Money, Banking, and the Economy


Instructor: Mark Tomass


Homework 2


Questions on the Money Supply Process





1.	What are the components of the monetary base?  Why is the monetary base a useful concept?





2.	What are excess reserves and how are they calculated?  What determines the amount of required reserves?





3.	If a bank has $10,000 in excess reserves, what is the most new lending that it should do?  Why shouldn’t it do more than that amount?





4.	Wealth in the United States has grown steadily.  If wealth were the only factor affecting currency demand, what do you expect would have happened to the currency-deposit ration over time?





5.	Suppose that the Fed wanted to increase the money supply (M1) by 10% next year.  It predicts that the money multiplier will increase by 2%.  How much should it increase the monetary base?





6.	Suppose that a bank currently has assets of $24,000 in reserves and $176,000 in loans and liabilities of $200,000 in deposits.  If the required reserve ration is 10%, what are the bank’s required and excess reserves?  What is the bank likely to do?





7.	Suppose that the bank sells $3 million in securities on the open market.  Calculate the change in the bank’s excess reserves when the required reserve ration on checkable deposits is 14%.





8.	If the required reserve ratio is 25%, banks hold no excess reserves, and the public holds currency equal to 25% of deposits, what is the value of the M1 money multiplier?





9.	What would the money multiplier be if banks held no excess reserves, the currency-deposit ratio was 1, and the reserve requirement for checkable deposits was 100%?





Suppose that First Bank discovered that its computer had been programmed incorrectly and that it suddenly was short of reserves by $100 million.  What would you expect to happen to the federal funds rate, the number of discount loans made by the Fed, and the amount of excess reserves held by other banks?





11.	What would happen to M1 and M2 if the public decided to hold less currency and more time deposits, so that C/D fell by 1% and STD/D rose by 1% (assuming that the ratio of reserves to deposits is less than 100%)?
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