Whitman College 
Econ 407 
Exam 2 
November 6, 1995 

Write all answers in your bluebook. Show all of your work. 



1. (30 pts) Suppose you are an economic adviser to a Congressman. Your boss is considering proposing legislation to abolish Federal Deposit Insurance in order to reduce the federal budget deficit. He asks you to write him a concise but thorough memo in which you do the following. 

(a) (10pts) Explain the original economic rationale for Federal Deposit Insurance. 

(b) (5pts) Describe the performance of Federal Deposit Insurance to date. 

(c) (5pts) Explain the economic reasons for continuing to have Federal Deposit Insurance now. 

(d) (10pts) State whether you think the federal budget deficit would be reduced by abolishing Federal Deposit Insurance, and explain why you think so. 



2. (25pts) Suppose you are an economic adviser to a Federal Reserve District Bank President who sits on the Federal Open Market Committee (FOMC). Your boss tells you that he is planning to propose at the next FOMC meeting that the Fed target an annual money supply growth rate of 3% and simultaneously maintain a short-term annual interest rate target of 5% for the following year. Your boss asks your opinion of his plan. Give your opinion, along with a thorough explanation of your economic reasoning. Refer to graphs where appropriate. 



3. (20pts) Do you believe the US Federal Reserve System should have a greater degree of independence from political influence? Thoroughly explain your reasoning. 



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) (5pts) Define and derive the money multiplier for this economy. 

For each of the following changes, explain what would happen to the money multiplier and therefore to the money supply if the change occurred. Consider each change independently. 

(b) (4pts) The interest rate banks earn on loans rises. 
(c) (4pts) A new payments system makes it easier for customers to use debit or credit cards. 
(d) (4pts) Society becomes wealthier. 
(e) (4pts) Income tax rates rise. 
(f) (4pts) The interest rate banks pay on deposits rises.
