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Up till now, we have simply asserted that the banks, in the aggregate, will pyramid on top of their reserves in accordance with the money multiplier (MM = 1/Reserve Requirement).  Finally, in this chapter, we show how individual banks expand or pyramid demand deposits on top of reserves.  How can any one bank expand?  How does the existence of the Fed enable the banks to get around the ironclad restrictions on inflationary credit expansion imposed under a regime of free banking?  These are the fundamental issues we explore in this chapter.  Shall we begin?

CORRECT:   /86  =  .00  =  /10

Chapter XI
Central Banking:  The Process of Bank Credit Expansion
I.  Expansion from Bank to Bank

Question 1:   
a)  Trace the transaction of the Fed purchasing a U.S. Government Security for $1,000 in Figure 11.1 The Central Bank Buys Securities.  (5 points)

b)  Referring to Figure 11.2 Redemption of One Bank from Another, what is the problem when Citibank loans $4,000 to R.H. Macy & Co.?  (5 points)

c)  Can one bank blithely leap 5:1 (or 500%) on top of new reserves? (2 points)

Answer 1:

a)

b)

c)  True or False

Question 2:  

a)  If each bank expands by 1 – the minimum reserve requirement, and if the minimum reserve requirement is 20%, then what percentage will the bank expand its IOUs or loans? (2 points)

b)   If the minimum reserve requirement is 10%, what percentage will the bank expand its IOUs?  (2 points)

c)  With each bank expanding the by 80% in a central banking system, all banks in the aggregate will expand by ______________________ with a money multiplier of ________________?  (2 points)

Answer 2:

a)

b)

c)

Question 3:  

a)  Referring to Figure 11.3 Credit Expansion with Competing Banks:  The First Bank, how much does Citibank lend out of its new reserves?  (2 points)

b)  With the Fed’s purchase of new U.S. securities and this new loan to Macy’s, how much has the total money supply increased by?  And what form does it take?  (4 points)

Answer 3:

a)

b)

Question 4:

a)  Trace the transaction of Macy’s purchasing furniture from Smith Furniture Co. in Figure 11.4 Credit Expansion with Competing Banks:  The First and Second Banks.  

(5 points)

b)  ChemBank has acquired new deposits and reserves of how much?  How much will it lend out (hint:  1 – minimum reserve requirement)?  So ChemBank will increase the money supply by how much?  (6 points)

Answer 4:

a)

b)

Question 5:

a)  In Figure 11.5 The Second Bank Expands, suppose ChemBank lends $640 to Joe’s Diner.  Explain ChemBanks’s balance sheet.  (5 points)

b)  How much has ChemBank expanded on top of new reserves?  (2 points)

c)  Joe’s Diner purchases a new counter from Robbins Appliance Company for $640.  The Robbins Applaince Co. keeps its account at Bank of Great Neck (Bank C).  Bank C has new demand deposits and reserves of how much?  (2 points)

d)  Potentially, how much new money can Bank C create in this process?  (2 points)

Answer 5:

a)

b)

c)

d)

Question 6:

Refer to Figure 11.7 Credit Expansion Under Competing Banks:  Survey of the Process.  Summarize what you learn from Figure 11.7.  (5 points) 

Answer 6:

II.  The Central Bank and the Treasury

Question 7:  In this section, Rothbard mentions three methods or ways of financing federal government deficits:  1) selling new bonds, 2) printing new money, and 3) selling new bonds to the commercial banks. Explain each of these methods.  (5 points each) 

Answer 7:

Question 8:  

a)  Refer to Figure 11.10 Fed Purchase of New Government Securities.  Explain the two step process of the Federal Reserve System financing U.S. Treasury debt.  (10 points)

b)  In sum, what is the result of the Fed funding U.S. government/Treasury debt?  

(5 points)

Answer 8:

a)

b)

Question 9:  What is causing the chronic and accelerating inflation of our time?  

(5 points)

Answer 9:

THE END
