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In this chapter we begin learning about central banking.  Centralized banking opens the door to bank credit inflation as it replaces or supplants free banking. This chapter explores how the limits to bank credit inflation are, in a very clever way, removed.  We learned what these limitations were in the previous chapter on Free Banking.  It also explains how fractional reserve banking works.  You will learn how the Federal Reserve System can change the supply of money by manipulating total bank reserves and legal reserve requirements.  Shall we begin? 

As always, if anything is unclear, please take the time to visit the instructor either on-line or in his office.

CORRECT:   /130  =  .00  =  /15

Chapter IX    Central Banking:  Removing the Limits
Question 1:  

a)  What is the purpose of central banking? (2 points)

b)  Define what is meant by central banking?  (5 points)

Answer 1:

a)

b)

Question 2:  The Central Bank is a “bankers’ bank.”    Explain.  (5 points)

Answer 2:

Question 3: 

a)  Using Figure 9.1, explain how Martin Bank is practicing fractional reserve banking.  (5 points)

b)  What is the fractional reserve ratio for the Martin Bank?  (2 points)

Answer 3:

Question 4: 

a)  Suppose that depositors at the Martin Bank wish to redeem $500,000 of their demand deposits into cash (Central Bank notes).  Explain how that would work with the Central Bank?  (5 points)

b)  Is there any change in the money supply?  Explain.  (2 points)

c)  What happened to the fraction of reserves/deposits at Martin Bank?  (5 points)

c)  How will Martin Bank respond to the new reserves/deposits ratio?  (5 points)

Answer 4:

Question 5:  

a)  Suppose that the public deposits cash into its demand deposits at Martin Bank.  Explain what happens in Step 1 (Figure 9.4 Depositing Cash:  Phase I) (5 points)

b)   Explain what happens in Step 2 (Figure 9.5 Depositing Cash:  Phase II).  

(5 points)

c)  Explain what happens in Step 3 (Figure 9.6 Depositing Cash:  Phase III).  (5 points)

d) What has happened to the money supply, and why has it changed?  Has the Bank increased or decreased its bank notes? (5 points)

Answer 5:

a)

b)

c)

d)  

Question 6:  In terms of what you’ve learned so far from questions 4 and 5, answer the following questions.

a)  If the public increases its demand for cash, then the supply of money will increase or decrease?  (2 points)

b)  If the public deposits cash into its account, what happens to the supply of money—increase or decrease?  (2 points)

Answer 6:

a)  Increase or Decrease

b)  Increase or Decrease

Question 7:  

a)  Under central banking and the gold standard, the total supply of money, M, is equal to what? (2 points)

b)  Under central banking and no gold standard, the total supply of money, M, is defined as what?  (2 points) 

Answer 7:

a)

b)

Question 8:  

a)  Under central banking, the (more or less) the public is willing to hold checking accounts rather than cash, the greater the inflationary potential.  (2 points) 
b)  If the public draws down their checking accounts, the (more or less) the inflationary potential will be?  (2 points)

Answer 8:

a)  More or Less.

b)  More or Less.

Question 9:  

a)  A bank is protected from going bankrupt under fractional reserve banking in three ways.  List them.  (3 points)
b)  How are banks protected under central banking against the dreaded bank run?  

(5 points)

Answer 9:

a)

b)

Question 10:  

a)  What about the severe free market limits on the expansion of any bank?  Won’t an expanding Bank A quickly lose reserves to Bank B, and face bankruptcy?  (5 points)

b)  “The Central Bank can see to it that all banks in the country can inflate harmoniously and uniformly together.”  Evaluate this statement.  (5 points)  

Answer 10:

a)

b)

Question 11:  
a)  Define legal reserve requirements.  (2 points)

b)  Is it a tendency under central banking for banks to keep “fully loaned up”?  (2 points)

Answer 11:

Question 12:  

a)  Assume the following:  1)  total bank reserves, in the form of demand deposits at the Central Bank, increase by $1 billion, 2) the legal minimum reserve ratio is 1/5 (or 20%), and 3) the banks make it a practice   to keep fully loaned up, that is, always pyramiding 5:1 on top of total reserves. What happens in Step 1 in Figure 9.8 Increasing Bank Reserves?  (5 points)

b)  What happens in Step 2 in Figure 9.9 Pyramiding on Top of New Reserves? 

(5 points)

c)  If the legal reserve requirement is 1:5, and banks remain fully-loaned up, the banks will pyramid how much new money or credit?  (2 points) 

d)  If the legal reserve requirement is 1:10, the banks will pyramid how much new credit?  (2 points)

Answer 12:

a)

b)

c)

d)

Question 13:

a)  Define Money Multiplier.  (2 points)

b)  M = Cash  +  _____________________________?  (2 points)

c)  Total bank reserves x MM = _________________?  (2 points)

Answer 14:

a)

b)

c)

Question 14:  (2 points each)
a)  Increasing the total reserves of banks will (increase or decrease) the money supply?

b)  Decreasing the total reserves of banks will (increase or decrease) the money supply?

Answer 14:

a)  Increase or Decrease.

b)  Increase or Decrease.

Question 15:

a)  Figure 9.10 Banks, Reserve Requirement at 20% assumes a hypothetical balance sheet for commercial banks, with the banks fully loaned up to the 5:1 money multiplier, and total reserves of $10 billion in legal reserve requirement at 20%, and demand deposits therefore at $50 billion.  What will happen (see Figure 9.11 Lowering the Reserve Requirement) when the Fed lowers the reserve requirement to 10% (or MM = 10)?  (5 points)

b)  Decreasing the reserve requirement of banks will (increase or decrease) the money supply?  (2 points)

c)  Increasing the reserve requirement of banks will (increase or decrease) the money supply?  (2 points)

Answer 15:

a)  

b)  Increase or Decrease.

c)  Increase or Decrease.

Question 16:

a)  Explain the history of the Federal Reserve System and the reserve requirement.  

(5 points)

b)  Lowering the reserve requirement is inflationary or contractionary?  (2 points)

c)  The Fed’s most important day-to-day instrument of control of the money supply has been to fix and determine ________________________.  (2 points)

Answer 16:

a)

b)  Inflationary or Contractionary?

c)  

THE END

