Whitman College

Econ 407

Exam 2

November 8, 2001

 

Write all answers in your blue book. Show all of your work.

 

 

 

 

1. (a) (8pts) Fill in the following bank balance sheet so that this bank is illiquid and solvent. Assume that the required reserve ratio is 10% on checking deposits and 0% on savings deposits. 

	Assets
	Liabilities

	Required Reserves______________
	Checking Deposits $100 million

	Excess Reserves _______________
	Savings Deposits $50 million

	Five-year loans _______________
	

	Ten-year loans _______________
	Bank Capital _______________

	
	


 

 

(b) (2pts) Deposit insurance reforms legislated in 1991 require that bank regulators take measures to close any bank whose capital has dropped below a dangerously low level of 2% of bank assets. Is the bank you described in Part (a) one of these critically undercapitalized banks?

 

 

 

2. (a) (5pts) Describe how bank illiquidity provides a role for deposit insurance. 

 

(b) (5pts) Describe the moral hazard problem that Federal Deposit Insurance apparently caused for the banking and savings and loan industries in the 1980's. 

 

(c) (5pts) Explain why Federal Deposit Insurance did not cause a moral hazard problem before the 1980's.

 

 

 

3. Consider the following model. The banking industry holds one kind of deposit, a transactions deposit. The money supply is defined to be currency in the hands of the public (C) plus deposits (D). Assume that the public holds some currency and that banks hold some excess reserves (ER). Let rD be the required reserve ratio on deposits.

 

(a) (5pts) Define the monetary base.

(b) (5pts) Define and derive the money multiplier.

 

(c) (20pts) During the period from 1931 to 1933, the Federal Reserve increased the monetary base by 20%, yet M1 shrank by 25%. Thoroughly explain what caused the money supply to shrink.

 

4. (10pts) Consider the articles "Central Bank Independence and Inflation Targeting," written by the Federal Reserve Bank of Boston's Jeffrey Fuhrer, and "Is There A Cost to Having an Independent Central Bank?" written by Federal Reserve Bank of San Francisco's Carl Walsh. What relationship did the authors find between central bank independence and real economic performance?

 

 

 

5. Consider the following information about a hypothetical economy. Between 1990 and 2000 the average annual rate of growth of real output was 2.2%, the money supply grew at an average annual rate of 5.8%, and the average annual nominal interest rate was 6.7%. 

 

(a) (15pts) Assume the Classical Quantity Theory (CQT) of money holds. What was the average annual real interest rate over this period? 

 

(b) (10pts) Why does the CQT generally predict well over the course of a decade but rather poorly over the course of a single year? 

 

 

 

6. (10pts) Consider the state of Keynesian and Monetarist theory at the end of the 1960's, when each group had its own version of the IS-LM model. Make a list of the points on which the Keynesians and Monetarists agreed. Make another list of the points on which the Keynesians and Monetarists disagreed.

 

