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Explain	how	banks	help	in	the	Process	of	Money	Creation	and	Credit	Creation	We	know	that	Banks	take	Deposits	from	Public	and	provide	loans	or	credit	to	other	people	with	that	money	Suppose	Banks	Receive	Deposits	of	Rs	1,00,000	They	cannot	give	loan	of	whole	Rs	1,00,000	They	have	to	keep	a	certain	amount	as	Reserve	(called	Reserve	Deposit
Ratio	or	Legal	Reserve	Ratio)	Suppose	Legal	Reserve	Ratio	is	20%	It	means	Banks	have	to	keep	20,000	with	them	as	Reserve	They	can	give	loan	of	balance	80,000	Now	when	bank	gives	Balance	Rs	80,000	as	loan	Person	who	receives	this	loan	money	makes	a	number	of	expenses	with	this	money	Lets	assume	He	makes	expenses	of	Rs	80,000	with	this
money	as	Salary	to	employee	This	Employee	will	again	deposit	this	Rs	80,000	with	bank	Banks	will	retain	Reserve	of	20%	(Rs80,000*20%	=	Rs16,000)	They	will	give	loan	of	balance	amount	Rs	80,000	-	16,000	=	Rs	64,000	Similarly	the	process	continues	as	shown	below	More	we	go	down	,the	amount	of	reserves	will	diminish	It	will	soon	come	a	point
where	Total	Reserves	will	be	equal	to	Initial	amount	deposited	Initial	Amt	deposited	=	Total	Reserves	=	Rs	1,00,000	At	this	Stage,	Total	Deposits	will	be	Rs	5,00,000	and	Total	loans	will	be	Rs	4,00,000	Hence,	we	can	Say	that	With	Initial	Deposits	of	Rs	1,00,000	Banks	are	able	to	generate	Deposits	of	Rs	5,00,000	and	Credit	of	Rs	4,00,000	What	is
Money	Multiplier?	It	is	the	multiple	by	which	initial	deposits	increase	It	is	the	Ratio	of	Deposits	Created	over	Initial	Deposits	Money	Multiplier	=	Deposits	Created/Initial	Deposits	Formula	for	Calculating	Money	Multiplier	(Without	making	Table)	Money	Multiplier	=	1/Legal	Reserve	Ratio	NC113:C198	Question	8	What	is	money	multiplier?	What
determines	the	value	of	this	multiplier?	View	Answer	Ans	It	is	the	multiple	by	which	initial	deposits	increase	It	is	the	Ratio	of	Deposits	Created	over	Initial	Deposits	The	value	of	this	multiplier	is	determined	by	Legal	reserve	ratio	(LRR)	It	is	the	Ratio	of	Reserves	kept	by	bank	to	Total	Deposits.	Legal	reserve	ratio	=	Total	Reserves	of	Bank	LRR	Total
Deposits	of	bank	Money	Multiplier	=	1/Legal	Reserve	Ratio	Example	Legal	Reserve	Ratio	was	0.2	So	Money	Multiplier	=	1/Legal	Reserve	Ratio	=	1	/0.2	=	1*10/2	=	10/2	=	5	Question	10	Do	you	consider	a	commercial	bank	creator	of	money	in	the	economy?	View	Answer	Ans	Suppose	Banks	Receive	Deposits	of	Rs	1,00,000	They	cannot	give	loan	of
whole	Rs	1,00,000	They	have	to	keep	a	certain	amount	as	Reserve	(called	Reserve	Deposit	Ratio	or	Legal	Reserve	Ratio)	Suppose	Legal	Reserve	Ratio	is	20%	It	means	Banks	have	to	keep	20,000	with	them	as	Reserve	They	can	give	loan	of	balance	80,000	Now	when	bank	gives	Balance	Rs	80,000	as	loan	Person	who	receives	this	loan	money	makes	a
number	of	expenses	with	this	money	Lets	assume	He	makes	expenses	of	Rs	80,000	with	this	money	as	Salary	to	employee	This	Employee	will	again	deposit	this	Rs	80,000	with	bank	Banks	will	retain	Reserve	of	20%	(Rs80,000*20%	=	Rs16,000)	They	wil	give	loan	of	balance	amount	Rs	80,000	-	16,000	=	Rs	64,000	Similarly	the	process	continues	as
shown	below	Initial	Deposit	Reserve	Loan	1,00,000	20,000	80,000	80,000	16,000	64,000	64,000	12,800	51,200	5,00,000	1,00,000	4,00,000	Note	More	we	go	down	,the	amount	of	reserves	will	diminish	It	will	soon	come	a	point	where	Total	Reserves	will	be	equal	to	Initial	amount	deposited	Initial	Amt	deposited	=	Total	Reserves	=	Rs	1,00,000	At	this
Stage,	Total	Deposits	will	be	Rs	5,00,000	and	Total	loans	will	be	Rs	4,00,000	Hence,	we	can	Say	that	With	Initial	Deposits	of	Rs	1,00,000	Banks	are	able	to	generate	Deposits	of	Rs	5,00,000	and	Credit	of	Rs	4,00,000	Hence,	commercial	banks	leads	to	money	creation	and	credit	creation	in	economy	Other	Books	Question	1	In	the	following	questions,
select	the	correct	answers:	Through	the	process	of	_____,	commercial	banks	are	able	to	create	credit,	which	is	in	far	excess	of	the	initial	deposits.	a.	Advancing	of	Loans	b.	Money	Creation	c.	Credit	Creation	d.	Accepting	Deposits	View	Answer	Ans	b.	Money	Creation	c.	Credit	Creation	Explanation	Money	Creation	is	the	process	by	which	initial	deposits
increase	It	is	the	Ratio	of	Deposits	Created	over	Initial	Deposits	It	is	also	called	Credit	Creation	The	value	of	this	is	determined	by	Legal	reserve	ratio	(LRR)	Money	Multiplier	=	1/Legal	Reserve	Ratio	Question	2	Banks	create	credit:	a.	Out	of	nothing	b.	On	the	basis	of	their	securities	c.	On	the	basis	of	their	total	assets	d.	On	the	basis	of	deposits	View
Answer	Ans	d.	On	the	basis	of	deposits	Explanation	Money	Creation	is	the	process	by	which	initial	deposits	increase	It	is	the	Ratio	of	Deposits	Created	over	Initial	Deposits	The	value	of	this	is	determined	by	Legal	reserve	ratio	(LRR)	Money	Multiplier	=	1/Legal	Reserve	Ratio	Question	3	If	the	total	deposits	created	by	commercial	banks	is	Rs10,000
crores	and	LRR	is	40%,	then	amount	of	initial	deposits	will	be	____.	a.	Rs	2000	crores	b.	Rs	3000	crores	c.	Rs	4000	crores	d.	Rs	14000	crores	View	Answer	Ans	c.	Rs	4000	crores	Explanation	LRR	=	40%	Deposits	Created	=	Rs	10,000	crores	Money	Multiplier	=	1/Legal	Reserve	Ratio	Putting	value	in	Eq	1	Money	Multiplier	=	1/40%	Money	Multiplier	=
1*100/	40	Money	Multiplier	=	1*10/	4	Money	Multiplier	=	2.5	Also,	Money	Multiplier	=	Deposits	Created/Initial	Deposits	Putting	value	in	Eq	2	2.5	=	10,000/	Initial	Deposits	Initial	Deposits	=	10,000/2.5	Initial	Deposits	=	Rs	4000	crores	Question	4	Deposit	creation	by	banks	come	to	an	end	when:	a.	Fresh	deposits	with	banks	become	zero	b.	Legal
Reserve	Ratio	becomes	zero	c.	Money	Multiplier	becomes	zero	d.	Total	Cash	Reserves	becomes	equal	to	Initial	Deposits	View	Answer	Ans	d.	Total	Cash	Reserves	becomes	equal	to	Initial	Deposits	Question	5	The	value	of	multiplier	will	be	____,	when	LRR	=	20%.	a.	2	b.	3	c.	4	d.	5	View	Answer	Ans	d.	5	Explanation	LRR	=	20%	Money	Multiplier	=
1/Legal	Reserve	Ratio	Money	Multiplier	=	1/	20%	Money	Multiplier	=	1*100/	20	Money	Multiplier	=	10/2	Money	Multiplier	=	5	Ratio	of	money	supply	to	central	bank	moneyIn	monetary	economics,	the	money	multiplier	is	the	ratio	of	the	money	supply	to	the	monetary	base	(i.e.	central	bank	money).	In	some	simplified	expositions,	the	monetary
multiplier	is	presented	as	simply	the	reciprocal	of	the	reserve	ratio,	if	any,	required	by	the	central	bank.	More	generally,	the	multiplier	will	depend	on	the	preferences	of	households,	the	legal	regulation	and	the	business	policies	of	commercial	banks	-	factors	which	the	central	bank	can	influence,	but	not	control	completely.Because	the	money
multiplier	theory	offers	a	potential	explanation	of	the	ways	in	which	the	central	bank	can	control	the	total	money	supply,	it	is	relevant	when	considering	monetary	policy	strategies	that	target	the	money	supply.	Historically,	some	central	banks	have	tried	to	conduct	monetary	policy	by	targeting	the	money	supply	and	its	growth	rate,	particularly	in	the
1970s	and	1980s.	The	results	were	not	considered	satisfactory,	however,	and	starting	in	the	early	1990s,	most	central	banks	abandoned	trying	to	steer	money	growth	in	favour	of	targeting	inflation	directly,	using	changes	in	interest	rates	as	the	main	instrument	to	influence	economic	activity.	As	controlling	the	size	of	the	money	supply	has	ceased
being	an	important	goal	for	central	bank	policy	generally,	the	money	multiplier	parallelly	has	become	less	relevant	as	a	tool	to	understand	current	monetary	policy.	It	is	still	often	used	in	introductory	economic	textbooks,	however,	as	a	simple	shorthand	description	of	the	connections	between	central	bank	policies	and	the	money	supply.The	money
multiplier	is	normally	presented	in	the	context	of	some	simple	accounting	identities:[1][2]	Usually,	the	money	supply	(M)	is	defined	as	consisting	of	two	components:	(physical)	currency	(C)	and	deposit	accounts	(D)	held	by	the	general	public.	By	definition,	therefore:	M	=	D	+	C	.	{\displaystyle	M=D+C.}	Additionally,	the	monetary	base	(B)	(also	known
as	high-powered	money)	is	normally	defined	as	the	sum	of	currency	held	by	the	general	public	(C)	and	the	reserves	of	the	banking	sector	(held	either	as	currency	in	the	vaults	of	the	commercial	banks	or	as	deposits	at	the	central	bank)	(R):	B	=	R	+	C	.	{\displaystyle	B=R+C.}	Rearranging	these	two	definitions	result	in	a	third	identity:	M	=	1	+	C	/	D	R
/	D	+	C	/	D	B	.	{\displaystyle	M={\frac	{1+C/D}{R/D+C/D}}B.}	[1]This	relation	describes	the	money	supply	in	terms	of	the	level	of	base	money	and	two	ratios:	R/D	is	the	ratio	of	commercial	banks'	reserves	to	deposit	accounts,	and	C/D	is	the	general	public's	ratio	of	currency	to	deposits.	As	the	relation	is	an	identity,	it	holds	true	by	definition,	so	that
a	change	in	the	money	supply	can	always	be	expressed	in	terms	of	these	three	variables	alone.	This	may	be	advantageous	because	it	is	a	simple	way	of	summarising	money	supply	changes,	but	the	use	of	the	identity	does	not	in	itself	provide	a	behavioural	theory	of	what	determines	the	money	supply.[1]	If,	however,	one	additionally	assumes	that	the
two	ratios	C/D	and	R/D	are	exogenously	determined	constants,	the	equation	implies	that	the	central	bank	can	control	the	money	supply	by	controlling	the	monetary	base	via	open-market	operations:	In	this	case,	when	the	monetary	base	increases	by,	say,	$1,	the	money	supply	will	increase	by	$(1+C/D)/(R/D	+	C/D).	This	is	the	central	contents	of	the
money	multiplier	theory,	and	1	+	C	/	D	R	/	D	+	C	/	D	{\displaystyle	{\frac	{1+C/D}{R/D+C/D}}}	is	the	money	multiplier,[1][2]	a	multiplier	being	a	factor	that	measures	how	much	an	endogenous	variable	(in	this	case,	the	money	supply)	changes	in	response	to	a	change	in	some	exogenous	variable	(in	this	case,	the	money	base).In	some	textbook
applications,	the	relationship	is	simplified	by	assuming	that	cash	does	not	exist	so	that	the	public	holds	money	only	in	the	form	of	bank	deposits.	In	that	case,	the	currency-deposit	ratio	C/D	equals	zero,	and	the	money	multipli	1	R	/	D	.	{\displaystyle	{\frac	{1}{R/D}}.}	[3]Empirically,	the	money	multiplier	can	be	found	as	the	ratio	of	some	broad	money
aggregate	like	M2	over	M0	(base	money).[4]Generally,	the	currency-deposit	ratio	C/D	reflects	the	preferences	of	households	about	the	form	of	money	they	wish	to	hold	(currency	versus	deposits).	The	reserve-deposit	ratio	R/D	will	be	determined	by	the	business	policies	of	commercial	banks	and	the	laws	regulating	banks.[2]:86	Benjamin	Friedman	in
his	chapter	on	the	money	supply	in	The	New	Palgrave	Dictionary	of	Economics	writes	that	both	central	bank	reserves	(supplied	by	the	central	bank	and	demanded	by	the	commercial	banks	for	several	reasons)	and	deposits	(supplied	by	commercial	banks	and	demanded	by	households	and	non-financial	firms)	are	traded	in	markets	with	equilibria	of
demand	and	supply	which	depend	on	the	interest	rate	as	well	as	a	number	of	other	factors.	Consequently,	the	money	multiplier	representation	should	be	interpreted	as	"really	just	a	shorthand	simplification	that	works	well	or	badly	depending	on	the	strength	of	the	relevant	interest	elasticities	and	the	extent	of	variation	in	interest	rates	and	the	many
other	factors	involved."[5]In	some	presentations	of	the	money	multiplier	theory,	the	further	simplification	is	made	that	commercial	banks	only	hold	the	reserves	that	are	legally	required	by	the	monetary	authorities	so	that	the	R/D	ratio	is	determined	directly	by	the	central	banks.[3]	In	many	countries	the	monetary	authorities	maintain	reserve
requirements	that	secure	a	minimum	level	of	reserves	at	all	times.	However,	commercial	banks	may	often	hold	excess	reserves,	i.e.	reserves	held	in	excess	of	the	legal	reserve	requirements.	This	is	for	instance	the	case	in	countries	that	do	not	impose	legal	reserve	requirements	at	all	like	the	United	States,[6][7]	the	United	Kingdom,	Canada,	Australia,
New	Zealand	and	the	Scandinavian	countries.[8][9]	The	possibility	of	banks	voluntarily	choosing	to	hold	excess	reserves,	in	amounts	that	may	change	over	time	as	the	opportunity	costs	for	banks	change,	are	one	reason	why	the	monetary	multiplier	may	not	be	stable.	For	instance,	following	the	introduction	of	interest	rates	on	excess	reserves	in	the
US,	a	large	growth	in	excess	reserves	occurred	in	the	2008	financial	crisis,	US	bank	excess	reserves	growing	over	500-fold,	from	under	$2	billion	in	August	2008	to	over	$1,000	billion	in	November	2009.[10][11]The	insight	that	banks	may	adjust	their	reserve/deposit	ratio	endogenously,	making	the	money	multiplier	unstable,	is	old.	Paul	Samuelson
noted	in	his	bestselling	textbook	in	1948	that:By	increasing	the	volume	of	their	government	securities	and	loans	and	by	lowering	Member	Bank	legal	reserve	requirements,	the	Reserve	Banks	can	encourage	an	increase	in	the	supply	of	money	and	bank	deposits.	They	can	encourage	but,	without	taking	drastic	action,	they	cannot	compel.	For	in	the
middle	of	a	deep	depression	just	when	we	want	Reserve	policy	to	be	most	effective,	the	Member	Banks	are	likely	to	be	timid	about	buying	new	investments	or	making	loans.	If	the	Reserve	authorities	buy	government	bonds	in	the	open	market	and	thereby	swell	bank	reserves,	the	banks	will	not	put	these	funds	to	work	but	will	simply	hold	reserves.
Result:	no	5	for	1,	no	nothing,	simply	a	substitution	on	the	banks	balance	sheet	of	idle	cash	for	old	government	bonds.(Samuelson	1948,	pp.	353354)Restated,	increases	in	central	bank	money	may	not	result	in	commercial	bank	money	because	the	money	is	not	required	to	be	lent	out	it	may	instead	result	in	a	growth	of	unlent	(i.e.	excess)	reserves.	This
situation	has	been	referred	to	as	"pushing	on	a	string":	withdrawal	of	central	bank	money	compels	commercial	banks	to	curtail	lending	(one	can	pull	money	via	this	mechanism),	but	input	of	central	bank	money	does	not	compel	commercial	banks	to	lend	(one	cannot	push	via	this	mechanism).[12]The	amount	of	its	assets	that	a	bank	chooses	to	hold	as
excess	reserves	is	a	decreasing	function	of	the	amount	by	which	the	market	rate	for	loans	to	the	general	public	from	commercial	banks	exceeds	the	interest	rate	on	excess	reserves	and	of	the	amount	by	which	the	market	rate	for	loans	to	other	banks	(in	the	US,	the	federal	funds	rate)	exceeds	the	interest	rate	on	excess	reserves.	Since	the	money
multiplier	in	turn	depends	negatively	on	the	desired	reserve/deposit	ratio,	the	money	multiplier	depends	positively	on	these	two	opportunity	costs.	Moreover,	the	publics	choice	of	the	currency/deposit	ratio	depends	negatively	on	market	rates	of	return	on	highly	liquid	substitutes	for	currency;	since	the	currency	ratio	negatively	affects	the	money
multiplier,	the	money	multiplier	is	positively	affected	by	the	return	on	these	substitutes.	Note	that	when	making	predictions	assuming	a	constant	multiplier,	the	predictions	are	valid	only	if	these	ratios	do	not	in	fact	change.	Sometimes	this	holds,	and	sometimes	it	does	not;	for	example,	increases	in	central	bank	money	(i.e.	base	money)	may	result	in
increases	in	commercial	bank	money	and	will,	if	these	ratios	(and	thus	multiplier)	stay	constant	or	may	result	in	increases	in	excess	reserves	but	little	or	no	change	in	commercial	bank	money,	in	which	case	the	reservedeposit	ratio	will	grow	and	the	multiplier	will	fall.[13]An	alternative	interpretation	of	the	direction	of	causality	in	the	identity
described	above	is	that	the	connection	between	the	money	supply	and	the	monetary	base	goes	from	the	former	to	the	latter:	Interest-rate-targeting	central	banks	supply	whatever	amount	of	reserves	that	the	banking	system	demands,	given	the	reserve	requirements	and	the	amount	of	deposits	that	have	been	created.[14]In	this	alternative	model	of
money	creation,	loans	are	first	extended	by	commercial	banks	say,	$1,000	of	loans,	which	may	then	require	that	the	bank	borrow	$100	of	reserves	either	from	depositors	or	other	private	sources	of	financing,	or	from	the	central	bank.	This	view	is	advanced	in	endogenous	money	theories.[15]	It	is	also	occasionally	referred	to	as	a	"Loans	first"	model	as
opposed	to	the	traditional	multiplier	theory,	which	can	be	labelled	a	"Reserves	first"	model.[16]See	also:	Monetary	policyWhereas	used	in	many	textbooks,	the	realism	of	the	money	multiplier	theory	is	questioned	by	several	economists,	and	it	is	generally	rejected	as	a	useful	description	of	actual	central	bank	behaviour	today,	partly	because	major
central	banks	generally	have	not	tried	to	control	the	monetary	supply	during	the	last	decades,	hence	making	the	theory	irrelevant,	partly	because	it	is	doubtful	as	to	how	large	an	extent	the	central	banks	would	be	able	to	control	the	money	supply,	should	they	wish	to.	The	last	question	is	a	matter	of	the	stability	of	the	money	multiplier.Historically,
central	banks	have	in	some	periods	used	strategies	of	trying	to	target	a	certain	level	or	growth	rate	of	money	supply,	in	particular	during	the	late	1970s	and	1980s,	inspired	by	monetarist	theory	and	the	quantity	theory	of	money.[17][18]	However,	these	strategies	turned	out	to	not	work	very	well	and	were	abandoned	again.[19]	In	the	United	States,
short-term	interest	rates	became	fourfould	more	volatile	during	the	years	1979-1982	when	the	Federal	Reserve	adopted	a	moderate	version	of	monetary	base	control,	and	the	targeted	monetary	aggregate	at	the	time,	M1,	even	increased	its	short-term	volatility.[1]Starting	in	the	early	1990s,	a	fundamental	rethinking	of	monetary	policy	took	place	in
major	central	banks,	shifting	to	targeting	inflation	rather	than	monetary	growth	and	generally	using	interest	rates	to	implement	goals	rather	than	quantitative	measures	like	holding	the	quantity	of	base	money	at	fixed	levels.[19]:484485	As	a	result,	modern	central	banks	hardly	ever	conduct	their	policies	by	trying	to	control	the	money	supply,[20]
implying	also	that	the	monetary	multiplier	theory	has	become	more	irrelevant	as	a	tool	to	understand	current	monetary	policy.[6][21]Charles	Goodhart	notes	in	his	chapter	on	the	monetary	base	in	The	New	Palgrave	that	the	banking	system	has	virtually	never	worked	in	the	way	hypothesized	by	the	monetary	multiplier	theory.	Instead,	central	banks
have	used	their	powers	to	effect	a	desired	level	of	interest	rates	rather	than	achieve	a	pre-determined	quantity	of	monetary	base	or	of	some	monetary	aggregate.	He	also	mentions	that	the	institutional	development	of	the	financial	markets,	notably	interbank	lending	markets,	implies	that	the	monetary	base	multiplier	no	longer	would,	or	could,	work	in
the	textbook	fashion.	Instead,	he	argues	that	the	behavioural	process	leading	to	a	change	in	monetary	bases	runs	from	an	initial	change	in	interest	rates	to	a	subsequent	readjustment	in	monetary	aggregate	quantities,	endogenously	determining	these	as	well	as	the	accommodating	monetary	base.[1]	Also	David	Romer	notes	in	his	graduate	textbook
"Advanced	Macroeconomics"	that	it	is	difficult	for	central	banks	to	control	broad	monetary	aggregates	like	M2,	causing	central	banks	generally	to	assign	the	behaviour	of	the	money	supply	an	unimportant	role	in	policy,	focusing	instead	on	adjusting	nominal	interest	rates	to	stabilize	the	economy.[22]	Gregory	Mankiw,	author	of	one	of	the	widely	read
intermediate	textbooks	(Macroeconomics)	that	present	the	money	multiplier	theory,	notes	in	its	11th	edition	that	even	though	the	Federal	Reserve	can	influence	the	money	supply,	it	cannot	control	it	fully	because	households'	decisions	and	banks'	discretion	in	the	conduct	of	their	business	may	change	the	money	supply	in	ways	unanticipated	by	the
central	bank.[2]After	the	2008	financial	crisis,	several	central	banks,	including	the	Federal	Reserve,[6]	Bank	of	England,[23]	Deutsche	Bundesbank,[24]	the	Hungarian	National	Bank[15]	and	Danmarks	Nationalbank[25]	have	issued	explanations	of	money	creation	supporting	the	view	that	central	banks	generally	do	not	control	the	creation	of	money,
nor	do	they	try	to,	though	their	interest	rate-setting	monetary	policies	naturally	affect	the	amount	of	loans	and	deposits	that	commercial	banks	create.	The	Federal	Reserve	in	2021	launched	several	educational	resources	to	facilitate	teaching	the	conduct	of	current	monetary	policy,	recommending	teachers	to	avoid	relying	on	the	money	multiplier
concept,	which	was	described	as	obsolete	and	unusable.[26][21][27]Jaromir	Benes	and	Michael	Kumhof	of	the	IMF	Research	Department,	argue	that:	the	"deposit	multiplier"	of	the	undergraduate	economics	textbook,	where	monetary	aggregates	are	created	at	the	initiative	of	the	central	bank,	through	an	initial	injection	of	high-powered	money	into
the	banking	system	that	gets	multiplied	through	bank	lending,	turns	the	actual	operation	of	the	monetary	transmission	mechanism	on	its	head.	At	all	times,	when	banks	ask	for	reserves,	the	central	bank	obliges.	According	to	this	model,	reserves	therefore	impose	no	constraint	and	the	deposit	multiplier	is	therefore	a	myth.	The	authors	therefore	argue
that	private	banks	are	almost	fully	in	control	of	the	money	creation	process.[28]Besides	the	mainstream	questioning	of	the	usefulness	of	the	money	multiplier	theory,	the	rejection	of	this	theory	has	also	been	a	theme	in	the	heterodox	post-Keynesian	school	of	economic	thought.[21]As	explained	above,	according	to	the	monetary	multiplier	theory	money
creation	in	a	fractional-reserve	banking	system	occurs	when	a	given	reserve	is	lent	out	by	a	bank,	then	deposited	at	a	bank	(possibly	different),	which	is	then	lent	out	again,	the	process	repeating[2]	and	the	ultimate	result	being	a	geometric	series.The	following	formula	for	the	money	multiplier	may	be	used,	explicitly	accounting	for	the	fact	that	the
public	has	a	desire	to	hold	some	currency	in	the	form	of	cash	and	that	commercial	banks	may	desire	to	hold	reserves	in	excess	of	the	legal	reserve	requirements:	m	=	(	1	+	C	u	r	r	e	n	c	y	/	D	e	p	o	s	i	t	R	a	t	i	o	)	(	C	u	r	r	e	n	c	y	/	D	e	p	o	s	i	t	R	a	t	i	o	+	D	e	s	i	r	e	d	R	e	s	e	r	v	e	R	a	t	i	o	)	.	{\displaystyle	m={\frac	{(1+Currency/DepositRatio)}
{(Currency/DepositRatio+DesiredReserveRatio)}}.}	Here	the	Desired	Reserve	Ratio	is	the	sum	of	the	required	reserve	ratio	and	the	excess	reserve	ratio.The	formula	above	is	derived	from	the	following	procedure.	Let	the	monetary	base	be	normalized	to	unity.	Define	the	legal	reserve	ratio,	(	0	,	1	)	{\displaystyle	\alpha	\in	\left(0,1\right)\;}	,	the	excess
reserves	ratio,	(	0	,	1	)	{\displaystyle	\beta	\in	\left(0,1\right)\;}	,	the	currency/deposit	ratio	with	respect	to	deposits,	(	0	,	1	)	{\displaystyle	\gamma	\in	\left(0,1\right)\;}	;	suppose	the	demand	for	funds	is	unlimited;	then	the	theoretical	superior	limit	for	deposits	is	defined	by	the	following	series:	D	e	p	o	s	i	t	s	=	n	=	0	[	(	1	)	]	n	=	1	+	+	{\displaystyle
Deposits=\sum	_{n=0}^{\infty	}\left[\left(1-\alpha	-\beta	-\gamma	\right)\right]^{n}={\frac	{1}{\alpha	+\beta	+\gamma	}}}	.Analogously,	the	theoretical	superior	limit	for	the	money	held	by	public	is	defined	by	the	following	series:	P	u	b	l	i	c	l	y	H	e	l	d	C	u	r	r	e	n	c	y	=	D	e	p	o	s	i	t	s	=	+	+	{\displaystyle	PubliclyHeldCurrency=\gamma	\cdot
Deposits={\frac	{\gamma	}{\alpha	+\beta	+\gamma	}}}	and	the	theoretical	superior	limit	for	the	total	loans	lent	in	the	market	is	defined	by	the	following	series:	L	o	a	n	s	=	(	1	)	D	e	p	o	s	i	t	s	=	1	+	+	{\displaystyle	Loans=\left(1-\alpha	-\beta	\right)\cdot	Deposits={\frac	{1-\alpha	-\beta	}{\alpha	+\beta	+\gamma	}}}	By	summing	up	the	two
quantities,	the	theoretical	money	multiplier	is	defined	as	m	=	M	o	n	e	y	S	t	o	c	k	M	o	n	e	t	a	r	y	B	a	s	e	=	D	e	p	o	s	i	t	s	+	P	u	b	l	i	c	l	y	H	e	l	d	C	u	r	r	e	n	c	y	M	o	n	e	t	a	r	y	B	a	s	e	=	1	+	+	+	{\displaystyle	m={\frac	{MoneyStock}{MonetaryBase}}={\frac	{Deposits+PubliclyHeldCurrency}{MonetaryBase}}={\frac	{1+\gamma	}{\alpha	+\beta
+\gamma	}}}	where	+	=	Desired	Reserve	Ratio	and	=	c	u	r	r	e	n	c	y	/	d	e	p	o	s	i	t	{\displaystyle	\gamma	=currency/deposit}	The	process	described	above	by	the	geometric	series	can	be	represented	in	the	following	table,	whereloans	at	stage	k	{\displaystyle	k\;}	are	a	function	of	the	deposits	at	the	preceding	stage:	L	k	=	(	1	)	D	k	1	{\displaystyle
L_{k}=\left(1-\alpha	-\beta	\right)\cdot	D_{k-1}}	publicly	held	money	at	stage	k	{\displaystyle	k\;}	is	a	function	of	the	deposits	at	the	preceding	stage:	P	H	M	k	=	D	k	1	{\displaystyle	PHM_{k}=\gamma	\cdot	D_{k-1}}	deposits	at	stage	k	{\displaystyle	k\;}	are	the	difference	between	additional	loans	and	publicly	held	money	relative	to	the	same	stage:
D	k	=	L	k	P	H	M	k	{\displaystyle	D_{k}=L_{k}-PHM_{k}\;}	Process	of	money	multiplicationnDepositsLoansPublicly	held	money	n	=	0	{\displaystyle	n=0\;}	D	0	=	1	{\displaystyle	D_{0}=1\;}	--	n	=	1	{\displaystyle	n=1\;}	D	1	=	(	1	)	{\displaystyle	D_{1}=\left(1-\alpha	-\beta	-\gamma	\right)}	L	1	=	(	1	)	{\displaystyle	L_{1}=\left(1-\alpha	-\beta	\right)}
P	H	M	1	=	{\displaystyle	PHM_{1}=\gamma	\;}	n	=	2	{\displaystyle	n=2\;}	D	2	=	(	1	)	2	{\displaystyle	D_{2}=\left(1-\alpha	-\beta	-\gamma	\right)^{2}}	L	2	=	(	1	)	(	1	)	{\displaystyle	L_{2}=\left(1-\alpha	-\beta	\right)\left(1-\alpha	-\beta	-\gamma	\right)}	P	H	M	2	=	(	1	)	{\displaystyle	PHM_{2}=\gamma	\left(1-\alpha	-\beta	-\gamma	\right)}	n	=	3
{\displaystyle	n=3\;}	D	3	=	(	1	)	3	{\displaystyle	D_{3}=\left(1-\alpha	-\beta	-\gamma	\right)^{3}}	L	3	=	(	1	)	(	1	)	2	{\displaystyle	L_{3}=\left(1-\alpha	-\beta	\right)\left(1-\alpha	-\beta	-\gamma	\right)^{2}}	P	H	M	3	=	(	1	)	2	{\displaystyle	PHM_{3}=\gamma	\left(1-\alpha	-\beta	-\gamma	\right)^{2}}	n	=	k	{\displaystyle	n=k\;}	D	k	=	(	1	)	k
{\displaystyle	D_{k}=\left(1-\alpha	-\beta	-\gamma	\right)^{k}}	L	k	=	(	1	)	(	1	)	k	1	{\displaystyle	L_{k}=\left(1-\alpha	-\beta	\right)\left(1-\alpha	-\beta	-\gamma	\right)^{k-1}}	P	H	M	k	=	(	1	)	k	1	{\displaystyle	PHM_{k}=\gamma	\left(1-\alpha	-\beta	-\gamma	\right)^{k-1}}	n	{\displaystyle	n\rightarrow	\infty	}	D	=	0	{\displaystyle	D_{\infty	}=0}	L	=
0	{\displaystyle	L_{\infty	}=0}	P	H	M	=	0	{\displaystyle	PHM_{\infty	}=0}	Total	deposits:Total	loans:Total	publicly	held	money:	D	=	1	+	+	{\displaystyle	D={\frac	{1}{\alpha	+\beta	+\gamma	}}}	L	=	1	+	+	{\displaystyle	L={\frac	{1-\alpha	-\beta	}{\alpha	+\beta	+\gamma	}}}	P	H	M	=	+	+	{\displaystyle	PHM={\frac	{\gamma	}{\alpha	+\beta
+\gamma	}}}	This	re-lending	process	(assuming	that	no	currency	is	used)	can	be	depicted	as	follows,	assuming	a	20%	reserve	ratio	and	a	$100	initial	deposit:Individual	bankAmount	depositedLent
outReservesA100.0080.0020.00B80.0064.0016.00C64.0051.2012.80D51.2040.9610.24E40.9632.778.19F32.7726.216.55G26.2120.975.24H20.9716.784.19I16.7813.423.36J13.4210.742.68K10.74Total	reserves:89.26Total	amount	of	deposits:Total	amount	lent	out:Total	reserves	+	last	amount	deposited:457.05357.05100.00Table	sources:[29][30][31]
[32]Note	that	no	matter	how	many	times	the	smaller	and	smaller	amounts	of	money	are	re-lended,	the	legal	reserve	requirement	is	never	exceeded	-	because	that	would	be	illegal.Deficit	spendingEconomic	growthEconomic	value	addedHelicopter	moneyInflation	targetingMalinvestmentQuantitative	tighteningReturn	on	capital^	a	b	c	d	e	f	Goodhart,
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initial	injection	of	funds	into	the	system.	It	represents	the	amount	by	which	the	money	supply	increases	for	every	unit	of	increase	in	the	reserves	held	by	the	banks.Money	Multiplier	DefinitionThe	money	multiplier	refers	to	the	ratio	of	the	total	amount	of	money	that	can	be	created	in	the	economy	to	the	amount	of	new	reserves	injected	into	the
banking	system.	It	represents	the	potential	increase	in	the	money	supply	resulting	from	an	initial	injection	of	funds	into	the	system.The	money	multiplier	is	based	on	the	fractional	reserve	banking	system,	in	which	banks	are	required	to	hold	only	a	fraction	of	their	deposits	as	reserves	and	can	lend	out	the	remaining	amount.	As	loans	are	repaid,	new
deposits	are	created,	and	the	process	continues,	leading	to	an	expansion	of	the	money	supply.	The	money	multiplier	is	an	important	concept	for	understanding	the	relationship	between	the	monetary	base	and	the	money	supply	in	an	economy.When	banks	receive	deposits,	they	are	required	to	hold	a	certain	percentage	of	those	deposits	as	reserves
(known	as	the	reserve	ratio).	The	remaining	amount	can	be	lent	out	to	borrowers	in	the	form	of	loans,	which	increases	the	money	supply	in	the	economy.The	amount	by	which	the	money	supply	increases	for	every	unit	increase	in	the	monetary	base	is	known	as	the	money	multiplier.	It	is	determined	by	the	reserve	ratio,	as	well	as	other	factors	such	as
the	willingness	of	banks	to	lend	and	the	demand	for	credit	from	borrowers.Read	about:	Digital	CurrencyMoney	Multiplier	ExampleFor	example,	if	the	reserve	ratio	is	10%,	then	the	money	multiplier	is	10,	which	means	that	for	every	$1	increase	in	reserves,	banks	can	potentially	lend	out	up	to	$10,	leading	to	a	$10	increase	in	the	money	supply.	This
process	continues	as	the	new	deposits	made	by	borrowers	can	be	used	as	reserves	for	other	banks	to	lend	out,	leading	to	a	further	expansion	of	the	money	supply.Read	about:	Monetary	SystemMoney	Multiplier	FormulaThe	formula	for	the	Money	Multiplier	is:Money	Multiplier	=	1	/	Reserve	RatioWhere	Reserve	Ratio	is	the	percentage	of	deposits	that
banks	are	required	to	hold	as	reserves,	and	the	reciprocal	of	this	ratio	determines	the	money	multiplier.	For	example,	if	the	reserve	ratio	is	10%,	then	the	money	multiplier	is	1/0.1	=	10.	This	means	that	for	every	$1	increase	in	reserves,	the	money	supply	can	potentially	increase	by	up	to	$10,	as	banks	are	able	to	lend	out	a	multiple	of	their
reserves.Read	about:	Kuznets	CurveMoney	Multiplier	ApplicationsThe	money	multiplier	concept	has	several	applications	in	economics,	including:Understanding	the	relationship	between	the	monetary	base	and	the	money	supply:	The	money	multiplier	helps	to	explain	how	changes	in	the	monetary	base	(e.g.,	through	open	market	operations	or	changes
in	reserve	requirements)	can	lead	to	larger	changes	in	the	money	supply.Analyzing	the	impact	of	changes	in	monetary	policy:	By	understanding	the	money	multiplier,	policymakers	can	better	predict	the	effects	of	changes	in	monetary	policy	on	the	money	supply	and	the	broader	economy.Assessing	the	health	of	the	banking	system:	The	money
multiplier	can	be	used	to	assess	the	ability	of	banks	to	create	credit	and	lend	money,	which	is	an	important	indicator	of	the	health	of	the	banking	system.Examining	the	impact	of	changes	in	bank	regulations:	Changes	in	reserve	requirements	or	other	regulations	can	affect	the	money	multiplier,	and	thus	the	ability	of	banks	to	create	credit	and	lend
money.Comparing	monetary	systems	across	countries:	The	money	multiplier	can	be	used	to	compare	monetary	systems	across	countries	and	assess	the	effectiveness	of	different	policy	frameworks	in	controlling	the	money	supply.Read	about:	Green	AccountingMoney	Multiplier	UPSCThe	Money	Multiplier	is	an	important	concept	in	macroeconomics
and	monetary	policy	and	is	a	topic	that	is	relevant	to	the	UPSC	Syllabus.	Aspirants	preparing	for	UPSC	exams	can	benefit	from	understanding	the	concept	of	money	multiplier	through	UPSC	Online	Coaching	and	UPSC	Mock	Test,	which	can	help	in	answering	questions	related	to	monetary	policy	and	banking	system.Read	about:	Phillips	Curve	Money
multiplier	is	a	concept	that	refers	to	the	increase	in	the	money	supply	in	an	economy	resulting	from	an	initial	injection	of	funds	into	the	system.	It	represents	the	amount	by	which	the	money	supply	increases	for	every	unit	of	increase	in	the	reserves	held	by	the	banks.Money	Multiplier	DefinitionThe	money	multiplier	refers	to	the	ratio	of	the	total
amount	of	money	that	can	be	created	in	the	economy	to	the	amount	of	new	reserves	injected	into	the	banking	system.	It	represents	the	potential	increase	in	the	money	supply	resulting	from	an	initial	injection	of	funds	into	the	system.The	money	multiplier	is	based	on	the	fractional	reserve	banking	system,	in	which	banks	are	required	to	hold	only	a
fraction	of	their	deposits	as	reserves	and	can	lend	out	the	remaining	amount.	As	loans	are	repaid,	new	deposits	are	created,	and	the	process	continues,	leading	to	an	expansion	of	the	money	supply.	The	money	multiplier	is	an	important	concept	for	understanding	the	relationship	between	the	monetary	base	and	the	money	supply	in	an	economy.When
banks	receive	deposits,	they	are	required	to	hold	a	certain	percentage	of	those	deposits	as	reserves	(known	as	the	reserve	ratio).	The	remaining	amount	can	be	lent	out	to	borrowers	in	the	form	of	loans,	which	increases	the	money	supply	in	the	economy.The	amount	by	which	the	money	supply	increases	for	every	unit	increase	in	the	monetary	base	is
known	as	the	money	multiplier.	It	is	determined	by	the	reserve	ratio,	as	well	as	other	factors	such	as	the	willingness	of	banks	to	lend	and	the	demand	for	credit	from	borrowers.Read	about:	Digital	CurrencyMoney	Multiplier	ExampleFor	example,	if	the	reserve	ratio	is	10%,	then	the	money	multiplier	is	10,	which	means	that	for	every	$1	increase	in
reserves,	banks	can	potentially	lend	out	up	to	$10,	leading	to	a	$10	increase	in	the	money	supply.	This	process	continues	as	the	new	deposits	made	by	borrowers	can	be	used	as	reserves	for	other	banks	to	lend	out,	leading	to	a	further	expansion	of	the	money	supply.Read	about:	Monetary	SystemMoney	Multiplier	FormulaThe	formula	for	the	Money
Multiplier	is:Money	Multiplier	=	1	/	Reserve	RatioWhere	Reserve	Ratio	is	the	percentage	of	deposits	that	banks	are	required	to	hold	as	reserves,	and	the	reciprocal	of	this	ratio	determines	the	money	multiplier.	For	example,	if	the	reserve	ratio	is	10%,	then	the	money	multiplier	is	1/0.1	=	10.	This	means	that	for	every	$1	increase	in	reserves,	the
money	supply	can	potentially	increase	by	up	to	$10,	as	banks	are	able	to	lend	out	a	multiple	of	their	reserves.Read	about:	Kuznets	CurveMoney	Multiplier	ApplicationsThe	money	multiplier	concept	has	several	applications	in	economics,	including:Understanding	the	relationship	between	the	monetary	base	and	the	money	supply:	The	money	multiplier
helps	to	explain	how	changes	in	the	monetary	base	(e.g.,	through	open	market	operations	or	changes	in	reserve	requirements)	can	lead	to	larger	changes	in	the	money	supply.Analyzing	the	impact	of	changes	in	monetary	policy:	By	understanding	the	money	multiplier,	policymakers	can	better	predict	the	effects	of	changes	in	monetary	policy	on	the
money	supply	and	the	broader	economy.Assessing	the	health	of	the	banking	system:	The	money	multiplier	can	be	used	to	assess	the	ability	of	banks	to	create	credit	and	lend	money,	which	is	an	important	indicator	of	the	health	of	the	banking	system.Examining	the	impact	of	changes	in	bank	regulations:	Changes	in	reserve	requirements	or	other
regulations	can	affect	the	money	multiplier,	and	thus	the	ability	of	banks	to	create	credit	and	lend	money.Comparing	monetary	systems	across	countries:	The	money	multiplier	can	be	used	to	compare	monetary	systems	across	countries	and	assess	the	effectiveness	of	different	policy	frameworks	in	controlling	the	money	supply.Read	about:	Green
AccountingMoney	Multiplier	UPSCThe	Money	Multiplier	is	an	important	concept	in	macroeconomics	and	monetary	policy	and	is	a	topic	that	is	relevant	to	the	UPSC	Syllabus.	Aspirants	preparing	for	UPSC	exams	can	benefit	from	understanding	the	concept	of	money	multiplier	through	UPSC	Online	Coaching	and	UPSC	Mock	Test,	which	can	help	in
answering	questions	related	to	monetary	policy	and	banking	system.Read	about:	Phillips	Curve	Are	you	looking	for	what	is	money	multiplier,	its	definition	formula	as	per	the	syllabus	of	class	12	Economics	CBSE	Board?.	I	have	explained	the	money	multiplier	from	basic	to	advance	especially	for	class	12	students.	As	you	might	have	studied,	the
commercial	bank	creates	money	by	public	demand	deposits.	How	much	would	be	money	creation	can	be	calculated	by	money	multiplier.	In	simple	language,	The	multiple	by	which	deposits	can	increase	due	to	an	initial	deposit	is	called	a	money	multiplier.	Read	Here:-	What	is	money	and	its	definition	Money	multiplier	refers	to	the	process	of	creation
of	credit	by	the	commercial	banks,	with	the	help	of	initial	deposits	made	by	the	public	and	legal	reserve	ratio.	It	is	calculated	as:	Credit	MultiplierDeposit	MultiplierMonetary	Multiplier	Read	Here:-	What	is	money	supply	and	its	components	Money	Multiplier	=	1/LRR	Read	Here:-	Explain	the	Money	creation	process	by	Commercial	Bank	If	suppose	LRR
is	10%.	The	money	multiplier	would	be	10	Times.	It	implies	money	creation	would	be	10	times	of	Initial	public	deposits	with	the	banks.	If	the	Initial	deposit	is	1000.	As	the	money	multiplier	is	10	times,	money	creation	would	be	10000.	Read	Here:-	What	is	Central	Bank	and	its	functions	Read	Here:-	Important	MCQs	of	Money	and	Banking	Chapter	class
12	Doubtnut	is	No.1	Study	App	and	Learning	App	with	Instant	Video	Solutions	for	NCERT	Class	6,	Class	7,	Class	8,	Class	9,	Class	10,	Class	11	and	Class	12,	IIT	JEE	prep,	NEET	preparation	and	CBSE,	UP	Board,	Bihar	Board,	Rajasthan	Board,	MP	Board,	Telangana	Board	etc	NCERT	solutions	for	CBSE	and	other	state	boards	is	a	key	requirement	for
students.	Doubtnut	helps	with	homework,	doubts	and	solutions	to	all	the	questions.	It	has	helped	students	get	under	AIR	100	in	NEET	&	IIT	JEE.	Get	PDF	and	video	solutions	of	IIT-JEE	Mains	&	Advanced	previous	year	papers,	NEET	previous	year	papers,	NCERT	books	for	classes	6	to	12,	CBSE,	Pathfinder	Publications,	RD	Sharma,	RS	Aggarwal,
Manohar	Ray,	Cengage	books	for	boards	and	competitive	exams.Doubtnut	is	the	perfect	NEET	and	IIT	JEE	preparation	App.	Get	solutions	for	NEET	and	IIT	JEE	previous	years	papers,	along	with	chapter	wise	NEET	MCQ	solutions.	Get	all	the	study	material	in	Hindi	medium	and	English	medium	for	IIT	JEE	and	NEET	preparation	Explain	how	banks
help	in	the	Process	of	Money	Creation	and	Credit	Creation	We	know	that	Banks	take	Deposits	from	Public	and	provide	loans	or	credit	to	other	people	with	that	money	Suppose	Banks	Receive	Deposits	of	Rs	1,00,000	They	cannot	give	loan	of	whole	Rs	1,00,000	They	have	to	keep	a	certain	amount	as	Reserve	(called	Reserve	Deposit	Ratio	or	Legal
Reserve	Ratio)	Suppose	Legal	Reserve	Ratio	is	20%	It	means	Banks	have	to	keep	20,000	with	them	as	Reserve	They	can	give	loan	of	balance	80,000	Now	when	bank	gives	Balance	Rs	80,000	as	loan	Person	who	receives	this	loan	money	makes	a	number	of	expenses	with	this	money	Lets	assume	He	makes	expenses	of	Rs	80,000	with	this	money	as
Salary	to	employee	This	Employee	will	again	deposit	this	Rs	80,000	with	bank	Banks	will	retain	Reserve	of	20%	(Rs80,000*20%	=	Rs16,000)	They	will	give	loan	of	balance	amount	Rs	80,000	-	16,000	=	Rs	64,000	Similarly	the	process	continues	as	shown	below	More	we	go	down	,the	amount	of	reserves	will	diminish	It	will	soon	come	a	point	where
Total	Reserves	will	be	equal	to	Initial	amount	deposited	Initial	Amt	deposited	=	Total	Reserves	=	Rs	1,00,000	At	this	Stage,	Total	Deposits	will	be	Rs	5,00,000	and	Total	loans	will	be	Rs	4,00,000	Hence,	we	can	Say	that	With	Initial	Deposits	of	Rs	1,00,000	Banks	are	able	to	generate	Deposits	of	Rs	5,00,000	and	Credit	of	Rs	4,00,000	What	is	Money
Multiplier?	It	is	the	multiple	by	which	initial	deposits	increase	It	is	the	Ratio	of	Deposits	Created	over	Initial	Deposits	Money	Multiplier	=	Deposits	Created/Initial	Deposits	Formula	for	Calculating	Money	Multiplier	(Without	making	Table)	Money	Multiplier	=	1/Legal	Reserve	Ratio	NC113:C198	Question	8	What	is	money	multiplier?	What	determines
the	value	of	this	multiplier?	View	Answer	Ans	It	is	the	multiple	by	which	initial	deposits	increase	It	is	the	Ratio	of	Deposits	Created	over	Initial	Deposits	The	value	of	this	multiplier	is	determined	by	Legal	reserve	ratio	(LRR)	It	is	the	Ratio	of	Reserves	kept	by	bank	to	Total	Deposits.	Legal	reserve	ratio	=	Total	Reserves	of	Bank	LRR	Total	Deposits	of
bank	Money	Multiplier	=	1/Legal	Reserve	Ratio	Example	Legal	Reserve	Ratio	was	0.2	So	Money	Multiplier	=	1/Legal	Reserve	Ratio	=	1	/0.2	=	1*10/2	=	10/2	=	5	Question	10	Do	you	consider	a	commercial	bank	creator	of	money	in	the	economy?	View	Answer	Ans	Suppose	Banks	Receive	Deposits	of	Rs	1,00,000	They	cannot	give	loan	of	whole	Rs
1,00,000	They	have	to	keep	a	certain	amount	as	Reserve	(called	Reserve	Deposit	Ratio	or	Legal	Reserve	Ratio)	Suppose	Legal	Reserve	Ratio	is	20%	It	means	Banks	have	to	keep	20,000	with	them	as	Reserve	They	can	give	loan	of	balance	80,000	Now	when	bank	gives	Balance	Rs	80,000	as	loan	Person	who	receives	this	loan	money	makes	a	number	of
expenses	with	this	money	Lets	assume	He	makes	expenses	of	Rs	80,000	with	this	money	as	Salary	to	employee	This	Employee	will	again	deposit	this	Rs	80,000	with	bank	Banks	will	retain	Reserve	of	20%	(Rs80,000*20%	=	Rs16,000)	They	wil	give	loan	of	balance	amount	Rs	80,000	-	16,000	=	Rs	64,000	Similarly	the	process	continues	as	shown	below
Initial	Deposit	Reserve	Loan	1,00,000	20,000	80,000	80,000	16,000	64,000	64,000	12,800	51,200	5,00,000	1,00,000	4,00,000	Note	More	we	go	down	,the	amount	of	reserves	will	diminish	It	will	soon	come	a	point	where	Total	Reserves	will	be	equal	to	Initial	amount	deposited	Initial	Amt	deposited	=	Total	Reserves	=	Rs	1,00,000	At	this	Stage,	Total
Deposits	will	be	Rs	5,00,000	and	Total	loans	will	be	Rs	4,00,000	Hence,	we	can	Say	that	With	Initial	Deposits	of	Rs	1,00,000	Banks	are	able	to	generate	Deposits	of	Rs	5,00,000	and	Credit	of	Rs	4,00,000	Hence,	commercial	banks	leads	to	money	creation	and	credit	creation	in	economy	Other	Books	Question	1	In	the	following	questions,	select	the
correct	answers:	Through	the	process	of	_____,	commercial	banks	are	able	to	create	credit,	which	is	in	far	excess	of	the	initial	deposits.	a.	Advancing	of	Loans	b.	Money	Creation	c.	Credit	Creation	d.	Accepting	Deposits	View	Answer	Ans	b.	Money	Creation	c.	Credit	Creation	Explanation	Money	Creation	is	the	process	by	which	initial	deposits	increase
It	is	the	Ratio	of	Deposits	Created	over	Initial	Deposits	It	is	also	called	Credit	Creation	The	value	of	this	is	determined	by	Legal	reserve	ratio	(LRR)	Money	Multiplier	=	1/Legal	Reserve	Ratio	Question	2	Banks	create	credit:	a.	Out	of	nothing	b.	On	the	basis	of	their	securities	c.	On	the	basis	of	their	total	assets	d.	On	the	basis	of	deposits	View	Answer
Ans	d.	On	the	basis	of	deposits	Explanation	Money	Creation	is	the	process	by	which	initial	deposits	increase	It	is	the	Ratio	of	Deposits	Created	over	Initial	Deposits	The	value	of	this	is	determined	by	Legal	reserve	ratio	(LRR)	Money	Multiplier	=	1/Legal	Reserve	Ratio	Question	3	If	the	total	deposits	created	by	commercial	banks	is	Rs10,000	crores	and
LRR	is	40%,	then	amount	of	initial	deposits	will	be	____.	a.	Rs	2000	crores	b.	Rs	3000	crores	c.	Rs	4000	crores	d.	Rs	14000	crores	View	Answer	Ans	c.	Rs	4000	crores	Explanation	LRR	=	40%	Deposits	Created	=	Rs	10,000	crores	Money	Multiplier	=	1/Legal	Reserve	Ratio	Putting	value	in	Eq	1	Money	Multiplier	=	1/40%	Money	Multiplier	=	1*100/	40
Money	Multiplier	=	1*10/	4	Money	Multiplier	=	2.5	Also,	Money	Multiplier	=	Deposits	Created/Initial	Deposits	Putting	value	in	Eq	2	2.5	=	10,000/	Initial	Deposits	Initial	Deposits	=	10,000/2.5	Initial	Deposits	=	Rs	4000	crores	Question	4	Deposit	creation	by	banks	come	to	an	end	when:	a.	Fresh	deposits	with	banks	become	zero	b.	Legal	Reserve	Ratio
becomes	zero	c.	Money	Multiplier	becomes	zero	d.	Total	Cash	Reserves	becomes	equal	to	Initial	Deposits	View	Answer	Ans	d.	Total	Cash	Reserves	becomes	equal	to	Initial	Deposits	Question	5	The	value	of	multiplier	will	be	____,	when	LRR	=	20%.	a.	2	b.	3	c.	4	d.	5	View	Answer	Ans	d.	5	Explanation	LRR	=	20%	Money	Multiplier	=	1/Legal	Reserve
Ratio	Money	Multiplier	=	1/	20%	Money	Multiplier	=	1*100/	20	Money	Multiplier	=	10/2	Money	Multiplier	=	5	Explain	how	banks	help	in	the	Process	of	Money	Creation	and	Credit	Creation	We	know	that	Banks	take	Deposits	from	Public	and	provide	loans	or	credit	to	other	people	with	that	money	Suppose	Banks	Receive	Deposits	of	Rs	1,00,000	They
cannot	give	loan	of	whole	Rs	1,00,000	They	have	to	keep	a	certain	amount	as	Reserve	(called	Reserve	Deposit	Ratio	or	Legal	Reserve	Ratio)	Suppose	Legal	Reserve	Ratio	is	20%	It	means	Banks	have	to	keep	20,000	with	them	as	Reserve	They	can	give	loan	of	balance	80,000	Now	when	bank	gives	Balance	Rs	80,000	as	loan	Person	who	receives	this
loan	money	makes	a	number	of	expenses	with	this	money	Lets	assume	He	makes	expenses	of	Rs	80,000	with	this	money	as	Salary	to	employee	This	Employee	will	again	deposit	this	Rs	80,000	with	bank	Banks	will	retain	Reserve	of	20%	(Rs80,000*20%	=	Rs16,000)	They	will	give	loan	of	balance	amount	Rs	80,000	-	16,000	=	Rs	64,000	Similarly	the
process	continues	as	shown	below	More	we	go	down	,the	amount	of	reserves	will	diminish	It	will	soon	come	a	point	where	Total	Reserves	will	be	equal	to	Initial	amount	deposited	Initial	Amt	deposited	=	Total	Reserves	=	Rs	1,00,000	At	this	Stage,	Total	Deposits	will	be	Rs	5,00,000	and	Total	loans	will	be	Rs	4,00,000	Hence,	we	can	Say	that	With
Initial	Deposits	of	Rs	1,00,000	Banks	are	able	to	generate	Deposits	of	Rs	5,00,000	and	Credit	of	Rs	4,00,000	What	is	Money	Multiplier?	It	is	the	multiple	by	which	initial	deposits	increase	It	is	the	Ratio	of	Deposits	Created	over	Initial	Deposits	Money	Multiplier	=	Deposits	Created/Initial	Deposits	Formula	for	Calculating	Money	Multiplier	(Without
making	Table)	Money	Multiplier	=	1/Legal	Reserve	Ratio	NC113:C198	Question	8	What	is	money	multiplier?	What	determines	the	value	of	this	multiplier?	View	Answer	Ans	It	is	the	multiple	by	which	initial	deposits	increase	It	is	the	Ratio	of	Deposits	Created	over	Initial	Deposits	The	value	of	this	multiplier	is	determined	by	Legal	reserve	ratio	(LRR)	It
is	the	Ratio	of	Reserves	kept	by	bank	to	Total	Deposits.	Legal	reserve	ratio	=	Total	Reserves	of	Bank	LRR	Total	Deposits	of	bank	Money	Multiplier	=	1/Legal	Reserve	Ratio	Example	Legal	Reserve	Ratio	was	0.2	So	Money	Multiplier	=	1/Legal	Reserve	Ratio	=	1	/0.2	=	1*10/2	=	10/2	=	5	Question	10	Do	you	consider	a	commercial	bank	creator	of	money
in	the	economy?	View	Answer	Ans	Suppose	Banks	Receive	Deposits	of	Rs	1,00,000	They	cannot	give	loan	of	whole	Rs	1,00,000	They	have	to	keep	a	certain	amount	as	Reserve	(called	Reserve	Deposit	Ratio	or	Legal	Reserve	Ratio)	Suppose	Legal	Reserve	Ratio	is	20%	It	means	Banks	have	to	keep	20,000	with	them	as	Reserve	They	can	give	loan	of
balance	80,000	Now	when	bank	gives	Balance	Rs	80,000	as	loan	Person	who	receives	this	loan	money	makes	a	number	of	expenses	with	this	money	Lets	assume	He	makes	expenses	of	Rs	80,000	with	this	money	as	Salary	to	employee	This	Employee	will	again	deposit	this	Rs	80,000	with	bank	Banks	will	retain	Reserve	of	20%	(Rs80,000*20%	=
Rs16,000)	They	wil	give	loan	of	balance	amount	Rs	80,000	-	16,000	=	Rs	64,000	Similarly	the	process	continues	as	shown	below	Initial	Deposit	Reserve	Loan	1,00,000	20,000	80,000	80,000	16,000	64,000	64,000	12,800	51,200	5,00,000	1,00,000	4,00,000	Note	More	we	go	down	,the	amount	of	reserves	will	diminish	It	will	soon	come	a	point	where
Total	Reserves	will	be	equal	to	Initial	amount	deposited	Initial	Amt	deposited	=	Total	Reserves	=	Rs	1,00,000	At	this	Stage,	Total	Deposits	will	be	Rs	5,00,000	and	Total	loans	will	be	Rs	4,00,000	Hence,	we	can	Say	that	With	Initial	Deposits	of	Rs	1,00,000	Banks	are	able	to	generate	Deposits	of	Rs	5,00,000	and	Credit	of	Rs	4,00,000	Hence,	commercial
banks	leads	to	money	creation	and	credit	creation	in	economy	Other	Books	Question	1	In	the	following	questions,	select	the	correct	answers:	Through	the	process	of	_____,	commercial	banks	are	able	to	create	credit,	which	is	in	far	excess	of	the	initial	deposits.	a.	Advancing	of	Loans	b.	Money	Creation	c.	Credit	Creation	d.	Accepting	Deposits	View
Answer	Ans	b.	Money	Creation	c.	Credit	Creation	Explanation	Money	Creation	is	the	process	by	which	initial	deposits	increase	It	is	the	Ratio	of	Deposits	Created	over	Initial	Deposits	It	is	also	called	Credit	Creation	The	value	of	this	is	determined	by	Legal	reserve	ratio	(LRR)	Money	Multiplier	=	1/Legal	Reserve	Ratio	Question	2	Banks	create	credit:	a.
Out	of	nothing	b.	On	the	basis	of	their	securities	c.	On	the	basis	of	their	total	assets	d.	On	the	basis	of	deposits	View	Answer	Ans	d.	On	the	basis	of	deposits	Explanation	Money	Creation	is	the	process	by	which	initial	deposits	increase	It	is	the	Ratio	of	Deposits	Created	over	Initial	Deposits	The	value	of	this	is	determined	by	Legal	reserve	ratio	(LRR)
Money	Multiplier	=	1/Legal	Reserve	Ratio	Question	3	If	the	total	deposits	created	by	commercial	banks	is	Rs10,000	crores	and	LRR	is	40%,	then	amount	of	initial	deposits	will	be	____.	a.	Rs	2000	crores	b.	Rs	3000	crores	c.	Rs	4000	crores	d.	Rs	14000	crores	View	Answer	Ans	c.	Rs	4000	crores	Explanation	LRR	=	40%	Deposits	Created	=	Rs	10,000
crores	Money	Multiplier	=	1/Legal	Reserve	Ratio	Putting	value	in	Eq	1	Money	Multiplier	=	1/40%	Money	Multiplier	=	1*100/	40	Money	Multiplier	=	1*10/	4	Money	Multiplier	=	2.5	Also,	Money	Multiplier	=	Deposits	Created/Initial	Deposits	Putting	value	in	Eq	2	2.5	=	10,000/	Initial	Deposits	Initial	Deposits	=	10,000/2.5	Initial	Deposits	=	Rs	4000
crores	Question	4	Deposit	creation	by	banks	come	to	an	end	when:	a.	Fresh	deposits	with	banks	become	zero	b.	Legal	Reserve	Ratio	becomes	zero	c.	Money	Multiplier	becomes	zero	d.	Total	Cash	Reserves	becomes	equal	to	Initial	Deposits	View	Answer	Ans	d.	Total	Cash	Reserves	becomes	equal	to	Initial	Deposits	Question	5	The	value	of	multiplier	will
be	____,	when	LRR	=	20%.	a.	2	b.	3	c.	4	d.	5	View	Answer	Ans	d.	5	Explanation	LRR	=	20%	Money	Multiplier	=	1/Legal	Reserve	Ratio	Money	Multiplier	=	1/	20%	Money	Multiplier	=	1*100/	20	Money	Multiplier	=	10/2	Money	Multiplier	=	5	Share	copy	and	redistribute	the	material	in	any	medium	or	format	for	any	purpose,	even	commercially.	Adapt
remix,	transform,	and	build	upon	the	material	for	any	purpose,	even	commercially.	The	licensor	cannot	revoke	these	freedoms	as	long	as	you	follow	the	license	terms.	Attribution	You	must	give	appropriate	credit	,	provide	a	link	to	the	license,	and	indicate	if	changes	were	made	.	You	may	do	so	in	any	reasonable	manner,	but	not	in	any	way	that
suggests	the	licensor	endorses	you	or	your	use.	ShareAlike	If	you	remix,	transform,	or	build	upon	the	material,	you	must	distribute	your	contributions	under	the	same	license	as	the	original.	No	additional	restrictions	You	may	not	apply	legal	terms	or	technological	measures	that	legally	restrict	others	from	doing	anything	the	license	permits.	You	do	not
have	to	comply	with	the	license	for	elements	of	the	material	in	the	public	domain	or	where	your	use	is	permitted	by	an	applicable	exception	or	limitation	.	No	warranties	are	given.	The	license	may	not	give	you	all	of	the	permissions	necessary	for	your	intended	use.	For	example,	other	rights	such	as	publicity,	privacy,	or	moral	rights	may	limit	how	you
use	the	material.	Net	Investment	=	Gross	Investment	Depreciation2.	Net	Indirect	TaxNet	Indirect	Tax	=	Indirect	Taxes	-	Subsidies3.	Market	PriceMarket	Price	=	Factor	Cost	+	Net	Indirect	TaxesOR=	Factor	Cost	+	(Indirect	Taxes	-	Subsidies)4.	Net	factor	Income	from	Abroad	(NFIA)Net	Factor	Income	from	Abroad	=	Factor	income	earned	from
abroad	Factor	income	paid	abroadORNet	Factor	Income	from	Abroad	=	Net	Compensation	of	Employees	+	Net	Income	from	Property	and	Entrepreneurship	+	Net	Retained	Earnings5.	National	Income	(using	NFIA)National	Income	=	Domestic	Income	+	NFIA6.	DepreciationDepreciation	=	Gross	Value	-	Net	Value7.	Leakages	in	Different	Types	of
EconomiesTwo-Sector	Economy	(with	Financial	Market)SavingsTwo-Sector	Economy	(without	Financial	Market)No	LeakagesThree-Sector	EconomySavings	+	TaxesFour-Sector	EconomySavings	+	Taxes	+	Imports8.	Injections	in	Different	Types	of	EconomiesTwo-Sector	Economy	(with	Financial	Market)InvestmentTwo-Sector	Economy	(without
Financial	Market)No	InjectionThree-Sector	EconomyInvestment	+	Government	ExpenditureFour-Sector	EconomyInvestment	+	Government	Expenditure	+	ExportsChapter:	National	Income	Accounting1.	National	Income	and	Related	AggregatesGross	Domestic	Product	at	Factor	Cost	(GDPFC)GDPFC	=	GDPMP	Net	Indirect	TaxesNet	Domestic
Product	at	Market	Price	(NDPMP)NDPMP	=	GDPMP	DepreciationNet	Domestic	Product	at	Factor	Cost	(NDPFC)	or	Domestic	IncomeNDPFC	=	GDPMP	Net	Indirect	Taxes	DepreciationGross	National	Product	at	Market	Price	(GNPMP)GNPMP	=	GDPMP	+	Net	Factor	Income	from	AbroadGross	National	Product	at	Factor	Cost	(GNPFC)GNPFC=
GNPMP	Net	Indirect	TaxesNet	National	Product	at	Market	Price	(NNPMP)NNPMP=	GNPMP	DepreciationNet	National	Product	at	Factor	Cost	(NNPFC)	or	National	IncomeNNPFC=	GNPMP	Net	Indirect	Taxes	Depreciation2.	Domestic	IncomeIncome	from	Domestic	Product	accruing	to	Private	Sector	=	NDPFC	-	Income	from	Property	and
Entrepreneurship	accruing	to	Government	Administrative	Departments	-	Savings	of	Non-Departmental	Enterprises3.	Private	IncomePrivate	Income	=	Factor	Income	earned	(within	domestic	territory	+	from	rest	of	the	world)	+	Transfer	Income	received	(within	domestic	territory	+	from	rest	of	the	world)OR=	Income	from	Domestic	Product	Accruing
to	Private	Sector	+	NFIA	+	Interest	on	National	Debt	+	Current	Transfers	from	Government	+	Net	Current	Transfer	from	Rest	of	the	World4.	Personal	Disposable	IncomePersonal	Disposable	Income	=	Personal	Income	-	Personal	Taxes	Miscellaneous	Receipts	of	GovernmentOR=	Personal	Consumption	Expenditure	+	Personal	Savings5.	National
Disposable	IncomeNational	Disposable	Income	=	National	Income	+	Net	Indirect	Taxes	+	Net	Current	Transfers	from	the	rest	of	the	worldOR=	National	Consumption	Expenditure	+	National	Savings6.	Gross	National	Disposable	IncomeGross	National	Disposable	Income	=	Net	National	Disposable	Income	+	Depreciation7.	Product	or	Value	Added
Method	of	calculating	National	IncomeGDPMP	using	Value	Added	MethodGVAMP	=	GDPMPValue	Added	=	Value	of	Output	Intermediate	ConsumptionValue	of	Output	when	the	whole	output	is	sold	in	a	financial	yearValue	of	Output	=	SalesValue	of	Output	when	the	whole	output	is	not	sold	in	a	financial	yearValue	of	Output	=	Sales	+	Change	in
StockChange	in	Stock	=	Closing	Stock	Opening	StockValue	of	Output	=	(Quantity	Price)	+	Change	in	StockNational	Income	using	Value	Added	MethodNational	Income	or	NNPFC	=	GDPMP	Depreciation	Net	Indirect	Taxes	+	NFIAOR=	Domestic	Income	or	NDPFC	+	NFIA8.	Expenditure	Method	of	calculating	National	IncomeGDPMP	using
Expenditure	MethodGDPMP	=	Final	Expenditure	Final	Expenditure	=	Private	Final	Consumption	Expenditure	(PFCE)	+	Government	Final	Consumption	Expenditure	(GFCE)	+	Gross	Domestic	Capital	Formation	(GDCF)	+	Net	Exports	(NX)Private	Final	Consumption	Expenditure	(PFCE)PFCE	=	Household	Final	Consumption	Expenditure	+	Non-profit



Private	Institutions	Final	Consumption	ExpenditureGovernment	Final	Consumption	Expenditure	(GFCE)GFCE	=	Intermediate	Consumption	of	Government	+	COE	paid	by	Government	+Direct	purchases	from	abroad	for	embassies	and	consulates	located	abroad	Sale	of	goods	and	services	produced	by	general	governmentGross	Domestic	Capital
Formation	(GDCF)GDFC	=	Gross	Fixed	Capital	formation	+	Inventory	Investmentor=	Gross	Business	Fixed	Investment	+	Gross	Residential	Construction	Investment	+	Gross	Public	Investment	+	Inventory	InvestmentNet	Exports	=	Exports	Imports	or	(X-M)National	Income	using	Expenditure	MethodNational	Income	or	NNPFC	=	Final	Expenditure	or
GDPMP	Depreciation	Indirect	taxes	+	NFIAOR=	Domestic	Income	or	NDPFC	+	NFIA9.	Income	Method	of	calculating	National	IncomeProfit	=	Corporate	Tax	+	Dividend	+	Retained	EarningsOperating	Surplus	=	Rent	+	Royalty	+	Interest	+	Profitor=	Value	of	Output	Intermediate	Consumption	Compensation	of	Employees	Mixed	Income	Consumption
of	Fixed	Capital	Net	Indirect	TaxesNational	Income	using	Income	MethodNNPFC	=	NDPFC	+	NFIAWhere,NDPFC	=	Compensation	of	Employees	+	Profit	+	Rent	&	Royalty	+	Interest	+	Mixed	income10.	National	Income	at	Constant	PriceNational~Income~at~Constant~Price=\frac{National~Income~at~Current~Price}
{Current~Price~Index}\times{100}11.	Nominal	GDP	or	GDP	at	Current	PriceNominal~GDP=\frac{Real~GDP\times{Price~Index}}{100}12.	Real	GDP	or	GDP	at	Constant	PriceReal~GDP=\frac{Nominal~GDP}{Price~Index}\times10013.	GDP	DeflatorGDP~Deflator~(or~Price~Index)=\frac{Nominal~GDP}{Real~GDP}\times100Chapter:	Money
and	Banking1.	Measures	of	Money	SupplyM1	=	Currency	and	coins	with	public	+	Demand	deposits	of	commercial	banks	+	Other	deposits	with	Reserve	Bank	of	IndiaM2	=	M1	+	Savings	Deposits	with	Post	Office	Saving	BankM3	=	M1	+	Net	Time	Deposits	with	BanksM4	=	M3	+	Total	Deposits	with	Post	Office	Saving	Bank2.	Money
MultiplierMoney~Multiplier=\frac{1}{LRR}~or~\frac{1}{r}Chapter:	Determination	of	Income	and	Employment1.	Aggregate	DemandAggregate	Demand	(AD)	=	C	+	I	+	G	+	(X	-	M)=	Private	Consumption	Expenditure	+	Investment	Expenditure	+	Government	Expenditure	+	Net	Exports	(Exports	-	Imports)2.	Aggregate	SupplyAggregate	Supply	(AS)
or	National	Income	(Y)	=	Consumption	(C)	+	Saving	(S)3.	Consumption	FunctionC	=	f(Y)Where,C	=	Consumptionf	=	Functional	RelationshipY	=	National	Income4.	Average	Propensity	to	Consume	(APC)Average~Propensity~to~Consume~(APC)=\frac{Consumption~(C)}{Income~(Y)}5.	Marginal	Propensity	to	Consumer
(MPC)Marginal~Propensity~to~Consume~(MPC)=\frac{Change~in~Consumption~(\Delta{C})}{Change~in~Income~(\Delta{Y})}6.	Saving	FunctionS	=	f(Y)Where,S	=	Savingf	=	Functional	RelationshipY	=	National	Income7.	Average	Propensity	to	Save	(APS)Average~Propensity~to~Save~(APS)=\frac{Saving~(S)}{Income~(Y)}8.	Marginal
Propensity	to	Save	(MPS)Marginal~Propensity~to~Save~(MPS)=\frac{Change~in~Saving~(\Delta{S})}{Change~in~Income~(\Delta{Y})}9.	Relationship	between	APC	ad	APSAPC	+	APS	=	110.	Relationship	between	MPC	and	MPSMPC	+	MPS	=	111.	Values	of	APC,	APS,	MPC,	and	MPSValueAPCAPSMPCMPSNegative(less	than	zero)APC	can	never
be	less	than	zero,	because	of	the	presence	of\bar{c}APS	can	be	less	than	zero	when	C>Y;	i.e.,	before	Break-even	Point.MPC	can	never	be	less	than	zero,	as\Delta{S}can	never	be	more	than\Delta{Y}MPS	can	never	be	less	than	zero,	as\Delta{C}can	never	be	more	than\Delta{Y}ZeroAPC	can	never	be	zero,	because	of	the	presence	of\bar{c}APS	can
be	zero	when	C=Y;	i.e.,	at	Break-even	Point.MPC	can	never	be	zero,	when\Delta{S}=\Delta{Y}MPS	can	never	be	zero,	when\Delta{C}=\Delta{Y}OneAPC	can	be	one	when	C=Y;	i.e.,	at	BEPAPS	can	never	by	one	as	savings	can	never	be	equal	to	incomeMPC	can	never	be	zero,	when\Delta{C}=\Delta{Y}MPS	can	never	be	zero,
when\Delta{S}=\Delta{Y}More	than	OneAPC	can	be	more	than	one	when	C>Y;	i.e.,	before	Break-even	Point.APS	can	never	be	more	than	one	as	savings	can	never	be	more	than	incomeMPC	can	never	be	less	than	zero,	as\Delta{C}can	never	be	more	than\Delta{Y}MPS	can	never	be	less	than	zero,	as\Delta{S}can	never	be	more	than\Delta{Y}12.
Equation	of	Consumption	FunctionC=\bar{c}+b(Y)Where,C	=	Consumption\bar{c}=Autonomous~Consumptionb	=	MPCY	=	Income13.	Equation	of	Saving	FunctionS=-\bar{c}+(1-b)YWhere,S	=	Saving-\bar{c}=Amount~of~negative~saving~at~zero~income~level1-b	=	MPSY	=	Income14.	Marginal	Efficiency	of	Investment
(MEI)Marginal~Efficiency~of~Investment~(MEI)=\frac{Prospective~Yield}{Supply~Price}\times{100}15.	Two	Approaches	for	Determination	of	Equilibrium	LevelAggregate	Demand-Aggregate	Supply	Approach	(AD-AS	Approach):	Equilibrium	will	be	achieved	when,AD	=	ASSaving-Investment	Approach	(S-I	Approach):	Equilibrium	will	be	achieved
when,S	=	I16.	Investment	Multiplierk=\frac{\Delta{Y}}{\Delta{I}}ORk=\frac{1}{1-MPC}ORk=\frac{1}{MPS}The	maximum	value	of	the	Multiplier	is	when	MPC	=	1The	minimum	value	of	Multiplier	is	1	when	MPC	=	0Chapter:	Government	Budget	and	the	Economy1.	Measures	of	Government	DeficitRevenue	Deficit	=	Revenue	Expenditure	Revenue
ReceiptsFiscal	Deficit	=	Total	Expenditure	Total	Receipts	(except	borrowings)OR=	(Revenue	Expenditure	+	Capital	Expenditure)	(Revenue	Receipts	+	Capital	Receipts	excluding	Borrowings)OR=	(Revenue	Expenditure	Revenue	Receipts)	+	(Capital	Expenditure	Capital	Receipts	excluding	Borrowings)OR=	Revenue	Deficit	+	(Capital	Expenditure
Capital	Receipts	excluding	Borrowings)Primary	Deficit	=	Fiscal	Deficit	Interest	PaymentChapter:	Balance	of	Payments1.	Balance	of	TradeBalance	of	Trade	=	Exports	of	Goods	Imports	of	Goods2.	Balance	on	Current	Account3.	Balance	on	Capital	Account	CBSE	Class	12	Macroeconomics	Notes	Introduction	to	Macroeconomics	Basic	Concepts	of
Macroeconomics	What	is	Factor	Income	and	Transfer	Income?	Consumption	Goods	and	Capital	Goods	Final	Goods	and	Intermediate	Goods	What	is	Net	Indirect	Tax	(NIT)?	What	is	Net	Factor	Income	from	Abroad	(NFIA)?	Circular	Flow	of	Income:	Meaning,	Phases,	Types	and	Significance	Difference	between	Real	Flow	and	Money	Flow	Circular	Flow
of	Income	Leakages	and	Injections	in	Circular	flow	of	Income	National	Income	and	Related	Aggregates	Domestic	Income	and	Personal	Income	Private	Income:	Meaning,	Types	and	Steps	Personal,	National,	and	Gross	National	Disposable	Income	Difference	between	Stock	and	Flow	Circular	Flow	of	Income	and	Methods	of	Calculating	National	Income
Product	or	Value	Added	Method	of	calculating	National	Income	Expenditure	Method	of	calculating	National	Income	Three	Methods	of	calculating	National	Income:	Value	added	Method,	Expenditure	Method	and	Income	Method	Treatment	of	Different	Items	in	National	Income	Treatment	of	Different	Items	in	Domestic	Income	National	Income	at
Current	Price	and	Constant	Price	GDP	and	Welfare	GDP	Deflator	|	Meaning	and	Formula	What	is	barter	system	and	double	coincidence	of	wants?	Evolution	and	Definitions	of	Money	Significance	of	Money	Functions	of	Money	Contingent,	Static	and	Dynamic	Functions	of	Money	Classification	of	Money	Monetary	System	in	India	Money	Supply	-
Features	and	Measures	Functions	of	Commercial	Bank	:	Primary	and	Secondary	Functions	Commercial	Banks	:	Features,	Advantages	&	Disadvantages	Credit	Creation	Money	Multiplier	Functions	of	Central	Bank	Difference	between	Commercial	Bank	and	Central	Bank	Components	of	Aggregate	Demand	Explain	the	Components	of	Aggregate	Supply
or	National	Income.	What	is	Consumption	Function	(Propensity	to	Consume)?	Types	of	Propensities	to	Consume	Difference	between	APC	and	MPC	What	is	Saving	Function	(Propensity	to	Save)?	Types	of	Propensities	to	Save	Difference	between	APS	and	MPS	Relationship	between	different	propensities	(APC,	MPC,	APS	and	MPS)	Explain	the
Derivation	of	Saving	Curve	from	Consumption	Curve.	Investment	Function:	Induced	Investment,	Autonomous	Investment	and	Determinants	of	Investment	Full	Employment	and	Involuntary	Unemployment	Determination	of	Equilibrium	Level	of	Income:	AD-AS	Approach	and	S-I	Approach	Aggregate	Demand-Aggregate	Supply	(AD-AS)	Approach	Saving-
Investment	(S-I)	Approach	What	is	Investment	Multiplier?	Explain	the	working	of	Investment	Multiplier.	Short-run	Fixed	Price	Analysis	of	Product	Market	What	is	Excess	Demand?	What	is	Deficient	Demand?	Difference	between	Excess	Demand	and	Deficient	Demand	What	are	the	different	measures	to	control	Excess	Demand	and	Deficient	Demand?
Excess	and	Deficient	Demand	in	Three-Sector	Economy	What	is	Fiscal	Policy	and	how	it	used	to	correct	Excess	Demand	and	Deficient	Demand?	Foreign	Exchange	Rate	:	Meaning	and	Types	Currency	Depreciation	and	Currency	Appreciation	Demand	and	Supply	for	Foreign	Exchange	Determination	of	Exchange	Rate	Foreign	Exchange	Market	:
Meaning,	Functions	and	Types	Fixed	Exchange	Rate	System	|	Meaning,	Methods,	Merits	and	Demerits	Flexible	Exchange	Rate	System	|	Meaning,	Merits	and	Demerits	Managed	Floating	Exchange	Rate	System	:	Meaning,	Objectives,	Merits	and	Demerits	Devaluation	of	Currency|	Meaning,	Reasons,	Effects,	Example	and	Critical	Evaluation
Depreciation	of	Currency	:	Effects,	Examples	and	Critical	Evaluation	Difference	between	Devaluation	and	Depreciation	Balance	of	Payment	and	its	Components:	Capital	and	Current	Account	Difference	between	Current	Account	and	Capital	Account	of	BoP	Difference	between	Balance	of	Payment	and	Balance	of	Trade	Balance	of	Payments:	Surplus	and
Deficit,	Autonomous	and	Accommodating	Transactions,	Errors	and	Omissions	Explain	how	banks	help	in	the	Process	of	Money	Creation	and	Credit	Creation	We	know	that	Banks	take	Deposits	from	Public	and	provide	loans	or	credit	to	other	people	with	that	money	Suppose	Banks	Receive	Deposits	of	Rs	1,00,000	They	cannot	give	loan	of	whole	Rs
1,00,000	They	have	to	keep	a	certain	amount	as	Reserve	(called	Reserve	Deposit	Ratio	or	Legal	Reserve	Ratio)	Suppose	Legal	Reserve	Ratio	is	20%	It	means	Banks	have	to	keep	20,000	with	them	as	Reserve	They	can	give	loan	of	balance	80,000	Now	when	bank	gives	Balance	Rs	80,000	as	loan	Person	who	receives	this	loan	money	makes	a	number	of
expenses	with	this	money	Lets	assume	He	makes	expenses	of	Rs	80,000	with	this	money	as	Salary	to	employee	This	Employee	will	again	deposit	this	Rs	80,000	with	bank	Banks	will	retain	Reserve	of	20%	(Rs80,000*20%	=	Rs16,000)	They	will	give	loan	of	balance	amount	Rs	80,000	-	16,000	=	Rs	64,000	Similarly	the	process	continues	as	shown	below
More	we	go	down	,the	amount	of	reserves	will	diminish	It	will	soon	come	a	point	where	Total	Reserves	will	be	equal	to	Initial	amount	deposited	Initial	Amt	deposited	=	Total	Reserves	=	Rs	1,00,000	At	this	Stage,	Total	Deposits	will	be	Rs	5,00,000	and	Total	loans	will	be	Rs	4,00,000	Hence,	we	can	Say	that	With	Initial	Deposits	of	Rs	1,00,000	Banks
are	able	to	generate	Deposits	of	Rs	5,00,000	and	Credit	of	Rs	4,00,000	What	is	Money	Multiplier?	It	is	the	multiple	by	which	initial	deposits	increase	It	is	the	Ratio	of	Deposits	Created	over	Initial	Deposits	Money	Multiplier	=	Deposits	Created/Initial	Deposits	Formula	for	Calculating	Money	Multiplier	(Without	making	Table)	Money	Multiplier	=
1/Legal	Reserve	Ratio	NC113:C198	Question	8	What	is	money	multiplier?	What	determines	the	value	of	this	multiplier?	View	Answer	Ans	It	is	the	multiple	by	which	initial	deposits	increase	It	is	the	Ratio	of	Deposits	Created	over	Initial	Deposits	The	value	of	this	multiplier	is	determined	by	Legal	reserve	ratio	(LRR)	It	is	the	Ratio	of	Reserves	kept	by
bank	to	Total	Deposits.	Legal	reserve	ratio	=	Total	Reserves	of	Bank	LRR	Total	Deposits	of	bank	Money	Multiplier	=	1/Legal	Reserve	Ratio	Example	Legal	Reserve	Ratio	was	0.2	So	Money	Multiplier	=	1/Legal	Reserve	Ratio	=	1	/0.2	=	1*10/2	=	10/2	=	5	Question	10	Do	you	consider	a	commercial	bank	creator	of	money	in	the	economy?	View	Answer
Ans	Suppose	Banks	Receive	Deposits	of	Rs	1,00,000	They	cannot	give	loan	of	whole	Rs	1,00,000	They	have	to	keep	a	certain	amount	as	Reserve	(called	Reserve	Deposit	Ratio	or	Legal	Reserve	Ratio)	Suppose	Legal	Reserve	Ratio	is	20%	It	means	Banks	have	to	keep	20,000	with	them	as	Reserve	They	can	give	loan	of	balance	80,000	Now	when	bank
gives	Balance	Rs	80,000	as	loan	Person	who	receives	this	loan	money	makes	a	number	of	expenses	with	this	money	Lets	assume	He	makes	expenses	of	Rs	80,000	with	this	money	as	Salary	to	employee	This	Employee	will	again	deposit	this	Rs	80,000	with	bank	Banks	will	retain	Reserve	of	20%	(Rs80,000*20%	=	Rs16,000)	They	wil	give	loan	of	balance
amount	Rs	80,000	-	16,000	=	Rs	64,000	Similarly	the	process	continues	as	shown	below	Initial	Deposit	Reserve	Loan	1,00,000	20,000	80,000	80,000	16,000	64,000	64,000	12,800	51,200	5,00,000	1,00,000	4,00,000	Note	More	we	go	down	,the	amount	of	reserves	will	diminish	It	will	soon	come	a	point	where	Total	Reserves	will	be	equal	to	Initial
amount	deposited	Initial	Amt	deposited	=	Total	Reserves	=	Rs	1,00,000	At	this	Stage,	Total	Deposits	will	be	Rs	5,00,000	and	Total	loans	will	be	Rs	4,00,000	Hence,	we	can	Say	that	With	Initial	Deposits	of	Rs	1,00,000	Banks	are	able	to	generate	Deposits	of	Rs	5,00,000	and	Credit	of	Rs	4,00,000	Hence,	commercial	banks	leads	to	money	creation	and
credit	creation	in	economy	Other	Books	Question	1	In	the	following	questions,	select	the	correct	answers:	Through	the	process	of	_____,	commercial	banks	are	able	to	create	credit,	which	is	in	far	excess	of	the	initial	deposits.	a.	Advancing	of	Loans	b.	Money	Creation	c.	Credit	Creation	d.	Accepting	Deposits	View	Answer	Ans	b.	Money	Creation	c.
Credit	Creation	Explanation	Money	Creation	is	the	process	by	which	initial	deposits	increase	It	is	the	Ratio	of	Deposits	Created	over	Initial	Deposits	It	is	also	called	Credit	Creation	The	value	of	this	is	determined	by	Legal	reserve	ratio	(LRR)	Money	Multiplier	=	1/Legal	Reserve	Ratio	Question	2	Banks	create	credit:	a.	Out	of	nothing	b.	On	the	basis	of
their	securities	c.	On	the	basis	of	their	total	assets	d.	On	the	basis	of	deposits	View	Answer	Ans	d.	On	the	basis	of	deposits	Explanation	Money	Creation	is	the	process	by	which	initial	deposits	increase	It	is	the	Ratio	of	Deposits	Created	over	Initial	Deposits	The	value	of	this	is	determined	by	Legal	reserve	ratio	(LRR)	Money	Multiplier	=	1/Legal	Reserve
Ratio	Question	3	If	the	total	deposits	created	by	commercial	banks	is	Rs10,000	crores	and	LRR	is	40%,	then	amount	of	initial	deposits	will	be	____.	a.	Rs	2000	crores	b.	Rs	3000	crores	c.	Rs	4000	crores	d.	Rs	14000	crores	View	Answer	Ans	c.	Rs	4000	crores	Explanation	LRR	=	40%	Deposits	Created	=	Rs	10,000	crores	Money	Multiplier	=	1/Legal
Reserve	Ratio	Putting	value	in	Eq	1	Money	Multiplier	=	1/40%	Money	Multiplier	=	1*100/	40	Money	Multiplier	=	1*10/	4	Money	Multiplier	=	2.5	Also,	Money	Multiplier	=	Deposits	Created/Initial	Deposits	Putting	value	in	Eq	2	2.5	=	10,000/	Initial	Deposits	Initial	Deposits	=	10,000/2.5	Initial	Deposits	=	Rs	4000	crores	Question	4	Deposit	creation	by
banks	come	to	an	end	when:	a.	Fresh	deposits	with	banks	become	zero	b.	Legal	Reserve	Ratio	becomes	zero	c.	Money	Multiplier	becomes	zero	d.	Total	Cash	Reserves	becomes	equal	to	Initial	Deposits	View	Answer	Ans	d.	Total	Cash	Reserves	becomes	equal	to	Initial	Deposits	Question	5	The	value	of	multiplier	will	be	____,	when	LRR	=	20%.	a.	2	b.	3	c.
4	d.	5	View	Answer	Ans	d.	5	Explanation	LRR	=	20%	Money	Multiplier	=	1/Legal	Reserve	Ratio	Money	Multiplier	=	1/	20%	Money	Multiplier	=	1*100/	20	Money	Multiplier	=	10/2	Money	Multiplier	=	5	1.	Explain	the	functions	of	a	commercial	bank?Ans:Deleted	from	syllabus.2.	What	is	money	multiplier?	How	will	you	determine	its	value?	What	ratios
play	an	important	role	in	the	determination	of	the	value	of	the	money	multiplier?	[3-4	Marks]Ans:	When	the	primary	cash	deposit	in	the	banking	system	leads	to	multiple	expansion	in	the	total	deposits,	it	is	known	as	money	multiplier	or	credit	multiplier.The	value	of	Money	Multiplier\(=\frac	{	1	}{	LRR	}	\)where	LRR	=	Legal	Reserve	Ratio.Legal
Reserve	Ratio:	It	is	theminimum	ratio	of	deposits	legally	required	to	be	kept	by	the	commercial	banks	with	themselves	and	with	the	central	bank.So,	there	are	two	ratios	which	play	an	important	role	in	the	determination	of	the	value	of	the	money	multiplier.	They	are:(a)	Cash	Reserve	Ratio:	It	refers	to	the	minimum	percentage	of	a	banks	total	deposits,
which	it	is	required	to	keep	with	the	central	bank.(b)	Statutory	Liquidity	Ratio:	It	refers	to	minimum	percentage	of	net	total	demand	and	time	liabilities,	which	commercial	banks	are	required	to	maintain	with	themselves.3.	What	are	the	instruments	of	monetary	policy	of	RBI?	How	does	RBI	stabilize	money	supply	against	exogenous	shocks?	[6
Marks]Ans:Principal	instruments	of	Monetary	Policy	or	credit	control	of	the	Central	Bank	of	a	country(RBI)	are	broadly	classified	as:(a)	Quantitative	Instruments,	Bank	Rate	Repo	rate	Reverse	Repo	rate	Open	Market	Operations	(OMO)	Varying	Reserve	Requirements	(fa)	Qualitative	Instruments	Imposing	margin	requirement	on	secured	loans	Moral
Suasion	Selective	Credit	Controls	(SCCs)RBI	stabilize	money	supply	againstexogenous	shocks	in	the	following	manner:(a)	Bank	Rate	(Discount	Rate)	Bank	rate	is	the	rate	of	interest	at	which	central	bank	lends	to	commercial	banks	without	any	collateral	(security	for	purpose	of	loan).	The	thing,	which	has	to	be	remembered,	is	that	central	bank	lends
to	commercial	banks	and	not	to	general	public.	In	a	situation	of	excess	demand	leading	to	inflation,>	Central	bank	raises	bank	rate	that	discourages	commercial	banks	in	borrowing	from	central	bank	as	it	will	increase	the	cost	of	borrowing	of	commercial	bank.>	It	forces	the	commercial	banks	to	increase	their	lending	rates,	which	discourages
borrowers	from	taking	loans,	which	discourages	investment.>	Again	high	rate	of	interest	induces	households	to	increase	their	savings	by	restricting	expenditure	on	consumption.>	Thus,	expenditure	on	investment	and	consumption	is	reduced,	which	will	control	the	excess	demand.	In	a	situation	of	deficient	demand	leading	to	deflation,>	Central	bank
decreases	bank	rate	that	encourages	commercial	banks	in	borrowing	from	central	bank	as	it	will	decrease	the	cost	of	borrowing	of	commercial	bank.>	Decrease	in	bank	rate	makes	commercial	bank	to	decrease	their	lending	rates,	which	encourages	borrowers	from	taking	loans,	which	encourages	investment.>	Again	low	rate	of	interest	induces
households	to	decrease	their	savings	by	increasing	expenditure	on	consumption.>	Thus,	expenditure	on	investment	and	consumption	increase,	which	will	control	the	deficient	demand.(b)	Open	Market	Operations	(OMO)	It	consists	of	buying	and	selling	of	government	securities	and	bonds	in	the	open	market	by	central	bank.	In	a	situation	of	excess
demand	leading	to	inflation,	central	bank	sells	government	securities	and	bonds	to	commercial	bank.	With	the	sale	of	these	securities,	the	power	of	commercial	bank	of	giving	loans	decreases,	which	will	control	excess	demand.	In	a	situation	of	deficient	demand	leading	to	deflation,	central	bank	purchases	government	securities	and	bonds	from
commercial	bank.	With	the	purchase	of	these	securities,	the	power	of	commercial	bank	of	giving	loans	increases,	which	will	control	deficient	demand.(c)	Imposing	margin	requirement	on	secured	loans	Business	and	traders	get	credit	from	commercial	bank	against	the	security	of	their	goods.	Bank	never	gives	credit	equal	to	the	full	value	of	the
security.	It	always	pays	less	value	than	the	security.	So,	the	difference	between	the	value	of	security	and	value	of	loan	is	called	marginal	requirement.	In	a	situation	of	excess	demand	leading	to	inflation,	central	bank	raises	marginal	requirements.	Thisdiscourages	borrowing	because	it	makes	people	gets	less	credit	against	their	securities.	In	a
situation	of	deficient	demand	leading	to	deflation,	central	bank	decreases	marginal	requirements.	This	encourages	borrowing	because	it	makes	people	get	more	credit	against	their	securities.(d)	Moral	Suasion	Moral	suasion	implies	persuasion,	request,	informal	suggestion,	advice	and	appeal	by	the	central	banks	to	commercial	banks	to	cooperate
with	general	monetary	policy	of	the	central	bank.	In	a	situation	of	excess	demand	leading	to	inflation,	it	appeals	for	credit	contraction.	In	a	situation	of	deficient	demand	leading	to	deflation,	it	appeals	for	credit	expansion.4.	Do	you	consider	a	commercial	bank	Creator	of	money	in	the	economy?	[6	Marks]	Or	Explain	the	process	of	money
creation/deposit	creation/credit	creation	by	the	commercial	banking	system.	[CBSE	2010,	IOC,	11]	Or	Giving	a	numerical	example,	explain	the	process	of	money	creation	by	commercial	banks.	[Sample	Paper	2013],	Or	How	do	commercial	banks	create	deposits?	Explain.	[CBSE	2013	(Set	II)]	Or	Explain	the	credit	creation	role	of	commercial	banks	with
the	help	of	a	numerical	example.	Or	Explain	briefly	the	working	of	money	multiplier.	[AT	2013,	C]Ans:	Yes,	commercial	bank	acts	as	a	Creator	of	money	in	the	economy.	It	can	be	explained	with	the	help	of	Credit	creation	process:	Let	us	assume	that	the	entire	commercial	banking	system	is	one	unit.	Let	us	call	this	one	unit	simply	banks.	Let	us	also
assume	that	all	receipts	and	payments	in	the	economy	are	routed	through	the	banks.	One	who	makes	payment	does	it	by	writing	cheque.	The	one	who	receives	payment	deposits	the	same	in	his	deposit	account.Suppose	initially	people	deposit	Rs	1000.	The	banks	use	this	money	for	giving	loans.	But	the	banks	cannot	use	the	whole	of	deposit	for	this
purpose.	It	is	legally	compulsory	for	the	banks	to	keep	a	certain	minimum	fraction	of	these	deposits	as	cash.	The	fraction	is	called	the	Legal	Reserve	Ratio	(LRR).	The	LRR	is	fixed	by	the	Central	Bank.Let	us	now	explain	the	process,	suppose	the	initial	deposits	in	banks	is	Rs	1000	and	the	LRR	is	10	percent.	Further,	suppose	that	banks	keep	only	the
minimum	required,	i.e.,	Rs	100	as	cash	reserve,	banks	are	now	free	to	lend	the	remainder	Rs	900.	Suppose	they	lend	Rs	900.	What	banks	do	to	open	deposit	accounts	in	the.names	of	the	borrowers	who	are	free	to	withdraw	the	amount	whenever	they	like.	Suppose	they	withdraw	the	whole	of	amount	for	making	payments.Now,	since	all	the
transactions	are	routed	through	the	banks,	the	money	spent	by	the	borrowers	comes	back	into	the	banks	into	the	deposit	accounts	of	those	who	have	received	this	payment.	This	increases	demand	deposit	in	banks	by	Rs	900.	It	is	90	per	cent	of	the	initial	deposit.	These	deposits	of	Rs	900	have	resulted	on	account	of	loans	given	by	the	banks.	In	this
sense	the	banks	are	responsible	for	money	creation.	With	this	round	increase	in	total	deposits	is	now	Rs	1900	(=1000	+	900).When	banks	receive	new	deposit	of	?900,	they	keep	10	per	cent	of	it	as	cash	reserves	and	use	the	remaining	Rs	810	for	giving	loans.	The	borrowers	use	these	loans	for	making	payments.	The	money	comes	back	into
theaccounts	of	those	who	have	received	the	payments.	Bank	deposits	again	rise,	but	by	a	smaller	amount	of	Rs	810.	It	is	90	per	cent	of	the	last	deposit	creation.	The	total	deposits	now	increase	to	Rs	2710	(=1000	+	900	+	810).	The	process	does	not	end	and	continues	till	total	deposit	creation	comes	to	?	10000,	ten	times	the	initial	deposit	as	shown	in
the	table	below.5.	What	role	of	RBI	is	known	as	Lender	of	last	Resort?	[3	Marks]Ans:As	banker	to	the	banks,	the	central	bank	acts	as	the	lender	of	the	last	resort.In	other	words,	in	case	the	commercial	banks	fail	to	meet	their	financial	requirements	from	other	sources,	they	can,	as	a	last	resort,	approach	to	the	central	bank	for	loans	and	advances.The
central	bank	assists	such	banks	through	discounting	of	approved	securities	and	bills	of	exchange.MORE	QUESTIONS	SOLVEDI.VERY	SHORT	ANSWER	TYPE	QUESTIONS	(1	Mark)1.	Define	commercial	bank.Ans:Commercial	bank	is	a	financial	institution	which	performs	the	functions	of	accepting	deposits	from	the	public	and	making	loans	and
investments,	with	the	motive	of	earning	profit.2.	Define	money	multiplier/credit	multiplier/deposit	multiplier.Ans:When	the	primary	cash	deposit	in	the	banking	system	leads	to	multiple	expansion	in	the	total	deposits,	it	is	known	as	money	multiplier	or	credit	multiplier.	3.	Define	central	bank.	[CBSE	2008,	09;	A	08]Ans:	The	central	bank	is	the	apex
institution	of	a	countrys	monetary	system.	The	design	and	the	control	of	the	countrys	monetary	policy	is	its	main	responsibility.	Indias	central	bank	is	the	Reserve	Bank	of	India.4.	Define	bank	rate.	[CBSE	2009]Ans:It	is	the	rate	of	interest	at	which	central	bank	lends	to	commercial	banks	without	any	collateral	(security	for	purpose	of	loan).5.	What	will
be	the	effect	of	a	rise	in	bank	rate	on	the	money	supply?	[CBSE	Sample	Paper	2008]Ans:	Money	supply	will	reduce.	6.	Define	open	market	operations.Ans:It	consists	of	buying	and	selling	of	government	securities	and	bonds	in	the	open	market	by	central	bank.7.	What	is	meant	by	cash	reserve	ratio?	[CBSE	2011,	CBSE	Sample	Paper	2008,	2013]Ans:
Cash	Reserve	Ratio	refers	to	the	minimum	percentage	of	a	banks	.total	deposits,	which	it	is	required	to	keep	with	the	central	bank.	8.	What	is	meant	by	statutory	liquidity	ratio?	[CBSE	Sample	Paper	2010]Ans:It	refers	to	minimum	percentage	of	net	total	demand	and	time	liabilities,which	commercial	banks	are	required	to	maintain	with	themselves.II.
MULTIPLE	CHOICE	QUESTIONS	(1	Mark)1.	Which	one	of	the	following	institutions	is	not	a	bank?	(a)	HDFC	(b)	LIC	(c)	UTI	(d)	All	of	themAns:(d)	2.	Quantitative	instrument	of	RBI	can	be:	(a)	Bank	Rate	policy	(b)	Cash	Reserve	Ratio	(c)	Statutory	Liquidity	Ratio	(d)	All	of	themAns:(d)3.refers	to	that	portion	oftotal	deposits	of	a	commercial	bank	which	it
has	to	keep	with	RBI	in	the	form	of	cash	reserves.	(a)	CRR	(b)	SLR	.	(c)	Bank	Rate	(d)	Repo	RateAns:(a)	4.refers	to	that	portion	of	total	deposits	of	a	commercial	bank	which	it	has	to	keep	with	itself	in	the	form	of	liquid	assets.	(a)	CRR	(b)	SLR	(c)	Bank	Rate	(d)	Repo	RateAns:(b)5.	In	order	to	control	credit	in	the	country,	the	RBI	may	(a)	buy	securities
in	the	open	market	(b)	sell	securities	in	the	open	market	(c)	reduce	CRR	(d)	reduce	bank	rateAns:(b)6.	In	order	to	encourage	investment	in	the	country,	the	RBI	may	(a)	reduce	CRR.	(b)	increase	CRR.	(c)	sell	securities	in	the	open	market.	(d)	increase	bank	rate.Ans:(a)7.	In	order	to	discourage	investment	in	the	economy,	the	RBI	may	(a)	Increase	bank
rate	(b)	decrease	bank	rate	(c)	buy	securities	in	the	open	market	(d)	decrease	CRRAns:	(a)8.	The	effect	of	increase	in	CRR	will	be	reduced	or	nullified	if	(a)	bank	rate	is	reduced	(b)	securities	are	sold	in	the	open	market	(c)	SLR	is	increased	(d)	people	do	not	borrow	from	non-banking	institutionsAns:(a)9.	In	order	to	control	credit	(a)	CRR	should	be
increased	and	bank	rate	should	be	decreased	(b)	CRR	should	be	reduced	and	bank	rateshould	be	reduced	(c)	CRR	should	be	increased	and	bank	rate	should	be	increased	(d)	CRR	should	be	reduced	and	bank	rate	should	be	increasedAns:	(c)10.	controls	affect	indiscriminately	all	sectors	of	the	economy.	(a)	Selective	credit	(b)	Quantitative	(c)	Margin
requirements	(d)	None	of	the	aboveAns:(b)11.	During	depression,	it	is	advisable	to	(a)	lower	bank	rate	and	purchase	securities	in	the	market	(b)	increase	bank	rate	and	purchase	securities	in	the	open	market	(c)	decrease	bank	rate	and	sell	securities	in	the	open	market.	(d)	increase	bank	rate	and	sell	securities	in	the	open	marketAns:	(a)12.	The	lender
of	last	resort	means	(a)	the	government	coming	to	the	rescue	of	poor	farmers.	(b)	Central	Bank	coming	to	the	rescue	of	other	banks	in	times	of	financial	crisis.	(c)	commercial	banks	coming	to	the	rescue	of	small	industrial	units.	(d)	None	of	them.Ans:	(b)13.	Who	is	called	the	bank	of	issue?	(a)	RBI	(b)	SBI	(c)	IDBI	(d)	ICICIAns:(a)14.	Who	is	the	fiscal
agent	and	adviser	to	government	in	monetary	and	financial	matters	in	India?	(a)	SBI	(b)	IDBI	(c)	ICICI	(d)	RBIAns:(d)15.	Who	is	the	custodian	of	national	reserves	of	international	currency?	(a)	SBI	(b)	IDBI	(c)	RBI	(d)	ICICIAns:(c)16.	If	an	economy	is	to	control	recession	like	most	of	the	Euro-Zone	nations,	which	of	the	following	can	be	appropriate:
[CBSE	Sample	Paper	2016]	(a)	Reducing	Repo	Rate	(b)	Reducing	CRR	(c)	Both	(i)	and	(ii)	(d)	None	of	(i)	and	(ii)Ans:	(c)III.	SHORT	ANSWER	TYPE	QUESTIONS[3-4	Marks]1.	Explain	issue	of	currency	function	of	Central	Bank.	[CBSE	2004C,	06;	AI	11]	Or	Explain	the	Bank	of	Issue	Function	of	the	central	Bank.[CBSE,	AI	2015]Ans:	The	central	bank	has
the	sole	monopoly	to	issue	currency	notes.	Commercial	banks	cannot	issue	currency	notes.	Currency	notes	issued	by	the	central	bank	are	the	legal	tender	money.Legal	tender	money	is	one,	which	every	individual	is	bound	to	accept	by	law	in	exchange	for	goods	and	services	and	in	the	discharge	of	debts.Central	bank	has	an	issue	department,	which	is
solely	responsible	for	the	issue	of	notes.However,	the	monopoly	of	central	bank	to	issue	the	currency	notes	may	be	partial	in	certain	countries.For	example,	in	India,	one	rupee	notes	and	all	coins	are	issued	by	the	government	and	all	other	notes	are	issued	by	the	Reserve	Bank	of	India.2.	Explain	banker	to	the	government	function	of	a	Central	Bank.
[CBSE	2013,	06C;	AI	08;	10]	Or	Explain	Governments	Bank	function	of	Central	Bank.[CBSE	2015]Ans:	As	a	banker	to	the	government,	the	central	bank	performs	same	functions	as	performed	by	the	commercial	banks	to	their	customers.It	receives	deposits	from	the	government	and	collects	cheques	and	drafts	deposited	in	the	government	account.It
provides	cash	to	the	government	as	resumed	for	payment	of	salaries	and	wages	to	their	staff	and	other	cash	disbursements.It	makes	payments	on	behalf	of	the	government.It	also	advances	short	term	loans	to	the	government.It	supplies	foreign	exchange	to	the	government	for	repaying	external	debt	or	making	other	payments.3.	Explain	the	bankers
bank	function	of	a	central	bank.[Al	2015,	2007,	11,	CBSE	13,	Al]Ans:Central	bank	acts	as	the	banker	to	the	banks	in	three	ways	:custodian	of	the	cash	reserves	of	the	commercial	banks;as	the	lender	of	the	last	resort;	andas	clearing	agent.As	a	custodian	of	the	cash	reserves	of	the	commercial	banks,	the	central	bank	maintains	the	cash	reserves	of	the
commercial	banks.	Every	commercial	bank	has	to	keep	a	certain	percent	of	its	cash	reserves	with	the	central	bank	by	law.As	Lender	of	the	Last	Resort.(a)	As	banker	to	the	banks,	the	central	bank	acts	as	the	lender	of	the	last	resort.(b)	In	other	words,	in	case	the	commercial	banks	fail	to	meet	their	financial	requirements	from	other	sources,	they	can,
as	a	last	resort,	approach	to	the	central	bank	for	loans	and	advances.The	central	bank	assists	such	banks	through	discounting	of	approved	securities	and	bills	of	exchange.(c)	As	Clearing	Agent(i)	As	the	custodian	of	the	cash	reserves	of	the	commercial	banks,	the	central	bank	acts	as	the	clearing	house	for	these	banks.(ii)	Since	all	banks	have	their
accounts	with	the	central	bank,	the	central	bank	can	easily	settle	the	claims	of	various	banks	against	each	other	simply	by	book	entries	of	transfers	from	and	to	their	accounts.(iii)	This	method	of	settling	accounts	is	called	Clearing	House	Function	of	the	central	bank.4.	How	does	central	bank	control	availability	of	credit	by	open	market	operations?
[CBSE	2005,	06C,	11C;	AT	04,	10]Ans:Open	Market	Operation	consists	of	buying	and	selling	of	government	securities	and	bonds	in	the	open	market	by	central	bank.To	control	availability	of	credit,	central	bank	sells	government	securities	and	bonds	to	commercial	bank.With	the	sale	of	these	securities,	the	power	of	commercial	banks	of	giving	loans
decreases.5.	What	is	Legal	Reserve	Ratio?	Explain	its	components.	[AI	2013,	C	(Set	1)]Ans:Legal	Reserve	Ratio:	It	is	the	minimum	ratio	of	deposits	legally	required	to	be	kept	by	the	commercial	banks	with	themselves	and	with	the	central	bank.Its	components	are:(a)	Cash	Reserve	Ratio:	It	refers	to	the	minimum	percentage	of	a	banks	total	deposits,
which	it	is	required	to	keep	with	the	central	bank.(b)	Statutory	Liquidity	Ratio:	It	refers	to	minimum	percentage	of	net	total	demand	and	time	liabilities,	which	commercial	banks	are	required	to	maintain	with	themselves.6.	Differentiate	between	central	bank	and	commercial	bank.	Or	State	any	three	points	of	distinction	between	central	bank	and
commercial	bank.[CBSE	2009]Ans:IV.TRUE	OR	FALSEGiving	reasons,	state	whether	the	followingstatements	are	true	or	false.1.	Increase	in	statutory	liquidity	ratio	adversely	affects	the	capacity	of	commercial	banks	to	create	credit.Ans:True.	An	increase	in	statutory	liquidity	ratio	reduces	the	excess	reserves	of	commercial	banks	and	limits	their
credit	creating	power.2.	Sale	of	securities	in	the	open	market	by	the	commercial	banks	reduces	their	crediting	power.Ans:	False.	Purchase	of	securities	decreases	the	reserves	of	commercial	banks,	which	reduces	their	crediting	power,	not	the	sale	of	securities	in	the	open	market.3.	Cash	reserve	ratio	and	statutory	liquidity	ratio	are	fixed	by	the
central	bank.Ans:	True.	They	are	fixed	by	central	bank	under	quantitative	instruments	of	credit	control.4.	Under	marginal	requirement,	the	Reserve	Bank	of	India	gives	directions	to	other	banks	to	channelise	credit	to	priority	sectors.Ans:False.	It	happens	under	selective	credit	controls.5.	There	is	an	inverse	relationship	between	legal	reserve	ratio
(LRR)	and	value	of	money	multiplier.Ans:True.	Money	multiplier	is	inversely	related	to	LRR	as	Money	Multiplier\(=\frac	{	1	}{	LRR	}	\)6.	To	increase	the	money	supply	in	the	economy	central	bank	increases	the	margin	requirements.Ans:False.	Rise	in	margin	requirements	discourages	the	borrowing	capacity	of	public	which	decreases	the	money
supply	in	the	economy.V.LONG	ANSWER-TYPE	QUESTION(6	Marks)1.	(i)	What	is	meant	by	Cash	Reserve	Ratio?	How	does	it	increase	the	money	Supply	in	the	economy?	(ii)	What	is	meant	by	Open	Market	Operation?	How	does	it	reduce	the	money	supply	in	the	economy?[CBSE	Sample	Paper	2014][(3	+	3)]Ans:Cash	Reserve	Ratio:(a)	It	refers	to	the
minimum	percentage	of	a	banks	total	deposits,	which	it	is	required	to	keep	with	the	central	bank.	Commercial	banks	have	to	keep	with	the	central	bank	a	certain	percentage	of	their	deposits	in	the	form	of	cash	reserves	as	a	matter	of	law.(b)	For	example,	if	the	minimum	reserve	ratio	is	10%	and	total	deposits	of	a	certain	bank	is	?100	crore,	it	will	have
to	keep	Rs	10	crore	with	the	central	bank.(c)	To	increase	Money	supply	in	an	economy,	cash	reserve	ratio	(CRR)	falls	to	5	per	cent,	the	bank	will	have	to	keep	Rs	5	crore	with	the	central	bank,	which	will	increase	the	cash	resources	of	commercial	bank	and	increasing	credit	availability	in	the	economy,	which	will	increase	the	money	supply	in	an
economy.Open	Market	Operation:(a)	It	consists	of	buying	and	selling	of	government	securities	and	bonds	in	the	open	market	by	central	bank.(b)	To	reduce	Money	Supply	in	an	economy,	central	bank	sells	government	securities	and	bonds	to	commercial	bank.	With	the	sale	of	these	securities,	the	power	of	commercial	bank	of	giving	loans	decreases,
which	will	reduce	the	money	supply	in	an	economy.VI.	HIGH	ORDER	THINKING	SKILLS1.	Differentiate	between	quantitative	and	qualitative	instruments	of	credit	control.	[3	Marks]Ans:2.	Calculate	the	value	of	money	multiplier	and	total	deposit	created	if	initial	deposit	is	of	Rs	1,000	crore	and	LRR	is	20%.	[3	Marks]Ans:3.If	the	total	deposits	created
by	commercial	banks	is	Rs	10,000	crore	and	legal	reserve	requirements	is	10%,	calculate	the	amount	of	initial	deposits.	[3	Marks]Ans:VII.	VALUE	BASED	QUESTIONS1.	In	the	situation	of	inflation	credit	creation	by	commercial	bank	is	beneficial	for	the	bank	but	it	explain	its	negative	impact	on	economy.[1	Mark]Ans:Money	creation	by	commercial
bank	in	the	condition	of	rising	prices	increases	money	supply.	It	creates	the	situation	of	excess	demand	and	consequently	again	increases	the	price	level.Value:	Analytic.2.	Suppose	all	the	customers	of	a	commercial	bank	demand	for	their	deposits	at	the	same	time	then	how	does	central	bank	help	to	commercial	bank	in	this	situation.	[3	Marks]Ans:As
banker	to	the	banks,	the	central	bank	acts	as	the	lender	of	the	last	resort.In	other	words,	in	case	the	commercial	banks	fail	to	meet	their	financial	requirements	from	other	sources,	they	can,	as	a	last	resort,	approach	to	the	central	bank	for	loans	and	advances.The	central	bank	assists	such	banks	through	discounting	of	approved	securities	and	bills	of
exchange.	Value:	Analytic.VIII.	APPLICATION	BASED	QUESTIONS1.	Why	are	the	banks	required	to	keep	only	a	fraction	of	deposits	as	cash	reserves?	[3	Marks]Ans:It	is	because	of	the	following	two	reasons:The	banking	experience	has	revealed	that	not	all	depositors	approach	the	banks	for	withdrawal	of	money	at	the	same	time	and	also	that	normally
they	withdraw	a	fraction	of	deposits.There	is	a	constant	flow	of	new	150	deposits	into	the	banks.	Therefore	to	meet	the	daily	demand	for	withdrawal	of	cash,	it	is	sufficient	for	banks	to	keep	only	a	fraction	of	deposits	as	a	cash	reserve.2.	Currency	is	issued	by	the	central	bank,	yet	we	say	that	commercial	banks	create	money.	Explain.	How	is	this	money
creation	by	commercial	banks	likely	to	affect	the	national	income?	Explain.	[CBSE	AI	2015][4	Marks]	Or	Government	of	India	recently	launched	Jan-Dhan	Yojna	aimed	at	every	household	in	the	country	to	have	at	least	one	bank	account.	Explain	how	deposits	made	under	the	plan	are	going	to	affect	national	income	of	the	country.	[CBSE	2015][4
Marks]Ans:Yes,	central	bank	has	a	sole	monopoly	power	to	issue	currency,	but	commercial	bank	create	money	by	credit	creation.	It	is	explained	as	under:	[CBSE	AI	2015]OrDue	to	launch	of	Jan-	Dhan	Yojna	people	start	depositing	their	money	in	banks,	which	will	increase	the	initial	deposits	with	the	commercial	bank,	which	will	increase	the	money
creation	in	an	economy	by	credit	creation.	It	is	explain	as	under:[CBSE	Delhi	2015]	Explain	how	banks	help	in	the	Process	of	Money	Creation	and	Credit	Creation	We	know	that	Banks	take	Deposits	from	Public	and	provide	loans	or	credit	to	other	people	with	that	money	Suppose	Banks	Receive	Deposits	of	Rs	1,00,000	They	cannot	give	loan	of	whole
Rs	1,00,000	They	have	to	keep	a	certain	amount	as	Reserve	(called	Reserve	Deposit	Ratio	or	Legal	Reserve	Ratio)	Suppose	Legal	Reserve	Ratio	is	20%	It	means	Banks	have	to	keep	20,000	with	them	as	Reserve	They	can	give	loan	of	balance	80,000	Now	when	bank	gives	Balance	Rs	80,000	as	loan	Person	who	receives	this	loan	money	makes	a	number
of	expenses	with	this	money	Lets	assume	He	makes	expenses	of	Rs	80,000	with	this	money	as	Salary	to	employee	This	Employee	will	again	deposit	this	Rs	80,000	with	bank	Banks	will	retain	Reserve	of	20%	(Rs80,000*20%	=	Rs16,000)	They	will	give	loan	of	balance	amount	Rs	80,000	-	16,000	=	Rs	64,000	Similarly	the	process	continues	as	shown
below	More	we	go	down	,the	amount	of	reserves	will	diminish	It	will	soon	come	a	point	where	Total	Reserves	will	be	equal	to	Initial	amount	deposited	Initial	Amt	deposited	=	Total	Reserves	=	Rs	1,00,000	At	this	Stage,	Total	Deposits	will	be	Rs	5,00,000	and	Total	loans	will	be	Rs	4,00,000	Hence,	we	can	Say	that	With	Initial	Deposits	of	Rs	1,00,000
Banks	are	able	to	generate	Deposits	of	Rs	5,00,000	and	Credit	of	Rs	4,00,000	What	is	Money	Multiplier?	It	is	the	multiple	by	which	initial	deposits	increase	It	is	the	Ratio	of	Deposits	Created	over	Initial	Deposits	Money	Multiplier	=	Deposits	Created/Initial	Deposits	Formula	for	Calculating	Money	Multiplier	(Without	making	Table)	Money	Multiplier	=
1/Legal	Reserve	Ratio	NC113:C198	Question	8	What	is	money	multiplier?	What	determines	the	value	of	this	multiplier?	View	Answer	Ans	It	is	the	multiple	by	which	initial	deposits	increase	It	is	the	Ratio	of	Deposits	Created	over	Initial	Deposits	The	value	of	this	multiplier	is	determined	by	Legal	reserve	ratio	(LRR)	It	is	the	Ratio	of	Reserves	kept	by
bank	to	Total	Deposits.	Legal	reserve	ratio	=	Total	Reserves	of	Bank	LRR	Total	Deposits	of	bank	Money	Multiplier	=	1/Legal	Reserve	Ratio	Example	Legal	Reserve	Ratio	was	0.2	So	Money	Multiplier	=	1/Legal	Reserve	Ratio	=	1	/0.2	=	1*10/2	=	10/2	=	5	Question	10	Do	you	consider	a	commercial	bank	creator	of	money	in	the	economy?	View	Answer
Ans	Suppose	Banks	Receive	Deposits	of	Rs	1,00,000	They	cannot	give	loan	of	whole	Rs	1,00,000	They	have	to	keep	a	certain	amount	as	Reserve	(called	Reserve	Deposit	Ratio	or	Legal	Reserve	Ratio)	Suppose	Legal	Reserve	Ratio	is	20%	It	means	Banks	have	to	keep	20,000	with	them	as	Reserve	They	can	give	loan	of	balance	80,000	Now	when	bank
gives	Balance	Rs	80,000	as	loan	Person	who	receives	this	loan	money	makes	a	number	of	expenses	with	this	money	Lets	assume	He	makes	expenses	of	Rs	80,000	with	this	money	as	Salary	to	employee	This	Employee	will	again	deposit	this	Rs	80,000	with	bank	Banks	will	retain	Reserve	of	20%	(Rs80,000*20%	=	Rs16,000)	They	wil	give	loan	of	balance
amount	Rs	80,000	-	16,000	=	Rs	64,000	Similarly	the	process	continues	as	shown	below	Initial	Deposit	Reserve	Loan	1,00,000	20,000	80,000	80,000	16,000	64,000	64,000	12,800	51,200	5,00,000	1,00,000	4,00,000	Note	More	we	go	down	,the	amount	of	reserves	will	diminish	It	will	soon	come	a	point	where	Total	Reserves	will	be	equal	to	Initial
amount	deposited	Initial	Amt	deposited	=	Total	Reserves	=	Rs	1,00,000	At	this	Stage,	Total	Deposits	will	be	Rs	5,00,000	and	Total	loans	will	be	Rs	4,00,000	Hence,	we	can	Say	that	With	Initial	Deposits	of	Rs	1,00,000	Banks	are	able	to	generate	Deposits	of	Rs	5,00,000	and	Credit	of	Rs	4,00,000	Hence,	commercial	banks	leads	to	money	creation	and
credit	creation	in	economy	Other	Books	Question	1	In	the	following	questions,	select	the	correct	answers:	Through	the	process	of	_____,	commercial	banks	are	able	to	create	credit,	which	is	in	far	excess	of	the	initial	deposits.	a.	Advancing	of	Loans	b.	Money	Creation	c.	Credit	Creation	d.	Accepting	Deposits	View	Answer	Ans	b.	Money	Creation	c.
Credit	Creation	Explanation	Money	Creation	is	the	process	by	which	initial	deposits	increase	It	is	the	Ratio	of	Deposits	Created	over	Initial	Deposits	It	is	also	called	Credit	Creation	The	value	of	this	is	determined	by	Legal	reserve	ratio	(LRR)	Money	Multiplier	=	1/Legal	Reserve	Ratio	Question	2	Banks	create	credit:	a.	Out	of	nothing	b.	On	the	basis	of
their	securities	c.	On	the	basis	of	their	total	assets	d.	On	the	basis	of	deposits	View	Answer	Ans	d.	On	the	basis	of	deposits	Explanation	Money	Creation	is	the	process	by	which	initial	deposits	increase	It	is	the	Ratio	of	Deposits	Created	over	Initial	Deposits	The	value	of	this	is	determined	by	Legal	reserve	ratio	(LRR)	Money	Multiplier	=	1/Legal	Reserve
Ratio	Question	3	If	the	total	deposits	created	by	commercial	banks	is	Rs10,000	crores	and	LRR	is	40%,	then	amount	of	initial	deposits	will	be	____.	a.	Rs	2000	crores	b.	Rs	3000	crores	c.	Rs	4000	crores	d.	Rs	14000	crores	View	Answer	Ans	c.	Rs	4000	crores	Explanation	LRR	=	40%	Deposits	Created	=	Rs	10,000	crores	Money	Multiplier	=	1/Legal
Reserve	Ratio	Putting	value	in	Eq	1	Money	Multiplier	=	1/40%	Money	Multiplier	=	1*100/	40	Money	Multiplier	=	1*10/	4	Money	Multiplier	=	2.5	Also,	Money	Multiplier	=	Deposits	Created/Initial	Deposits	Putting	value	in	Eq	2	2.5	=	10,000/	Initial	Deposits	Initial	Deposits	=	10,000/2.5	Initial	Deposits	=	Rs	4000	crores	Question	4	Deposit	creation	by
banks	come	to	an	end	when:	a.	Fresh	deposits	with	banks	become	zero	b.	Legal	Reserve	Ratio	becomes	zero	c.	Money	Multiplier	becomes	zero	d.	Total	Cash	Reserves	becomes	equal	to	Initial	Deposits	View	Answer	Ans	d.	Total	Cash	Reserves	becomes	equal	to	Initial	Deposits	Question	5	The	value	of	multiplier	will	be	____,	when	LRR	=	20%.	a.	2	b.	3	c.
4	d.	5	View	Answer	Ans	d.	5	Explanation	LRR	=	20%	Money	Multiplier	=	1/Legal	Reserve	Ratio	Money	Multiplier	=	1/	20%	Money	Multiplier	=	1*100/	20	Money	Multiplier	=	10/2	Money	Multiplier	=	5	Money	Multiplier	also	called	monetary	multiplier	is	the	maximum	limit	to	which	changes	in	the	quantity	of	money	deposited	can	alter	the	money
supply.	A	money	multiplier	is	a	method	for	demonstrating	the	maximum	amount	of	broad	money	that	commercial	banks	could	create	for	a	given	fixed	amount	of	base	money	and	reserve	ratio.	Money	Multiplier	is	one	of	the	important	concepts	in	the	UPSC/IAS	2023	Economy	syllabus	which	is	discussed	in	this	article	in	detail.	What	is	Money	Multiplier?
In	monetary	economics,	a	money	multiplier	is	one	of	many	closely	related	ratios	of	commercial	bank	money	to	central	bank	money	(also	known	as	the	monetary	base)	in	a	fractional-reserve	banking	system.	The	money	multiplier	effect	can	be	seen	in	the	banking	system	of	a	country.	An	increase	in	bank	lending	should	increase	a	country's	money
supply.	The	multiplier's	size	is	determined	by	the	percentage	of	deposits	that	banks	are	required	to	hold	as	reserves.	When	the	reserve	requirement	falls,	so	does	the	money	supply	reserve	multiplier,	and	vice	versa.	Money	multiplier	is	a	key	component	of	the	fractional	banking	system.	There	is	an	initial	increase	in	bank	deposits	(monetary	base).	The
bank	holds	a	portion	of	this	deposit	in	reserves	and	lends	the	remainder.	This	bank	loan	will	then	be	re-deposited	in	banks,	allowing	for	further	increases	in	bank	lending	and	the	money	supply.	Money	Multiplier	Formula	Money	multiplier	(m)	is	the	inverse	of	the	reserve	requirement	(R)	Money	Multiplier	=	1/Reserve	ratio	m	=	1/R	For	example,	with	a
reserve	ratio	of	20%,	this	reserve	ratiocan	also	be	expressed	as	a	fraction:	R	=	1/5	As	a	result,	the	money	multiplier,	m,	will	be	calculated	as:	m	=	1/(1/5)	=	5	This	figure	is	multiplied	by	the	number	of	reserves	to	calculate	the	money	supply's	maximum	potential	amount.	For	example,	if	the	Reserve	Ratio	is	1/10	(10	percent)	or	the	Money	Multiplier	is
10,	Rs.100	can	be	multiplied	by	10	to	generate	Rs.1000	in	the	money	supply.	When	the	Reserve	Ratio	is	1/4	(25%)	or	the	Money	Multiplier	is	4,	the	money	supply	is	only	Rs.	400.	Money	Multiplier	in	Real	World	Money	Multiplier	in	Real	World	In	a	basic	theory	of	the	money	multiplier,	it	is	assumed	that	if	the	bank	lends	Rs.100,	the	entire	amount	will
be	returned.	However,	there	are	numerous	reasons	why	the	actual	money	multiplier	is	significantly	lower	than	the	theoretically	possible	money	multiplier	in	the	real	world.	Spending	on	imports	-	When	consumers	purchase	imports,	money	leaves	the	economy.	Taxes	will	be	deducted	as	a	percentage	of	your	income.	Not	all	money	is	spent	and
circulated;	a	sizable	portion	is	saved.	Currency	Drainage	Ratio	-	This	is	the	percentage	of	banknotes	held	in	cash	by	individual	consumers	rather	than	deposited	in	banks.	If	consumers	deposited	all	of	their	cash	in	banks,	the	money	multiplier	would	be	greater.	However,	if	people	keep	their	funds	in	cash,	banks	will	be	unable	to	lend	more.	Bad	loans	-A
bank	may	lend	Rs.100,	but	if	the	company	fails,	the	money	is	never	deposited	in	the	banking	system.	Safety	reserve	ratio	-This	is	the	percentage	of	deposits	that	a	bank	may	wish	to	keep	in	excess	of	the	statutory	reserve	ratio.	For	example,	the	required	reserve	ratio	maybe	5%,	but	banks	may	prefer	to	keep	5.25%.	More	money	may	not	be	available	for
lending.	Even	if	banks	could	lend	95	percent	of	their	deposits,	this	does	not	mean	they	would.	People	may	not	want	to	borrow	during	a	recession,	but	they	prefer	to	save.	Banks	may	be	unwilling	to	lend.	Furthermore,	banks	may	refuse	to	lend	at	various	times,	for	example,	during	a	recession	when	they	believe	firms	and	individuals	are	more	likely	to
default.	As	a	result,	banks	have	a	higher	reserve	ratio.	Significance	of	Money	Multiplier	Significance	of	Money	Multiplier	The	money	multiplier	is	important	because	it	illustrates	the	potential	effects	of	changes	in	the	money	supply	on	the	whole	economy.	A	given	increase	in	reserves	may	result	in	a	larger	expansion	of	the	money	supply	when	the
money	multiplier	is	higher,	potentially	boosting	economic	activity.	A	lower	money	multiplier,	on	the	other	hand,	suggests	that	changes	in	reserves	will	have	less	of	an	influence	on	the	money	supply.	The	money	multiplier	is	frequently	used	by	central	banks	as	a	tool	to	help	them	make	monetary	policy	choices.	Central	banks	can	alter	the	reserve
requirements	or	carry	out	open	market	transactions	(buying	or	selling	government	securities)	to	affect	the	money	multiplier,	which	in	turn	affects	the	money	supply.	These	steps	can	be	taken	to	manage	financial	stability,	boost	economic	growth,	or	limit	inflation.	Conclusion	The	money	multiplier	indicates	how	quickly	the	money	supply	will	grow	as	a
result	of	bank	lending.	The	higher	the	reserve	ratio,	the	fewer	deposits	available	for	lending,	resulting	in	a	lower	money	multiplier.	FAQs	Question:	What	is	a	money	multiplier?	Answer:	The	money	multiplier	represents	the	maximum	possible	amount	of	money	banks	can	create	with	a	set	base	money	amount,	influenced	by	the	reserve	ratio	in	a
fractional-reserve	banking	system.	Question:	How	is	the	money	multiplier	calculated?	Answer:	The	money	multiplier	formula	is	1/Reserve	Ratio.	For	example,	if	the	reserve	ratio	is	20%	(or	0.2),	the	money	multiplier	is	5.	Question:	Why	does	the	actual	money	multiplier	differ	from	the	theoretical	value?	Answer:	Real-world	factors	like	currency
drainage,	taxation,	bad	loans,	and	the	reserve	preferences	of	banks	reduce	the	actual	multiplier	below	its	theoretical	maximum.	Question:	How	does	the	money	multiplier	impact	the	economy?	Answer:	A	higher	money	multiplier	can	increase	the	money	supply,	boosting	economic	activity.	Conversely,	a	lower	multiplier	indicates	less	influence	from
reserve	changes	on	the	money	supply.	Question:	What	role	does	the	reserve	ratio	play	in	determining	the	money	multiplier?	Answer:	The	reserve	ratio	is	inversely	proportional	to	the	money	multiplier.	Lower	reserve	ratios	allow	banks	to	lend	more,	increasing	the	multiplier	and	vice	versa.	1.	The	money	multiplier	increases	when:	A)	Reserve	ratio
increasesB)	Banks	hold	more	cashC)	Reserve	ratio	decreasesD)	Lending	decreases	Answer:	(C)	See	the	Explanation	Explanation:	A	lower	reserve	ratio	allows	banks	to	lend	more	of	their	deposits,	which	raises	the	money	multiplier.	2.	What	is	the	primary	formula	for	calculating	the	money	multiplier?	A)	Reserve	Ratio	/	1B)	1	/	Reserve	RatioC)	Reserve
Ratio	100D)	Total	deposits	/	Loans	Answer:	(B)	See	the	Explanation	Explanation:	The	formula	for	the	money	multiplier	is	the	inverse	of	the	reserve	ratio,	or	1	divided	by	the	reserve	ratio.	3.	Which	factor	does	NOT	affect	the	actual	money	multiplier	in	the	real	world?	A)	Currency	DrainageB)	Reserve	RatioC)	Tax	RateD)	Loan	Interest	Rates	Answer:	(D)
See	the	Explanation	Explanation:	Loan	interest	rates	do	not	directly	affect	the	money	multiplier,	which	depends	on	reserve	ratios,	currency	holding,	and	other	factors.	4.	In	an	economy,	the	reserve	ratio	is	10%.	What	is	the	money	multiplier?	A)	5B)	10C)	2D)	1	Answer:	(B)	See	the	Explanation	Explanation:	With	a	reserve	ratio	of	10%	(or	0.1),	the
money	multiplier	is	1	/	0.1,	which	equals	10.	5.	Which	central	bank	policy	directly	influences	the	money	multiplier?	A)	Tax	policyB)	Open	market	operationsC)	Inflation	targetsD)	Foreign	exchange	reserves	Answer:	(B)	See	the	Explanation	Explanation:	Open	market	operations	by	the	central	bank	affect	the	reserve	levels	in	banks,	thereby	influencing
the	money	multiplier	and	the	money	supply.	GS	Mains	Questions	and	Model	Answers	Q1:	Explain	the	concept	of	the	money	multiplier	and	its	significance	in	monetary	policy.	Answer:	The	money	multiplier	illustrates	the	relationship	between	central	bank	money	and	the	total	money	supply	in	an	economy.	It	shows	how	much	commercial	banks	can
expand	the	money	supply	based	on	a	fixed	amount	of	reserves.	A	high	multiplier	means	greater	lending	and	economic	stimulation,	while	a	low	multiplier	implies	less	influence	on	money	supply	expansion.	Central	banks	adjust	reserve	ratios	to	manage	the	money	multiplier,	influencing	economic	growth	and	inflation	control.	Q2:	Discuss	the	factors	that
influence	the	real-world	money	multiplier,	differing	it	from	theoretical	predictions.	Answer:	Factors	such	as	currency	drainage,	tax	rates,	loan	defaults,	and	excess	reserves	held	by	banks	affect	the	actual	money	multiplier.	For	example,	if	people	hold	more	cash	outside	banks,	it	reduces	deposits	available	for	lending,	lowering	the	multiplier.	Similarly,
during	recessions,	banks	may	hold	more	reserves	due	to	risk	aversion,	further	reducing	the	money	multiplier	compared	to	theoretical	expectations.	Q3:	How	do	changes	in	the	reserve	ratio	impact	the	economy	through	the	money	multiplier?	Illustrate	with	an	example.	Answer:	The	reserve	ratio	directly	impacts	the	money	multiplier,	determining	the
extent	of	money	supply	expansion.	For	example,	a	reserve	ratio	of	10%	yields	a	multiplier	of	10,	allowing	significant	lending.	Reducing	this	ratio	enhances	lending	capacity,	stimulating	economic	growth.	Conversely,	increasing	it	restricts	banks	lending	abilities,	controlling	inflation	by	reducing	the	money	supply.	Central	banks	use	these	adjustments	to
balance	economic	stability	and	growth.	Previous	Year	Questions	on	Money	Multiplier	Question:	The	money	multiplier	in	an	economy	increases	with	which	one	of	the	following?	A)	Increase	in	Cash	Reserve	RatioB)	Increase	in	Statutory	Liquidity	RatioC)	Increase	in	banking	habits	of	peopleD)	Increase	in	population	Answer:	(C)	Explanation:	Increased
banking	habits	result	in	more	deposits	in	banks,	enhancing	the	multiplier	effect	as	banks	can	lend	more	against	their	reserves.	2.	UPSC	CSE	Mains	2020	(GS	Paper	3):	Question:	"Analyze	the	role	of	the	money	multiplier	in	expanding	the	money	supply	and	its	implications	for	monetary	policy."	Answer:	The	money	multiplier	allows	banks	to	lend
multiple	times	the	base	money,	expanding	the	money	supply.	Through	adjusting	reserve	requirements,	central	banks	control	this	multiplier	to	influence	lending.	An	increased	multiplier	supports	economic	growth,	but	may	fuel	inflation,	requiring	careful	reserve	management	in	monetary	policy	for	balanced	economic	outcomes.	*The	article	might	have
information	for	the	previous	academic	years,	please	refer	the	official	website	of	the	exam.Share	on	FacebookShare	on	TwitterHow	likely	are	you	to	recommend	Prepp.in	to	a	friend	or	a	colleague?Test	will	end	in	00:00:00English,	Hindi,	Telugu	+3	MoreTest	will	end	in	00:00:00View	MoreView	MoreTest	will	end	on	30th	Jul,	07:00	PMView	MoreView
More	Money	is	a	concept	that	is	much	easier	to	understand	than	to	explain	in	the	form	of	words.	However,	it	can	be	described	as	an	instrument	or	thing	that	is	generally	accepted	as	a	mode	of	payment	or	as	a	Medium	of	Exchange	in	the	economy,	like	a	Rupee	in	India,	a	Dollar	in	the	USA,	or	a	Yen	in	Japan.	The	main	motive	behind	the	invention	of
Money	was	to	eliminate	the	Barter	System	(the	process	of	exchanging	goods	for	acquiring	goods)	from	the	economy	as	it	was	becoming	difficult	to	trade	by	exchanging	goods.	Anything	that	is	accepted	as	a	means	of	exchange	(i.e.,	as	a	means	of	settling	debts)	and	that	at	the	same	time,	acts	as	a	measure	and	as	a	store	of	value	is	called	Money.	Prof.
Geoffrey	Crowther	Money	Multiplier	can	be	stated	as	the	phenomenon	in	which	the	creation	of	money	is	done	in	the	form	of	credit	creations	in	the	economy.	In	other	words,	a	money	multiplier	can	be	described	as	the	influence	a	central	bank	plays	over	the	money	supply	by	modifying	the	required	reserve	rates.	Money	Multiplier	or	Deposit	Multiplier
measures	the	amount	of	money	that	the	banks	are	able	to	create	in	the	form	of	deposits	with	every	unit	of	money	it	keeps	as	reserves.	The	Money	Multiplier	plays	a	great	role	in	the	banking	system	of	the	economy	as	every	time	the	government	needs	to	kick-start	the	economy,	the	multiplier	helps	decide	what	proportion	of	stimulation	should	be
applied	and	in	what	manner.	Formula	The	money	multiplier	is	expressed	as:	Money~Multiplier=\frac{1}{r}~OR~\frac{1}{LRR}Where	r	is	the	Reserve	Ratio	or	the	Cash	Reserve	Ratio,	and	it	can	be	described	as	the	minimum	ratio	required	to	be	maintained	by	commercial	banks.	Calculate	the	money	multiplier	if	the	reserve	ratio	prevailing	as	per
current	conditions	is	5%.	Solution	Money~Multiplier=\frac{1}{r}~OR~\frac{1}{LRR}	=\frac{1}{0.05}	=	20	Therefore,	the	value	of	Money	Multiplier	is	20.	Example	2Calculate	the	total	deposits	created	if	initial	deposits	is	of	2,000	crores	and	LRR	is	11.5%.Solution	Given:	LRR	is	11.5%	or	0.115	Money~Multiplier=\frac{1}{r}~OR~\frac{1}{LRR}
=\frac{1}{0.115}	=	8.69	Initial	Deposits=	2,000	Total	Deposits=Initial	Deposits	x	Money	Multiplier	=2,000	x	8.69	=	17,380	crores.	Example	3Calculate	Money	Multiplier	from	the	given	table.Solution	According	to	the	table,	we	have	the	following	information:	LRR	or	Reserve	Ratio	=	20%Total	Primary	Deposits,	i.e.,	5,000Total	Cash	Reserve,	i.e.,
1,000Total	Credit	Creation,	i.e.,	4,000	Money~Multiplier=\frac{1}{r}~OR~\frac{1}{LRR}	=\frac{1}{20\%}	=\frac{1}{0.2}	=	5Therefore,	the	value	of	Money	Multiplier	is	5.	Example	4	Sayeba	and	Sukant	were	arguing	on	the	concept	of	Money	Multiplier.	Sayeba	says,	"If	we	keep	the	reserve	ratio	low,	then	there	will	be	more	money	supply	and
lower	inflation	in	the	economy."	However,	Sukant	says,	"If	we	keep	the	reserve	ratio	high,	there	will	be	less	money	supply,	which	would	reduce	inflation	in	the	economy."	Who	is	correct?	Explain	by	taking	the	reserve	ratio	as	8%	and	10%,	respectively	as	an	example.	Solution	Case	1(Sayeba):	Reserve	ratio	=	8%	Money~Multiplier=\frac{1}
{r}~OR~\frac{1}{LRR}	=\frac{1}{0.08}	=	12.5	Money	Multiplier	=	12.5	Case	2(Sukant):	Reserve	Ratio	=	10%	Money~Multiplier=\frac{1}{r}~OR~\frac{1}{LRR}	=\frac{1}{0.10}	=	10	Money	Multiplier	=	10	The	value	of	money	multiplier	states	that	by	keeping	a	less	reserve	ratio,	a	country	can	infuse	more	money	into	the	market.	As	more
money	flows	into	the	market,	it	will	increase	inflation	in	the	economy.	Therefore,	the	statement	made	by	Sukant	is	correct	and	with	a	higher	reserve	ratio,	inflation	in	an	economy	will	reduce.	CBSE	Class	12	Macroeconomics	Notes	Introduction	to	Macroeconomics	Basic	Concepts	of	Macroeconomics	What	is	Factor	Income	and	Transfer	Income?
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In	order	to	continue	enjoying	our	site,	we	ask	that	you	confirm	your	identity	as	a	human.	Thank	you	very	much	for	your	cooperation.	The	money	multiplier	represents	one	of	the	most	fascinating	and	sometimes	misunderstood	concepts	in	macroeconomics.	It	explains	how	commercial	banks,	through	the	process	of	lending,	can	effectively	create	money
and	expand	the	money	supply	far	beyond	the	initial	deposits	they	receive.	This	mechanism	plays	a	crucial	role	in	monetary	policy,	financial	stability,	and	economic	growth.	This	comprehensive	article	explores	what	the	money	multiplier	is,	how	it	works,	its	formula,	limitations,	and	real-world	applications.What	is	the	money	multiplier?The	money
multiplier	is	a	measurement	of	how	much	the	banking	system	can	increase	the	money	supply	through	the	fractional	reserve	banking	process.	In	simple	terms,	it	quantifies	how	an	initial	deposit	can	lead	to	a	much	larger	increase	in	the	total	money	supply	as	banks	lend	out	a	portion	of	their	deposits,	which	then	get	redeposited	and	lent	out	again	in	a
continuing	cycle.This	process	is	possible	because	banks	are	only	required	to	keep	a	fraction	of	their	deposits	as	reserves,	with	the	rest	available	for	lending.	When	banks	make	loans,	they	create	new	money	in	the	form	of	bank	deposits,	effectively	expanding	the	money	supply	beyond	the	original	amount	of	physical	currency	or	central	bank	money.The
fractional	reserve	banking	systemTo	understand	the	money	multiplier,	we	must	first	examine	how	fractional	reserve	banking	works:Banks	accept	deposits	from	customers	and	keep	a	portion	as	reservesThe	remainder	becomes	available	for	lending	to	borrowersWhen	a	loan	is	made,	the	bank	creates	a	new	deposit	in	the	borrower's	accountThis	new
deposit	represents	new	money	in	the	banking	systemWhen	the	borrower	spends	this	money,	it	becomes	a	deposit	in	another	account,	possibly	at	another	bankThis	new	bank	now	has	additional	deposits,	keeping	some	as	reserves	and	lending	out	the	restThe	cycle	continues,	creating	a	multiplier	effectThe	legal	reserve	requirement	set	by	central	banks
determines	the	minimum	percentage	of	deposits	that	banks	must	hold	as	reserves,	either	as	vault	cash	or	deposits	with	the	central	bank.The	money	multiplier	formulaThe	basic	money	multiplier	formula	is:MoneyMultiplier=1ReserveRatio\text{Money	Multiplier}	=	\frac{1}{\text{Reserve	Ratio}}MoneyMultiplier=ReserveRatio1Where:The	reserve
ratio	is	the	fraction	of	deposits	that	banks	must	hold	as	reserves	(expressed	as	a	decimal)For	example,	if	the	reserve	requirement	is	10%	(0.10),	the	money	multiplier	would	be:MoneyMultiplier=10.10=10\text{Money	Multiplier}	=	\frac{1}{0.10}	=	10MoneyMultiplier=0.101=10This	means	that	each	$1	of	reserves	can	potentially	support	$10	in	the
money	supply.Expanded	money	multiplier	formulaThe	simple	formula	above	assumes	that	all	money	remains	in	the	banking	system	and	that	banks	lend	out	the	maximum	amount	possible.	In	reality,	several	factors	affect	the	actual	money	multiplier,	leading	to	a	more	complex	formula:MoneyMultiplier=1+cr+c+e\text{Money	Multiplier}	=	\frac{1	+	c}
{r	+	c	+	e}MoneyMultiplier=r+c+e1+cWhere:ccc	=	currency-to-deposit	ratio	(how	much	money	people	hold	as	cash	rather	than	deposits)rrr	=	required	reserve	ratioeee	=	excess	reserve	ratio	(additional	reserves	banks	hold	beyond	requirements)This	expanded	formula	accounts	for	money	held	as	cash	outside	the	banking	system	and	the	possibility
that	banks	might	hold	reserves	beyond	the	minimum	requirement.How	to	calculate	the	money	multiplier	effectLet's	walk	through	a	step-by-step	example	of	how	the	money	multiplier	works	in	practice:Example	with	a	10%	reserve	requirementA	customer	deposits	$1,000	in	Bank	ABank	A	must	keep	$100	(10%)	as	reserves	and	can	lend	$900Bank	A
lends	$900	to	Borrower	1,	who	spends	itThe	recipient	of	this	spending	deposits	$900	in	Bank	BBank	B	must	keep	$90	(10%)	as	reserves	and	can	lend	$810Bank	B	lends	$810	to	Borrower	2,	who	spends	itThe	recipient	deposits	$810	in	Bank	CBank	C	keeps	$81	as	reserves	and	lends	$729This	process	continues,	with	each	round	creating	smaller	and
smaller	amounts	of	new	money.	The	total	money	supply	increase	can	be	calculated	as:TotalMoneyCreated=InitialDepositMoneyMultiplier\text{Total	Money	Created}	=	\text{Initial	Deposit}	\times	\text{Money	Multiplier}TotalMoneyCreated=InitialDepositMoneyMultiplierIn	our	example:TotalMoneyCreated=$1,00010=$10,000\text{Total	Money
Created}	=	\$1,000	\times	10	=	\$10,000TotalMoneyCreated=$1,00010=$10,000The	final	money	supply	would	consist	of	the	original	$1,000	plus	$9,000	in	new	money	created	through	lending.Factors	affecting	the	money	multiplierSeveral	factors	influence	the	actual	size	of	the	money	multiplier	in	the	real	economy:Reserve	requirementsHigher
reserve	requirements	reduce	the	money	multiplier	by	limiting	the	amount	available	for	lending.	For	example:5%	requirement:	multiplier	=	2010%	requirement:	multiplier	=	1020%	requirement:	multiplier	=	5Currency	leakageWhen	people	hold	cash	rather	than	depositing	it	in	banks,	that	money	exits	the	multiplier	process.	Higher	currency-to-deposit
ratios	reduce	the	effective	money	multiplier.Excess	reservesIf	banks	choose	to	hold	reserves	beyond	the	required	minimum	(excess	reserves),	less	money	is	available	for	lending,	reducing	the	multiplier	effect.	This	often	occurs	during	economic	uncertainty	or	when	investment	opportunities	seem	limited.Borrower	demandThe	money	multiplier	assumes
banks	can	find	willing,	creditworthy	borrowers.	If	loan	demand	is	weak,	banks	cannot	lend	out	all	available	funds,	limiting	the	multiplier	effect.Bank	capital	constraintsRegulatory	capital	requirements	may	limit	bank	lending	even	when	reserve	requirements	would	allow	more	loans,	effectively	reducing	the	money	multiplier.The	money	multiplier	and
monetary	policyCentral	banks	use	their	understanding	of	the	money	multiplier	when	implementing	monetary	policy:Open	market	operationsWhen	central	banks	buy	securities	(expansionary	policy),	they	increase	bank	reserves,	which	can	then	be	multiplied	through	the	banking	system	to	expand	the	money	supply.	Conversely,	selling	securities	reduces
reserves	and	contracts	the	money	supply.Reserve	requirement	adjustmentsChanging	reserve	requirements	directly	affects	the	money	multiplier.	Lowering	requirements	increases	the	multiplier	(expansionary),	while	raising	them	decreases	it	(contractionary).Interest	on	reservesPaying	interest	on	bank	reserves	may	encourage	banks	to	hold	excess
reserves,	reducing	the	multiplier	effect.	This	tool	became	particularly	important	after	the	2008	financial	crisis.The	money	multiplier	and	quantitative	easingDuring	the	2008	financial	crisis	and	COVID-19	pandemic,	central	banks	implemented	quantitative	easing	(QE)	programs,	dramatically	increasing	bank	reserves.	However,	the	expected
multiplication	effect	was	more	limited	than	traditional	theory	would	predict	because	banks	held	substantial	excess	reserves	rather	than	increasing	lending	proportionally.Real-world	examples	of	the	money	multiplierExample	1:	Changing	reserve	requirements	in	ChinaChina	has	actively	used	reserve	requirement	adjustments	as	a	monetary	policy	tool.
In	2015-2016,	the	People's	Bank	of	China	cut	the	reserve	requirement	ratio	multiple	times	from	20%	to	17%	to	stimulate	lending	during	an	economic	slowdown.	With	a	reserve	requirement	of	17%,	the	theoretical	money	multiplier	increased	to	approximately	5.88,	potentially	expanding	the	money	supply	by	nearly	six	times	the	initial	reserves.Example
2:	Post-2008	excess	reserves	in	the	United	StatesFollowing	the	2008	financial	crisis,	U.S.	banks	held	unprecedented	levels	of	excess	reserves	despite	very	low	reserve	requirements.	In	2010,	with	a	reserve	requirement	of	around	10%	(theoretical	multiplier	of	10),	banks	held	so	many	excess	reserves	that	the	actual	money	multiplier	fell	to
approximately	3,	substantially	below	its	theoretical	maximum.Example	3:	Developing	economies	with	high	currency	leakageIn	economies	where	banking	access	is	limited,	many	people	hold	cash	rather	than	bank	deposits.	For	example,	in	a	country	where	the	reserve	requirement	is	15%	but	the	currency-to-deposit	ratio	is	0.4	(meaning	for	every	$100
in	deposits,	people	hold	$40	in	cash),	the	money	multiplier	would	be:MoneyMultiplier=1+0.40.15+0.4=1.40.552.55\text{Money	Multiplier}	=	\frac{1	+	0.4}{0.15	+	0.4}	=	\frac{1.4}{0.55}	\approx	2.55MoneyMultiplier=0.15+0.41+0.4=0.551.42.55This	is	significantly	lower	than	the	theoretical	multiplier	of	6.67	if	there	were	no	currency
leakage.Criticisms	and	limitations	of	the	money	multiplier	theoryThe	traditional	money	multiplier	model	faces	several	criticisms:Causality	directionSome	economists	argue	that	the	traditional	model	incorrectly	assumes	that	reserves	cause	lending.	In	modern	banking	systems,	banks	typically	make	lending	decisions	first,	then	acquire	necessary
reserves	afterward,	potentially	reversing	the	causality	assumed	in	the	model.Endogenous	money	creationModern	monetary	theory	advocates	argue	that	money	creation	is	primarily	driven	by	loan	demand	and	bank	lending	decisions,	with	central	banks	accommodating	the	resulting	reserve	needs	rather	than	controlling	them	directly.Simplification
concernsThe	basic	model	assumes	homogeneous	banks,	perfect	information,	and	rational	behaviorall	simplifications	that	may	not	reflect	real-world	complexity.Reserve	requirement	irrelevanceIn	some	banking	systems,	reserve	requirements	have	become	less	binding	constraints	on	lending	compared	to	capital	requirements,	liquidity	regulations,	and
profitability	considerations.Modern	perspectives	on	the	money	multiplierRecent	economic	events	have	led	to	evolving	views	on	the	money	multiplier:Declining	importance	of	reserve	requirementsMany	central	banks,	including	the	Federal	Reserve	in	March	2020,	have	reduced	reserve	requirements	to	zero,	shifting	focus	to	other	regulatory	tools	for
bank	oversight.Focus	on	the	bank	lending	channelRather	than	mechanically	applying	the	money	multiplier	formula,	economists	increasingly	analyze	specific	constraints	on	bank	lending	behavior,	including	capital	requirements,	risk	perception,	and	profitability.Digital	currencies	and	new	multipliersAs	central	bank	digital	currencies	(CBDCs)	and
cryptocurrencies	emerge,	researchers	are	developing	new	models	to	understand	potential	money	creation	and	multiplication	effects	in	these	systems.Frequently	asked	questions	about	the	money	multiplierWhat's	the	difference	between	the	monetary	base	and	the	money	supply?The	monetary	base	consists	of	currency	in	circulation	plus	bank	reserves
held	at	the	central	bank.	The	money	supply	includes	the	monetary	base	plus	various	forms	of	bank	deposits.	The	money	multiplier	describes	the	relationship	between	these	two	measures.Can	the	money	multiplier	be	less	than	1?Yes,	theoretically.	If	banks	hold	significantly	more	reserves	than	required	and	there's	substantial	currency	leakage,	the
money	multiplier	could	fall	below	1,	meaning	an	increase	in	the	monetary	base	would	result	in	a	smaller	increase	in	the	money	supply.Why	did	quantitative	easing	not	lead	to	inflation	despite	large	increases	in	the	monetary	base?QE	greatly	increased	bank	reserves,	but	the	money	multiplier	effect	was	limited	because	banks	held	excess	reserves	rather
than	lending	proportionally	more.	Additionally,	increased	demand	for	safe	assets	and	deleveraging	by	households	and	businesses	reduced	the	velocity	of	money.How	do	negative	interest	rates	affect	the	money	multiplier?Negative	interest	rates	on	excess	reserves	may	discourage	banks	from	holding	reserves	beyond	requirements,	potentially



increasing	lending	and	the	money	multiplier.	However,	if	banks	cannot	pass	negative	rates	to	depositors,	their	profitability	may	suffer,	potentially	constraining	lending	despite	the	incentive	to	reduce	reserves.Does	the	money	multiplier	apply	to	all	forms	of	money?The	traditional	money	multiplier	primarily	applies	to	bank	deposits	created	through
lending.	It	does	not	directly	apply	to	other	financial	assets	that	might	be	considered	part	of	broader	money	supply	measures,	such	as	money	market	funds	or	certain	securities.How	do	capital	requirements	affect	the	money	multiplier?While	the	money	multiplier	focuses	on	reserve	requirements,	capital	requirements	(requiring	banks	to	fund	a	portion
of	their	assets	with	shareholder	equity)	can	constrain	lending	even	when	reserves	are	abundant.	This	effectively	creates	another	limiting	factor	on	the	money	multiplier.The	money	multiplier	in	different	economic	conditionsThe	effectiveness	of	the	money	multiplier	varies	significantly	across	economic	environments:During	economic	expansionIn
growing	economies	with	strong	loan	demand	and	bank	confidence,	the	actual	money	multiplier	tends	to	approach	its	theoretical	maximum	as	banks	lend	aggressively	and	hold	minimal	excess	reserves.During	recessions	and	financial	crisesEconomic	downturns	typically	see	a	decreased	multiplier	effect	as:Banks	become	more	cautious	and	increase
excess	reservesLoan	demand	weakens	as	businesses	and	consumers	reduce	borrowingRisk	perception	increases,	leading	to	tighter	lending	standardsHouseholds	may	increase	cash	holdings	(currency	leakage)In	high-inflation	environmentsWhen	inflation	is	high,	the	velocity	of	money	often	increases	as	people	spend	quickly	to	avoid	losing	purchasing
power.	While	not	directly	affecting	the	money	multiplier	calculation,	this	can	amplify	the	impact	of	money	creation	on	the	economy.In	deflationary	or	zero	lower	bound	conditionsWhen	interest	rates	approach	zero	or	deflation	threatens,	the	money	multiplier	may	become	less	effective	as	a	policy	tool,	as	increasing	bank	reserves	might	not	stimulate
proportional	lending	increasesa	situation	often	called	a	"liquidity	trap."Money	multiplier	across	different	countriesBanking	systems	and	their	corresponding	money	multipliers	vary	significantly	across	countries:High	reserve	requirement	countriesSome	emerging	economies	maintain	high	reserve	requirements	to	promote	banking	stability.	For
example,	Brazil	has	historically	maintained	reserve	requirements	above	20%,	resulting	in	a	relatively	low	theoretical	money	multiplier.Low	reserve	requirement	countriesMany	developed	economies	have	moved	toward	lower	reserve	requirements	to	increase	banking	efficiency.	The	Eurozone,	for	instance,	maintained	a	1%	reserve	requirement	for
many	years	before	the	COVID-19	pandemic,	theoretically	allowing	for	a	money	multiplier	of	100.Dollarized	economiesCountries	that	use	the	U.S.	dollar	or	have	substantial	dollar-denominated	deposits	face	unique	money	multiplier	dynamics,	as	their	central	banks	cannot	create	dollar	reserves	directly.
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