Bank Lending:  The case of the individual bank
Below you are given a simplified balance sheet for a commercial bank.  Assume that the reserve requirement for this bank is 20 percent.

	Local National Bank

	Reserves                 $800,000
	Demand Deposits     $3,060,000

	Gov’t Securities     1,100,000
	Capital Stock                 440,000

	Other Securities         300,000
	

	Loans                      1,300,000
	

	                               $3,500,000
	                                   $3,500,000


Answer the flowing questions:

1. The amount of required reserves is $_____________________

2. The amount of excess reserves is $______________________

3. Suppose the Local National Bank now made a business loan of $75,000.  (The normal way for such a loan to be made is for the bank to open a checking account for the borrower.)  What would be the immediate effect of this loan on the balance sheet items shown above?  Note the items that would change, by how much they would change, and whether they would be decreases (-) or increases (+).

4. The borrower now uses the full amount of his loan to pay Smith, who deposits it in the Jackson State Bank.  What is the effect of check clearance on the Local National Bank’s balance sheet items?

5. Draw a new balance sheet for the Local National Bank, incorporating the changes caused by the transactions above.

	Local National Bank

	      
	 

	 
	 

	 
	

	                 
	

	                             
	                                 


6. Returning to the initial figures given above, suppose the bank has expanded its loans by $940,000.  This would have increased demand deposits to $4,000,000, so that its reserves would have been just 20 percent of demand deposits, the minimum set by the Fed.  This would be a very foolish banking policy.  Explain why.

7. In the initial situation, as the balance sheet originally appeared above, the maximum amount the bank could safely expand its loans is $____________.

