
It is well enough that the people of the nation do 

not understand our banking and money system, 

for if they did, I believe there would be a 

revolution before tomorrow morning. 

Henry Ford 



Required reserves are the minimum amount of 

reserves a bank is required to hold by government 

regulation. The required reserves are equal to the 

required reserve ratio times the transaction deposits. 

 

Required reserves  =  

Required reserve ratio  x  

Transaction deposits 
 



 A minimum reserve requirement directly limits 

deposit-creation possibilities. 

 Whatever amount you have to hold back (reserve) is 

unavailable for loans. 

 The current requirements are shown below. 

Liability Type 
% of Liabilities 

Required 
Effective 

Net Transaction Accounts 

$0 to $14.5 million 0% 1-22-15 

More than $14.5 million to $103.6 million  3% 1-22-15 

More than $103.6 million  10% 1-22-15 

Non-Personal Time Deposits  0% 12-27-90 



The ability of banks to make loans depends 

on access to excess reserves.  

Example: If a bank is required to hold 

$20 in reserves but has $100 currently, 

it can lend out the $80 excess. 



Excess reserves are bank reserves in excess 

of required reserves. 

 

Excess reserves =  

Total reserves –  

Required reserves 



Excess reserves are reserves a bank is not 

required to hold. 

As long as a bank has excess reserves, it 

can make loans. 



The creation of transaction deposits via 

new loans is the same thing as creating 

money. 

As the excess reserves are loaned out 

again, more deposits are created and thus 

more money is created. 



Assets Liabilities 

University Bank 

Required   

Reserves $20 

Excess   

Reserves $80 

Your 

account    $100 

 

Total Assets 

   $100 

Total Liabilities 

    $100 

Assets Liabilities 

College Savings 

Total Assets Total Liabilities 



Assets Liabilities 

University Bank 

Required   

Reserves $36 

Excess   

Reserves $64 

Loans $80 

Your 

account    $100 

Campus Radio 

account   $80 

 

Total Assets 

   $180 

Total Liabilities 

    $180 

Assets Liabilities 

College Savings 

Total Assets Total Liabilities 



Assets Liabilities 

University Bank 

Required   

Reserves $20 

Excess   

Reserves   $0 

Loans $80 

Your 

account    $100 

Campus Radio 

account     $0 

 

Total Assets 

   $100 

Total Liabilities 

    $100 

Assets Liabilities 

College Savings 

Total Assets 

$80 

Total Liabilities 

$80 

Required   

Reserves   $16 

Excess 

Reserves   $64  

Atlas  

Antenna 

account      $80 



Assets Liabilities 

University Bank 

Required   

Reserves $20 

Excess   

Reserves   $0 

Loans $80 

Your 

account    $100 

Campus Radio 

account     $0 

 

Total Assets 

   $100 

Total Liabilities 

    $100 

Assets Liabilities 

College Savings 

Total Assets 

$144 

Total Liabilities 

$144 

Required   

Reserves   $29 

Excess 

Reserves   $51 

Loans   $64 

Atlas  

Antenna 

account      $80 

Herman’s 

Hardware 

account      $64 





 In a multi-bank system, deposits created 

by one bank invariably end up as reserves 

in another bank. 

This process can theoretically continue 

until all banks have zero excess reserves 

(no more loans can be made). 



The money multiplier (more correctly 

called the deposit multiplier) is the number 

of deposit (loan) dollars that the banking 

system can create from $1 of excess 

reserves (assuming it is loaned). 



Required reserves represent leakage from 

the flow of money, since they cannot be 

used to create new loans. 

Excess reserve can be used for new loans. 



The money supply can be increased through 

the process of deposit creation to this limit: 

Potential deposit creation  =  

Excess reserves of banking system  x  

Money multiplier 





...the average number of times a dollar is 

spent to buy final goods and services in a year 

Formula: M x V = P x Q  



...theory that predicts that changes in the 

price level will be strictly proportional to 

changes in the money supply 

Found using equation M x V = P x Q 



Each bank may lend an amount equal to its 

excess reserves and no more. 

The banking system can increase the 

volume of loans by the amount of excess 

reserves multiplied by the money 

multiplier. 



Original deposit = $  100.00 

Bank A loans: = $    80.00 [=0.8 x $100.00] 

Bank B loans = $    64.00 [=0.8 x $80.00] 

Bank C loans = $    51.20 [=0.8 x $64.00] 

      

      

      

Total money supply = $  500.00 
 

 



Consumer saving is a leakage. 

A substantial portion of consumer saving is 

deposited in banks. 

Bank deposits can be used to make loans, 

which returns purchasing power to the 

circular flow. 



 Banks perform two essential functions for the 

macro economy: 

 Banks transfer money from savers to spenders 

by lending funds (reserves) held on deposit. 

 The banking system creates additional money 

by making loans in excess of total reserves. 

When doing so, banks help maintain any desired 

rate of aggregate demand. 
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 Two views of banking 

 Federalists believed the country needed a strong 

central government to establish economic and social 

order.  

 Alexander Hamilton was in favor of a national bank 

which could issue a single currency, handle federal 

funds and monitor other banks.  

 Antifederalists were against a strong central 

government and favored leaving powers in the hands 

of the states. 

 Thomas Jefferson opposed the creation of a national 

bank and instead favored banks created and 

monitored by individual states.  



 The First Bank of the United States 

 The First Bank of the United States was 

created in 1791.  The bank held tax revenues, 

helped collect taxes, issued representative 

money and monitored state-chartered banks.  

 Chaos in American Banking 

 The First Bank lost support and its charter 

expired in 1811.  Different, state-chartered 

banks began issuing different currencies. 



 The Second Bank of the United States 

 The Second Bank was created in 1816 and was 

responsible for restoring stability in banking. 

 The Free Banking Era 

 The Second Bank’s charter was not renewed in 

1832 and another period dominated by state-

chartered banks began.  



The National Banking Acts of 1863 and 1864 

gave the federal government the power to: 

Charter banks 

Require banks to hold adequate 

reserves of silver and gold 

 Issue a single national currency 



In 1900, the nation shifted to the gold 

standard, a monetary system in which paper 

money and coins are equal to the value of a 

certain amount of gold.  The gold standard had 

two advantages: 

 It set a definite value on the dollar. 

 The government could only issue currency 

if it had gold in its treasury to back its 

notes.  



The Federal Reserve Act of 1913 created the 

Federal Reserve System.  The Federal 

Reserve System served as the nation’s first 

true central bank. 

 



 In the past, “runs” of depositors rushing to 

withdraw their funds have created panics. 

Banks closed, wiping out customer 

deposits, curtailing lending and often 

pushing the economy into recession. 

 In the early part of the Great Depression 

(1930-1933), 9,000 banks failed. 



The FDIC and FSLIC were created by 

Congress in 1933-34, to ensure depositors 

that their money would be safe -- thus 

eliminating the motivation for deposit runs. 

The nation also abandoned the gold 

standard. 



 The economic conditions in the 1970s saw 

many S&Ls stuck earning money on low-

interest, long-term loans (mortgages etc.) 

while having to pay out short-term high-

interest fees to their customers.  

 Competition from new financial institutions 

(e.g. money-market mutual funds) enticed 

deposits away from S&Ls. 

 Consequently, many S&Ls failed. 



S&L failures cost the federal government 

billions – over $60 billion in 1992 alone – as 

the FSLIC and FDIC paid off depositors. 

The Financial Institutions Reform, 

Recovery and Enforcement Act of 1989 

(FIRREA) abolished the FSLIC and 

transferred the responsibility for savings 

and loan deposit insurance to the FDIC.  



The Troubled Asset Relief Program (TARP) 

was a program of the US government to 

purchase assets and equity from financial 

institutions to strengthen the financial 

sector. It was signed into law by George W. 

Bush on October 3, 2008 and was a 

component of the government's measures to 

address the subprime mortgage crisis. 



The End 


