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This assignment is Part II of Chapter VII.  It is pretty basic as far as defining and explaining banking terminology and principles.  Understanding this chapter is very important for what follows in the rest of the book.  When you get done with this assignment, make sure you understand deposit banking and how it operates as a fractional reserve banking system.  As always, provide adequate detail for full-credit.  Let’s begin.
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Chapter VII_____DEPOSIT BANKING
14.  FRACTIONAL RESERVE BANKING (Continued on page 99)

Question 1 

a)  State the crucial rule of sound financial management?  (2 points)

b)  According to this rule, explain why fractional reserve banking is inherently unsound?  (5 points)

c)  What is the problem with the analogy of the “banker who operates somewhat like a bridge-builder”?  (5 points)

Answer 1:

a)

b)

c)

Question 2:  

a)  Suppose that gold has been outlawed, and cash or legal tender money consists of dollars printed by the central government (See Figure 7.3 Fractional Reserve Banking (paper)), explain what happens when new money is injected at some particular point in the economics system? (5 points)

b)  When Smith pays back the loan of $80,000 over a two-year period, what happens to the $80,000 in fake warehouse receipts and the money supply?  (5 points)

c)  Fractional reserve banks are always subject to “contraction”.  Explain.  (5 points)

d)  What is the difference between fractional reserve banks and the pure gold coin standard?  (5 points)

e)  Explain the basic (or crude) model of the business cycle?  Be specific.  (5 points)

Answer 2:

a)  

b)

c)

d)

e)

4.  BANK NOTES AND DEPOSITS 

Question 3:  

a)  What are the two basic forms of money warehouse receipts?  (2 points)

b)  Distinguish a “bank note” from a “demand deposit”.  (5 points)

c)  Does a “check” function as money?  Explain.  (2 points)

Answer 3:  

a)

b)

c)

Question 4: 

a)  Refer to Figure 7.5 Transferring Demand Deposits.  Jones has a deposit account of $10,000 at the Rothbard Bank.  Jones buys a hi-fi set from Brown for $3,000.  Has there been a change in the total money supply in the country?  Explain.  (5 points)

b)  Make the technological distinction between the following types of money.  Bank note (tangible or intangible); demand deposit (tangible or intangible).  (2 points)

Answer 4:

a)

b)  Banknote (tangible or intangible); demand deposit (tangible or intangible)  

Question 5: 

a) Explain the advantages and disadvantages on the market between bank notes and demand deposits.  (5 points) 

b)  When did checking accounts become nearly universal in use?  (2 points)
Answer 5:

a)  

b)

Question 6: 

a)  As fractional reserve banking was allowed to develop, the rigid separation between deposit banking and loan banking was no longer maintained in what came to be known as commercial banks.  Explain.  (5 points)

b)  In examining the T-account transactions in Figure 7.6 Mixed Loan and Deposit Bank, how do we know that this hypothetical bank is engaging in fractional reserve banking?  

(5 points)

c)  What is the fractional reserve ratio or the Equity/Demand liabilities?  (2 points)

d)  How is the T-account affected in Figure 7.7 Fractional Reserve in a Mixed Bank, if the stockholders invest another $500,000 which in turn is loaned out to various borrowers?  (4 points)

e)  Is there any inflation as a result of the previous (e) transaction?  (2 points)

f)  For this bank to engage in 100% reserve banking, what must be true?  (2 points)

Answer 6:

a)

b)

c)

d)

e)

f)

THE END

