Economics 330 (Kelly)

Spring 2001

Answers to Practice Questions #3

Disclaimers:

(1) We are not responsible for errors or inconsistencies in these answers.

(2) These answers may be neither comprehensive nor complete, i.e., they are not necessarily sufficient exam answers.  They are intended only to be a guide for your potential responses.

True/False/Uncertain:

 

1. FALSE:  The theory of bureaucratic behavior suggests that the objective of a bureaucracy is to maximize its own welfare – serving the public interest would be coincidental.

2. UNCERTAIN:  Inflation tends to be lower in countries with independent central banks.  However, central bank independence makes fiscal and monetary policy coordination difficult (among other things), so unemployment/growth isn’t always higher with an independent central bank.

3. TRUE:  The bank’s reserves initially increase by the amount of the open market purchase.

4. TRUE:  The public can hold the proceeds as currency in whole or in part, or can deposit them into a bank, at which point the deposits are reserves.

5. FALSE:  An open market sale decreases reserves, decreasing loans and thus deposits, which in turn decreases the currency in circulation.

6. FALSE:  The effect of an open market operation on the monetary base is always the same; the effect on reserves depends on who the counter party in the transaction is and the extent to which proceeds/debits come from currency.

7. TRUE

8. TRUE:  The Fed uses defensive open market operations to do this.

9. UNCERTAIN:  If the public buys the securities from a bank, the monetary base does not change.  If the public buys them directly from the Treasury, then currency/reserves are being substituted for Treasury securities, so the monetary base drops.

10. UNCERTAIN:  Banks use excess reserves to cover potential deposit outflows, however, these excess reserves are costly.  Loans are made out of excess reserves.

11. TRUE:  The higher is the ratio of excess reserves to demand deposits, the smaller the multiplier.

12. UNCERTAIN:  An increase in the nonborrowed monetary base will generally increase the money supply, decreasing market interest rates.  This, in turn, will increase the excess reserves to demand deposits ratio, decreasing the multiplier.

13. FALSE:  An increase in the discount rate will decrease discount loans, increasing the nonborrowed monetary base.  This in turn will lead to an increase in the money supply.

14. FALSE:  When interest rates increase, the ER/D ratio generally decreases; it is true that the level of discount loans increases.

15. FALSE:  In the long run the primary determinant of movements in the money supply is the nonborrowed monetary base, which is controlled by Fed open market operations.

16. FALSE:  In the short run the money multiplier experiences substantial short-run swings that have a major impact on the growth rate of the money supply.  The currency ratio explains most of these movements in the money multiplier.

17. UNCERTAIN: The Fed can control the discount rate, but the decision to go to the discount window and the amount requested is exogenous.  However, the Fed is not obligated to provide a discount loan to a bank, in whole or in part.

18. FALSE: The FOMC makes the decisions, but the trading desk at the NY Fed actually executes the transactions.

19. TRUE: The Fed can add or remove liquidity to affect market rates, and thereby affect the Fed Funds rate.  Moreover, the Fed can (and currently does) announce a target for the Fed Funds rate, which leads to fairly rapid convergence to this rate.

20. FALSE: This has been proposed, however.  You should understand the arguments.

21. FALSE: The Fed is not obligated to provide a discount loan, in whole or in part.  However, if it desired, the Fed could loan as much as it wanted.

22. FALSE: Changes in the reserve requirement causes liquidity problems, etc. so usually instigates discount window lending, etc. Open market operations are administratively the easiest.

23. FALSE: Dynamic open market operations are what actually maintain price stability, etc.

24. TRUE: The discount window reduces potential insolvency and thereby may lead banks to take on an excessive amount of risk, from the standpoint of taxpayers.  If these assets go into default, the taxpayers may transfer funds to the bank.  If, however, the assets pay out, the bank reaps any benefits.

25. FALSE: Extended credit discount loans are long-term loans offered to banks that have experienced severe liquidity problems because of deposit outflows.

Other Questions:

1. How independent is the Fed?  Very, though Congress appoints the Governors and Congress can change the laws dictating the operations of the Fed.  Is this independence good?  Pros: (1) no debt monetization, (2) greater price stability from independent central banks, historically, (3) no political business cycle.  Cons: (1) “undemocratic”, (2) less coordination between fiscal and monetary policy.

2. MB = Reserves plus discount loans.  Excess reserves can’t be controlled well by the Fed.  The Fed can control required reserves, however sweep accounts and offshore banking have reduced the amount of required reserves.  The Fed can affect discount loans, and can predict them moderately well.  Money multiplier components include C/D, ER/D, and the reserve requirement.  The Fed can’t control C/D and really has no good idea how much currency is in circulation.  The Fed can’t control ER/D.  The Fed can control the reserve requirement perfectly, but not required reserves (given sweep accounts, etc.).

3. See the text for this answer.

4. Net free reserve (NFR) targeting is procyclical.  In the Depression NFR increased so the Fed moved to decrease NFR, but this was contractionary.  Why were NFR increasing?  Banks worried about deposit outflows so held ER.  Also, few good loans were available to be made (despite price deflation!) so banks kept cash as reserves.  The Fed thought that high NFR corresponded to too much cash available to be loaned, so Fed was worried that economy was expanding too quickly.  This was perfectly backwards.
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