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Answers to Questions for Review 

20.1 Cards are a way of agreeing for deposits to be transferred, but they are not money 

themselves. It may help to imagine what happens if you have a card stolen. In this 

case, you will lose money only if the thief knows your PIN and can therefore use 

the card to get hold of the money in your deposit. 

 

20.2 The money multiplier is (1+d)/(r+d) so here it is 1.02/0.06 which is 17. 

 

20.3 (a) £5/£50 or 10%.  

(b) £5/£100 or 5%.  

(c) £5/£125 or 4%   

 

20.4 It can issue more securities to raise its capital; and it can reallocate its assets to 

have fewer high risk assets like advances, and more low risk assets like 

government securities. 

 

20.5 In stage (2) the public pay £30bn from deposits to the government, so the banks 

pay £30bn of reserves to the Bank of England. The monetary base shrinks to 

£270bn. In stage (3a) the banks, who want a ratio of reserves to deposits of 0.1, or 

10%, reduce deposits to £700bn by reducing advances and selling securities. In 

stage 3(b) the banks allow for the reverse of a cash drain, which means that with 

lower deposits the public will want to hold less cash and will therefore deposit in the 

banks some of their existing cash. The public want a ratio of cash to deposits of 

0.2, so they want two-thirds of the monetary base, so they end up with £180bn, 
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leaving the banks with £90bn in reserves, so the banks can contract less than in 

stage (3a). 

 Stage (1) (2) (3a) (3b) 

 All figures in £bn Start 

 

£30bn 

paid 

in 

taxe

s 

Effect with no 

cash 

drain 

Effect with 

a 

cas

h 

drai

n 

 Cash held by public 200 200 200 180 

      

 Bank deposits 1,000 970 700 900 

 Cash held by banks 100 70 70 90 

 Bank advances + 

securities 

900 900 630 810 

      

 Money stock 1,200 1,170 900 1,080 

 Monetary base 300 270 270 270 

 

20.6 (a) The asset or speculative demand will increase, shifting MD to the right, so the 

money stock will rise and interest rates will rise.  

(b) Banks may risk lower reserve ratios, shifting MS to the right, so the money stock 

will rise and interest rates will fall. 

 


