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







1. (a) (10pts) Define an illiquid bank. 
(b) (5pts) Describe how bank illiquidity provides a role for deposit insurance. 
(c) (10pts) Describe the moral hazard problem that deposit insurance causes. Be sure to define moral hazard. 
(d) (15pts) Describe banking reforms instituted in the late 1980's and early 1990's to reduce the moral hazard problem of deposit insurance. 


2. (a) (5pts) Define the Real Bills Doctrine. 
(b) (10pts) With reference to the Quantity Theory of Money, describe how adherence to the Real Bills Doctrine maintains price level stability. 
(c) (10pts) What problems did Federal Reserve adherence to the Real Bills Doctrine cause during the Great Depression? 


3. (20pts) 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 RD be the required reserve ratio on deposits. 

Consider the factors that affect the currency-to-deposits ratio {C/D} that the public chooses to hold. For each of these factors, describe how that factor affects {C/D}, and therefore how it affects the money multiplier. 


4. (15pts) If the Federal Reserve were to maintain constant real interest rates throughout the business cycle, what happens to the size of the money supply over the business cycle? Explain, with reference to a Keynesian graph of money supply and money demand.
