Clara Rodriguez

Assignment 3

1.  Is the economy weakening or strengthening?  Provide citation from the beige book.
I am eager to say that the economy is strengthening, but the sharp contractions in the past three quarters and increasing unemployment indicate worsening economic conditions that will continue until at least 2010.  US real GDP declined slightly in the third quarter of 2008, and that decline steepened considerably in the fourth quarter and has continued to decline to present day.  The sharp contraction in economic activity may be impacted by the large fiscal stimulus, but the real impacts will be stagnated by time, therefore the present conditions will be the basis for future economic activities.
Attempts by the Fed to ease economic conditions have resulted in interest rates at their floor.  The efforts appear fruitless in a global economic crisis caused by the burst of the credit boom (Bernanke, Monetary policy report). Equity and perceived wealth have deteriorated, exports have slumped, demand is down, and consumer confidence is at an all time low.  The current unemployment rate is at 7.6% (Bernanke, Monetary policy report), and 600,000 jobs are lost each month on average. 
The housing market has 5 billion dollars of negative debt and 1 million houses in excess supply.  This implies a grim outlook for new construction and homebuilding in the future.  Financial institutions are seeking further bailout and the automotive industry is also seeking further assistance.
Ultimately, the economy is being restructured and only time will indicate the success or failure of the efforts taken to promote future sustainable economic growth and price level stability.  
1. Chairman Ben S. Bernanke, Semiannual Monetary Policy Report to the Congress. Before the Committee on Banking, Housing and Urban Affairs, U.S. Senate, Washington, D.C. February 24, 2009
2. "The independence of the Fed has meant that it takes the long view and not the short view'. Is this statement true, false, or uncertain? Explain your answer.
The ultimate independence of the Fed is subject to political pressures because the legislation and is structured and written by Congress and can be changed at any time.  The independence is granted in an effort to curtail inflation and limit political bias towards monetary policy.
The Fed has internalized new struggles within the past 3 years because of unforeseen economic struggles or failures and increasing complications within the global commercial empire.  Within the past year, the Fed has doubled the monetary base by providing emergency loans to numerous key financial institutions.  This liquidity injection was based on a short term and long term outlook.  

The classic role of the Fed was to be the lender of last resorts and served to provide overnight loans to a bank in a position of last resorts.  However the true independence of the Fed is attached to their ability to control open market operations.  The sale and purchase of securities shift the supply of non-borrowed reserves.  Many securities purchased are long-term and therefore indicate the Fed is taking the long view.  The current crisis has led the Fed to consider purchasing large amounts of long-term securities and a recent press release says they are prepared to do so.  The current economic crisis has demonstrated that the Fed is maintaining the classic operations but is also innovative and willing to adopt new policy choices. 
3. "The only way that the Fed can affect the level of borrowed reserves is by adjusting the discount rate". Is this statement true, false or uncertain? Explain your answer.

The Fed can affect the borrowed reserves by conducting open market operations.   If the Fed sells securities and the bid for the federal funds rate results in banks borrowing at the discount window to meet reserve requirements the amount of borrowed reserves will increase. When the Fed conducts dynamic open market operations the intent is to

change the level of reserves and the monetary base.   

The advantages of Open Market Operations are that the Fed has complete control over the volume and the operations are easily reversed, flexible, quick and precise.  Temporary securities are called repurchase agreements and are good for 1 to 15 days.   A matched sale purchase agreement is when the Fed agrees to purchase securities that they sold back in a period of time at the same price and decreases the banks reserve during the term of the purchase agreement. 
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I think that reserve requirement have been set the same for banks at certain rates depending on total assets, however, this could change in the future and is worth noting.
3. The required reserve ratio is 10%, banks do not hold any excess reserves, and publics' holdings of currency do not change. Using T-accounts, show what happens to checkable deposits in the banking system when the Fed buys $2 million of bonds from the First National Bank. What is the change in money supply? Use T-accounts to show what happens during the first 3 steps of the multiple expansion process.



	Assets
	Liabilities

	Securities           - 2 million
	

	Reserves           + 2 million
	

	
	




	Assets
	Liabilities

	Securities          -  2 million
	Checkable deposits    + 1.8 million

	Loans                + 1.8 million
	

	Reserves              + 200,000
	





	Assets
	Liabilities

	Securities     -  2 million
	Checkable deposits + 180,000

	Loans          + 1.98 million
	

	Reserves      20,000
	



	Assets
	Liabilities

	Reserves      +   1,8 million
	


5. The required reserve ratio is 10%. In addition, banks hold 10% of the deposits as excess reserves. What is the total increase in checkable deposits if the Fed buys $1 million of bonds from the First National Bank? What is the change in money supply?

The total increase in checkable deposits is 


    Deposits = [image: image2.png]
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   = [image: image6.png]— X 1,000,000
%



   = 5 million

  The change in checkable deposits is 5 million.

The change in money supply is $800,000 because the reserves are not lent out and have no affect on money supply.
6. Why might the procyclical behavior of interest rates (rising during business cycle expansions and falling during recessions) lead to procyclical movements in money supply?

When the business cycle is experiencing expansion the money supply will be increased because the appeal of holding excess reserves will decrease and more money will be lent out.  The additional currency will affect the currency ratio and therefore lead to an increase in the money supply.
The money multiplier is negatively related to the currency ratio, required reserve ratio, excess reserve ratio, and the currency ratio.  Conversely it is positively related to the level of borrowed reserves from the Fed and non-borrowed base. In accordance with these relationships, the additional influx of checkable deposits will affect the money multiplier as well as the decrease in excess reserves,  and result in an increase in the monetary base.
During a recession the interest rate will be lower and the possibility of increased deposit outflows or a bank run is higher.  To insure against failure the bank will want to hold a higher ratio of excess reserves.  The negative relationship between the excess reserve ratio and the money multiplier will decrease the money supply.
‘
The main theme to consider is the interest rate is the opportunity cost for banks when they hold excess reserves.

7. If the economy gets in recession and loan demand drops, what do you predict will happen to the money supply?

If loan demand drops the money supply will decrease.  The money multiplier will decrease and the monetary base will also decrease because of the tendency to hold increased reserves.  The federal funds rate will also be lower and the opportunity cost for holding money will decrease further increasing the excess reserve ratio.  
8. If there is a switch from deposits into currency, what happens to the federal funds rate? Use the supply and demand analysis of the market for reserves and figure to explain your answer. What defensive open market operations should the Fed perform to keep the federal funds rate at the target level? Use the figure to illustrate your answer.
If there is a switch from deposits to currency the bank loses reserves or checkable deposits and must adjust their reserve levels and the federal funds rate will increase because on increased demand.  If the Fed wishes to control the federal funds rate the proper defensive market operation would be to purchase securities and increase the non-borrowed reserves and therefore readjust the federal funds rate to a lower level than if no operations with the fed had occurred.
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� = equilibrium 2.  The amount of borrowed reserves is increased by the amount which is under the intersection of the demand curve on flat part of the supply curve. 


     		


�= equilibrium 1, no borrowed reserves because the reserves demanded crosses reserves supplied at the vertical section of the supply curve and at this point banks will borrowed from one another and not through the discount window
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