Whitman College

Econ 407

Exam 2

November 20, 2008

Write all answers in your blue book.  Show all of your work.  The exam ends at 11:55.

1.  (a)  (10pts) Consider the early years of the Great Depression, when depositors in the banking industry were not covered by deposit insurance, and banks did not have access to a lender of last resort.  Suppose that an illiquid and well-capitalized bank has high quality assets, and that depositors know the assets are high quality.  Describe how a bank run might occur at this bank, given that runs are occurring at many other banks in the country.
(b)  (5pts)  Define the moral hazard problem of deposit insurance.

(c)  (10pts)  Economists have suggested that until the late 1970’s, a protective subsidy limited the moral hazard problem of deposit insurance.   Explain what the protective subsidy was and how it limited the moral hazard problem. 

2.  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)  (10pts)  Consider the period from 1931 to 1933.  The Federal Reserve increased the monetary base by 20%, yet M1 shrank by 25%, pulled down by a shrinking money multiplier.   Consider each component of the money multiplier.  Explain what happened to each component, and why.

(d)  (10pts)  Consider how the money multiplier has likely changed in the past three months, because of the crisis in the financial markets.  Describe what changes have likely occurred in each component of the money multiplier, and why.  What do you think has happened to the money multiplier overall?

3.  (a)  (10pts)  Define the Real Bills Doctrine.  

(b)  (5pts)  What problems did Federal Reserve adherence to the Real Bills Doctrine cause during the Great Depression?  Explain.

(c)  (10pts)  Does the Fed currently adhere to the Real Bills Doctrine?  Explain how you can tell.

4.  (a)  (10pts)  Define the Taylor Principle.  

(b)  (10pts)  Has the Fed been implementing the Taylor Principle during the current financial crisis?  Explain how you can tell.
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