Krugman Module 25 – Fractional Reserve Banking System1 people will panic and everyone will take out their money
2 there would be regulation to make sure that investors would be liable for losses
3 100 x 1/0.1 = 1000
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2 a 5000 excess reserves.
b must hold additional 50 required reserves bank can lend 950
c 2000 x 1/0.05 = 40,000
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Check Your Understanding

1. Suppose you are a deposicor at First Street Bank. You hear
rumor that the bank has suffered serious losses on is loans.
Every deposicor knows that the rumor isn't true,but cach
chinks that most other depositors believe the rumor. Why, in
the absence of deposit insurance, could this lead to 3 bank run?
How does deposi insurance change the situation?

2. Acon artist has s grea idea: hell open  bank without investing.
any capital and lend allthe deposits at high interest raes to real
estate developers. I the real estate market booms, the loans will
be repaid and he'l make high profics fthe real estate market
goes bust, the losns won't be repaid and the bank will fil-but
hewill ot lose any of his own wealth. How would modern bank
regulation frustrate his scheme?

Module APReview

3. Assume that total reserves are equal 0 $200 and coeal checkable

bank deposics are equal to $1,000. Also assume that the public
does not hold any currency and banks hold no excess reserves.
Now suppose that the required reserve raio falls from 20% to
10% Trace out how this leads t0 an expansion in bank deposits.

4. Take the example of Silas depositing his $1,000 in cash into

First Serect Bank and assume that the required reserve ratio s
10%. But now assume that each recipient of a bank loan keeps
halfthe losn in cash and depasics the rest. Trace out the.
resulting expansion in the money supply through st leas three.
rounds of deposics.

Tackle the Test: Multiple-Choice Questions

1. Bank reserves include which of the following?
L currency in bank vaults
1L bank deposis held in accounts at the Federal Reserve
L. customer deposits in bank checking accounts
a Tonly
b Tonly
Monly
Tand Il only
e LiLandmr

2. The fraction of bank deposics actually held as reservesis e

e

required reserve ratio.

reserve requirement.

monecary base.

3. Bank regulation includes which of the following?
Ldeposit insurance

1L capital requirements

L reserve requirements

fenee

a Tonly
b Tonly
< Monly
& Tandll
e LiLand1r

Which of the following changes would be the mose likely to
reduce the size of the money multiplier?

& adecrease n the required reserve ratio

b 3 decrease in excess reserves

<. anincrease in cash holding by consumers.

. adecrease n bank runs

e anincrease in depositinsurance.

The monetary base equals

currency i circulaion.

reserves held by banks.

currency i circulation — reserves held by banks.
currency in circulation + reserves held by banks.
currency in circulation/reserves held by banks.
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Tackle the Test: Free-Response Questions

1. How will each of the following affect the money supply through
the money multiplier process? Explain.
a. People hold more cash.
b. Banks hold more excess reserves.
<. The Fed increases the required reserve ratio.
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2. The required reserve ratio is S%.
a. 1Fa bank has deposics of $100,000 and holds $10,000 as
reserves, how much are s excess reserves? Explain.

b 1Fa bank holds no excess reserves and it recives a new
deposit of $1,000, how much of that $1,000 can the bank
lend out and how much s the bank required to add o its
reserves? Explain.

<. By how much can an increase in excess reserves of $2,000
change the money supply in a checkable-deposits-only
system? Explain.




