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The crucial question in this chapter is what determines the level of total bank reserves at any given time.  Here we discover how the Federal Reserve (that is, the Central Bank) influences the supply of money by altering bank reserves chiefly through loans to banks and open market purchases.  This chapter is critically important in understanding 

how the Federal Reserve determines the supply of money and monetary policy.  Let’s begin.

CORRECT:   /138  =  .00  =  /15

Chapter X
Central Banking:  Determining Total Reserves
Question 1:  There are several important determinants of bank reserves, which can be grouped into two classes.  What are they?  (2 points)
Answer 1:

I.  The Demand for Cash

Question 1:  The major action by the public determining total bank reserves is its _____________________.  (2 points)

Answer 1:

Question 2:  

a)  The public’s (increased or decreased) demand for cash will put contractionary pressure on a bank.  (2 points)

b)  The (increased or decreased) desire for cash will add to its inflation of the money supply.  (2 points)

Answer 2:

a)  Increased or decreased.

b)  Increased or decreased.

Question 3:  Refer to figure 10.1 A Hypothetical Banking System:  All Commercial Banks.  

a)  What do we know to be true (or the assumptions made) about this hypothetical banking system?  (5 points)

b) What is the total money supply?  (2 points)

c)  In this example, the public wishes to draw down its demand deposits by $2 billion  in order to obtain cash.  Explain the immediate effect of this transaction (refer to Figure 10.2  Increase in the Demand for Cash:  Phase I.).  (5 points)

d) What has happened to the money supply?  (2 points)

e)  How have bank reserves been effected, and how will commercial banks respond to this development?  (7 points)

Answer 3:

a)

b)

c)

d)

e)

Question 4:  Refer to Figure 10.4 Decrease in the Demand for Cash:  Phase I.  

a)  Explain the immediate effect of the public reducing its demand for cash (or depositing money into the banks).  (5 points)

b)  What do the banks do with the new reserves?  (2 points)

c)  Explain the end results of banks receiving new deposits of $2 billion (refer to Figure 10.5 Decrease in the Demand for Cash:  Conclusion).  Specifically, what happens to the money supply?  (5 points) 

Answer 4:

a)

b)

c)

Question 5:  

a)  What does FDIC stand for?  (2 points)

b) When did it begin?  (2 points)

c)  What was its purpose?  (2 points)

d)  Do banks now have a greater incentive to inflate?  (2 points)

Answer 5:

a)

b)

c)

d)

Question 6:  Over time has there been a movement toward a  demand for cash?  Explain.  (5 points)

Answer 6:

2.  The Demand for Gold

Question 1:  

a)  Explain the effect of the public increasing its demand gold.  (5 points)

b)  Under our “present fiat standard” is there a requirement that the Central Bank redeem in gold?  (2 points)

c)  Suppose that gold flows into the U.S. from South Africa, what impact will this have on bank reserves?  (2 points)

Answer 1: 

a)

b)

c)

3.  Loans to the Banks

Question 1:

a)  Another method of the Central Bank to expand or contract total bank reserves is?  

(2 points)

b) The Central Bank is a “lender of last resort”?  Explain. (2 points)

c)  In the U. S., there are two forms of Federal Reserve loans to the banks:  discounts and advances.  Distinguish the difference between the two types of loans.  (5 points)

d) Central Bank loans to banks are a factor of increase or decrease of bank reserves.  (2 points)

e)  Outstanding loans to banks by the Federal Reserve are now a major or minor aspect of Central Bank operations in the U.S.?  Do loans serve to increase or decrease bank reserves over the long run?  (4 points)

f)  What is the Federal funds market?  (5 points)

Answer 1: 

a)

b)

c)

d)  Increase or Decrease.

e.  Major or Minor.  Increase or Decrease.

f)

Question 2:  How does the Federal Reserve encourage or discourage bank borrowing from itself?  Explain.  (5 points)

Answer 2:

Question 3:  The Federal Reserve rediscount rate policy has been basically inflationary since 1919.  Explain.  (5 points)

Answer 3:

4.  Open Market Operations

Question 1:  Open Market Operations is the ___________ important method by which the Central Bank determines the _________________, and therefore the total _________________________.  (3 points)

Answer 1:

Question 2:  Define Open Market Purchase and Open Market Sale.  (2 points)

Answer 2:

Question 3:  Explain how an open market purchase works using the example of the Federal Reserve Bank of New York purchasing an old desk from Rothbard for $100.  Refer to Figure 10.7 Open Market Purchase.  Be specific.  (5 points)

Answer 3:

Question 4:  Explain how an open market sale has precisely the reverse effect.  Refer to 10.8 Open Market Sale.  Be specific.  (5 points)

Answer 4:

Question 5:  

a)  Open Market Purchases increase or decrease total bank reserves and increase or decrease the supply of money.  (2 points)

b)  Open Market Sales increase or decrease total bank reserves and increase or decrease the supply of money.  (2 points)

Answer 5:

a)  Increase or Decrease, Increase or Decrease.

b)  Increase or Decrease, Increase or Decrease.

Question 6:

a)  Under what act of Congress did the Fed acquire unlimited power to buy any asset it wishes and up to any amount—whether it be __________________, _______________, or __________________.  (5 points)

b)  Explain the makeup of this system in terms of the Fed’s System Manager and FOMC.  (5 points)

c)  Has the Fed open market purchases been the driving force of monetary expansion since the early 1980’s?  Explain.  (5 points)

Answer 6:

a)

b)

Question 7:  

a)  Refer to Figure 10.9 Fed Purchase of Government Securities from Dealer.  Suppose that the Fed’s System Manager buys $1,000,000 of government bonds from private bond dealers.  Explain how the government bond purchase by the Fed on the open market increases reserves by the same amount.  (5 points)

b)  An open market purchase results in more or less inflation?  (2 points)

c)  An open market sale results in more or less inflation?  (2 points)

d)  Fed loans to banks result in more or less inflation?  (2 points)

e)  The public increases its demand deposits result in more or less inflation?  (2 points)

Answer 7:

a)

b) More or Less.

c) More or Less.

d) More or Less.

e) More or Less.

THE END
