Macroeconomics & the Monetary System


Instructor: Mark Tomass


Answer Key to Homework 2 


The Money Supply Process








1.  Base = Currency in circulation + Reserves.  The concept is useful because we can define a multiplier that makes the money supply equal to the monetary base times the multiplier and because open market operations and discount loans increase the monetary base by the amount of the operation or loan.





3.  Excess reserves are the amount of reserves that banks hold beyond their required reserves.  Required reserves are equal to the required reserve ratio multiplied by deposits.





3.  $10,000.  The loan proceeds will be spent, and the bank will lose reserves of that amount.





4.  (C/D) would have declined steadily.





5.  The Fed should increase the monetary base by 10% - 2% = 8%.





6.  Required reserves:  $20,000; excess reserves:  $4000; make a loan for $4000.





7.  $3 million.


                               ___


8.  m = (1 + (C/D))/[(C/D) + (R/D) + (ER/D)] = 1.25/0.50 = 2.50.


                               ___


9.  m = (1 + (C/D))/((C/D) + (R/D) = (1 + 1)/(1 + 1) = 2/2 = 1.  Note that if banks held excess reserves, the multiplier would be less than 1.





10.  The Federal Funds rate rises, so more banks borrow from the Fed; as a result banks hold fewer excess reserves.





11.  The M1 multiplier rises because (C/D) falls, and the multiplier is greater than 1.


	The M2 multiplier rises because (C/D) falls (no change in numerator of multiplier).  Both M1 and M1 increase.


