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4. Money stock

Identify whether each of the following examples belongs in M1 or M2. If an example belongs in both, be sure to check both boxes.

Example M1 M2

Jacques has a roll of quarters that he just withdrew from the bank to do laundry.

Musashi has $25,000 in a money market account.

Rina has $8,000 in a two-year certificate of deposit (CD).
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5. The Federal Reserve's organization

There are_ ¥ Federal Reserve regional banks.
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Which of the following contributes to making the Federal Reserve an independent policymaking body?
(O Members of the Board of Governors are appointed for 14-year terms.
(O 1ts role is written into the U.S. Constitution.

(O There are 12 Federal Reserve banks.
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The Federal Reserve's primary tool for changing the money supply is v In order to increase the number of dollars in
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open market operations

the discount rate

the reserve requirement
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the U.S. economy (the money supply), the Federal Reserve will_ ¥ government bonds.
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6. Required and excess reserves

Suppose that Second Republic Bank currently has $200,000 in demand deposits and $130,000 in outstanding loans. The Federal Reserve has set the

reserve requirement at 10%.

Second Republic
Reserves Required Reserves  Excess Reserves
(Dollars) (Dollars) (Dollars)
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7. The money creation process

Suppose First Main Street Bank, Second Republic Bank, and Third Fidelity Bank all have zero excess reserves. The required reserve ratio is 10%. Nick,

a client of First Main Street Bank, deposits $500,000 into his checking account at First Main Street Bank.

Complete the following table to reflect any changes in First Main Street Bank's T-account (before the bank makes any new loans).

Assets Liabilities

A A A A
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Building and furniture

Net worth
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$1,100,000
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Complete the following table to show the effect of a new deposit on excess and required reserves when the required reserve ratio is 10%.

Hint: If the change is negative, be sure to enter the value as negative number.

Amount Deposited  Change in Excess Reserves ~ Change in Required Reserves
(Dollars) (Dollars) (Dollars)
500,000 [ | [ |

Now, suppose First Main Street Bank loans out all of its new excess reserves to Latasha, who immediately uses the funds to write a check to Jake.
Jake deposits the funds immediately into his checking account at Second Republic Bank. Then Second Republic Bank lends out all of its new excess
reserves to Tim, who writes a check to Rosa, who deposits the money into her account at Third Fidelity Bank. Third Fidelity lends out all of its new

excess reserves to Alyssa in turn.

Fill in the following table to show the effect of this ongoing chain of events at each bank. Enter each answer to the nearest dollar.

Increase in Deposits  Increase in Required Reserves  Increase in Loans
(Dollars) (Dollars) (Dollars)

First Main Street Bank | | [ | \ |
Second Republic Bank [ | \ | ‘ |
Third Fidelity Bank [ | \ | ‘ |
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Assume this process continues, with each successive loan deposited into a checking account and no banks keeping any excess reserves. Under these

assumptions, the $500,000 injection into the money supply results in an overall increase of ¥ in demand deposits.
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8. The reserve requirement, open market operations, and the money supply

Assume that banks do not hold excess reserves and that households do not hold currency, so the only form of money is demand deposits. To simplify
the analysis, suppose the banking system has total reserves of $300. Determine the money multiplier and the money supply for each reserve

requirement listed in the following table.

Reserve Requirement Money Supply
(Percent) Simple Money Multiplier  (Dollars)
5 - S

10 hd hd
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A higher reserve requirement is associated with a w  money supply.
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Suppose the Federal Reserve wants to increase the money supply by $200. Again, you can assume that banks do not hold excess reserves and that

households do not hold currency. If the reserve requirement is 10%, the Fed will use open-market operations to worth of
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U.S. government bonds.

Now, suppose that, rather than immediately lending out all excess reserves, banks begin holding some excess reserves due to uncertain economic
conditions. Specifically, banks increase the percentage of deposits held as reserves from 10% to 25%. This increase in the reserve ratio causes the

money multiplier to_ ¥ to_ ¥ . Under these conditions, the Fed would need to _ ¥ worth of U.S. government bonds in order
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to increase the money supply by $200.

Which of the following statements help to explain why, in the real world, the Fed cannot precisely control the money supply? Check all that apply.

The Fed cannot prevent banks from lending out required reserves.

The Fed cannot control the amount of money that households choose to hold as currency.

The Fed cannot control whether and to what extent banks hold excess reserves.
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9. Bank leverage

Use the information presented in Northeastern Mutual Bank's balance sheet to answer the following questions.

Bank's Balance Sheet

Assets Liabilities and Owners’ Equity
Reserves  $150  Deposits $1,200
Loans $600  Debt $200
Securities  $750  Capital (owners' equity) $100

Suppose the owners of the bank borrow $100 to supplement their existing reserves. This would increase the reserves account
and - the w account.
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Attempts: Average: /1

1. The roles of money

Alex wants to purchase a new computer and go to the Caribbean for spring break. The computer is priced at $1,299, and the vacation is priced at
$750. He has only $1,537 in his checking account, so he cannot afford to purchase both. After much thought, Alex buys the computer and writes a
check for $1,299.

Identify what role money plays in each of the following parts of the story.

Hint: Select each role only once.

Medium of Unit of Store of
Role of Money Exchange Account Value
Alex has $1,537 in his checking account. O O O

Alex writes a check for $1,299. @) O O

Alex can easily determine that the price of the computer is more than the price of

(@) @) @)

the vacation.





image37.png
deposits
reserves





image38.png
This would also bring the leverage ratio from its initial value of ¥ to a new value of




image39.png




image40.png
Which of the following is true of the capital requirement? Check all that apply.

It specifies a minimum leverage ratio for all banks.

Its intended goal s to protect the interests of the depositors.

Its intended goal s to protect the interests of those who hold equity in the bank.
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10. The discount rate and the federal funds rate

The discount rate is the interest rate on loans that the Federal Reserve makes to banks. Banks occasionally borrow from the Federal Reserve when

they find themselves short on reserves. A lower discount rate ¥ banks' incentives to borrow reserves from the Federal Reserve,
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thereby ¥ the quantity of reserves in the banking system and causing the money supply to_ ¥ .
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The federal funds rate is the interest rate that banks charge one another for short-term (typically overnight) loans. When the Federal Reserve uses

open-market operations to sell government bonds, the quantity of reserves in the banking system w , banks' need to borrow from each
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2. Liquidity

Consider the relative liquidity of the following assets:

Assets
1. A bond issued by a publicly traded company
2. A'$5 bill

3. The funds in a savings account

4. Your house

Select the assets in order of their liquidity, from most liquid to least liquid.

Asset

Most Liquid
Second-Most Liquid
Third-Most Liquid

4l |«

Least Liquid
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other ¥, and the federal funds rate
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Bond
Funds in a savings account

$5.00 bill
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3. The kinds of money

Personal possession of currency is prohibited in U.S. prisons, although, in practice, prisoners still exchange goods and services. Until 2003, the year in
which the U.S. government banned smoking in federal penitentiaries, cigarettes were the preferred medium of exchange among prisoners. One

important difference between using cigarettes and using dollars as money is that w _have intrinsic value.
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Cigarettes are an example of ~_ money.




