Bank liabilities will go up by the $3000 in deposits and its assets will go up as $3000 in reserves.  The excess reserves will be $2700 which is the maximum amount this bank can loan out.  However the $3000 increase in the reserves for the banking system could support a maximum of ten times that amount of deposits because of the redeposit of reserves within the banking system.

3. There will be no change in the money stock because there will be no net increase in total checkable deposits.

4. The loan increases the bank’s liabilities by $2 million in the form of debt (borrowing) from the Federal Reserve Bank.  It increases its assets (reserves) by $2 million.  The maximum increase in the money stock that can result would be $20 million.

5. Excess reserves will fall by $10 billion and the capacity of the banking system to make loans will fall by a multiple of $10 million.

6. They will be less than $400 billion because some banks will want to hold excess reserves.

7. The bank is holding $82 million in excess reserves and can acquire that much more in securities or loans for its portfolio.  A total of $820 million in additional money can be supported by the Jonesville bank’s excess reserves.

8. During recessions interest rates fall which results in an increase in the quantity of excess reserves demanded because the opportunity cost of holding the reserves declines.

9. Banks tend to be risk averse.  They hold liquid assets to meet unexpected deposit withdrawals.

