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November 2, 1993 

Write all answers in your blue book. 


Answer either Question 1 or Question 2. 

1. (25pts) During the banking panics of the early 1930's, the president of Baker Boyer Bank stopped a run on his bank by dividing the bank's cash reserves among several of his friends who then prominently displayed this cash, calling out that they wanted to make deposits as they cut through the lines of depositors anxious to make withdrawals. Suppose that you read an editorial claiming that, since the Baker Boyer run was stopped before deposit insurance existed, this example shows that federal deposit insurance is unnecessary. Write an counter editorial in which you claim that the Baker Boyer example does not show that deposit insurance is unnecessary. 

2. (25pts) Consider the Savings and Loan crisis. High interest rates in the late 1970's and early 1980's were the initial cause of Savings and Loan insolvencies in the early 1980's. Yet by the time insolvent S&L's were taken over by their regulators in the late 1980's, most insolvencies were due to the risky quality of bank assets. Discuss the events of the 1980's which contributed to this change in the S&L industry. 


3. (20pts) Discuss the structure of the Federal Reserve System. What is the political philosophy behind this structure? 


4. 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). The monetary base is currency in the hands of the public plus reserves (R) in the banking industry. Assume that the public holds some currency and that banks hold some excess reserves (ER). Let r be the required reserve ratio on deposits. 

(a) (10pts) Define and derive the money multiplier. 

(b) (5pts each) For each of the following cases, explain how the money multiplier would change and what would happen to the money supply. Be specific about which components of the money multiplier change. 

(i) The interest rate on transactions deposits falls. 
(ii) There is an increase in illegal activities such as the drug trade and in 
underground activities such as hiring nannies without paying social security. 
(iii) Bank loan interest rates rise. 
(iv) There are bank panics. 


5. (25pts) Suppose the Federal Reserve desires a large change in the money supply. Discuss the advantages and disadvantages of each of the Federal Reserve tools for controlling the money supply in this case. 

