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Chapter 10
Conduct of Monetary Policy: Tools,
Goals, Strategy, and Tactics

Quantitative Problems

1.
Consider a bank policy to maintain 12% of deposits as reserves. The bank currently has $10 million in deposits and holds $400,000 excess reserves. What is the required reserve on a new deposit of $50,000?

Answer:
required reserve ratio  excess reserve ratio  0.12

excess reserve ratio  400,000/10 M  0.04

required reserve ratio  0.04  0.12, or required reserve ratio  0.08

The required reserve is:

50,000 ( 0.08  $4,000

2.
Estimates of unemployment for the upcoming year have been developed as follows:

	Economy
	Probability
	Unemployment
Rate

	Bust
	0.15
	20%

	Average
	0.5
	10%

	Good
	0.2
	 5%

	Boom
	0.15
	 1%



What is the expected unemployment rate? The standard deviation?

Answer:


	Economy
	Probability
	Unemployment
Rate
	Expectation
	Squared
Deviation

	Bust
	0.15
	20%
	0.03
	0.001765838

	Average
	0.5
	10%
	0.05
	0.000036125

	Good
	0.2
	 5%
	0.01
	0.000344450

	Boom
	0.15
	 1%
	0.0015
	0.000996338

	
	
	Sum
	0.0915
	0.00314275


The expected unemployment rate is 9.15%. The variance is 0.314%, or a 
standard deviation of 5.6%.

3.
The Federal Reserve wants to increase the supply of reserves, so it purchases $1 million dollars worth of bonds from the public. Show the effect of this open market operation using T-accounts.

Answer:


	Banking System

	Assets
	
	Liabilities

	Reserves
	$1 million
	
	Checkable Deposits
	$1 million


	Federal Reserve System

	Assets
	
	Liabilities

	Securities
	$1 million
	
	Reserves
	$1 million


4.
Use T-accounts to show the effect of the Federal Reserve being paid back a $500,000 discount loan from a bank.

Answer:


	Banking System

	Assets
	
	Liabilities

	Reserves
	$500,000
	
	Discount Loans
	$500,000


	Federal Reserve System

	Assets
	
	Liabilities

	Discount Loans
	$500,000
	
	Reserves
	$500,000


5.
The short-term nominal interest rate is 5% with an expected inflation of 2%. Economists forecast that next year’s nominal rate will increase by 100 basis points, but inflation will fall to 1.5%. What is the expected change in real interest rates?

Answer:
nominal rate  real rate  expected inflation


Year 1: 5%  real rate  2%, or the real rate  3%


Year 2: 6%  real rate  1.5%, or the real rate  4.5%


Real rates have increased by 150 basis points.

6.
If the required reserve ratio is 10%, how much of a new $10,000 deposit can a bank lend? What is the potential impact on the money supply? Recall from introductory macroeconomics that the money multiplier  1/(required reserve ratio).

Answer:
The bank must retain $10,000 ( 10%, or $1,000 of the new deposit. The remaining $9,000 can be lent to, for example, mortgage borrowers, commercial borrowers, etc.


Since the reserve requirement is 10%, the potential money multiplier is 1/0.10 or 10. The $10,000 deposit can potentially increase the money supply by $100,000.

7.
A bank currently holds $150,000 in excess reserves. If the current reserve requirement is 12.5%, 
how much could the money supply change? How could this happen?

Answer:
The money supply could increase if the bank lent its excess reserves. Since the reserve requirement is 12.5%, the potential money multiplier is 1/0.125, or 8. If the bank lends all of the excess reserves, the money supply could increase by $150,000 ( 8  $1,200,000.

8.
The trading desk at the Federal Reserve sold $100,000,000 in T-bills to the public. If the current reserve requirement is 8.0%, how much could the money supply change?

Answer:
Since the reserve requirement is 8.0%, the potential money multiplier is 1/.08, or 12.5. The sale of T-bills will act to decrease the money supply. The contraction will be on the order of $100,000,000 ( 12.5  1,250,000,000. However, if there are excess reserves in the system, it may not be this high.
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