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means financial investment-that is, the pro- 
cess of taking funds and "investing" them in 
stocks, bonds, or the like. Sometimes it also 
means "investing" in real assets, like houses7 as 
when you buy a new or used house. Each usage 
is justified by the dictionary, but it is important 
to remember that in the national income ac- 
counts of economics, harking back to Chapter 
the term investment is defined specifically to 
mean r ed  investment in currently produced 
capital goods-factories, machinery, housing, 
and the Eke. Thus, if you buy a government 
bond, this is often considered investment in the 
newspapers and everyday conversation, but it is 
not investment as the economist defines the 
term, In economics, if I use my savings to build 
a new house7 that's real investment. But if I buy 
General Motors stock7 that's only a financial 
transfer, which passes my savings on to the man 
who sells me the stock7 or to General Motors if 
it's new stock issue. The question then is: What 
does that man, or General Motors, do with the 
funds? Only when the funds go on into real 
investment in newly produced capital goods or 
housing is there investment in the economic 
sense of the term. 

The Supply of Currency 
(Go vernmenf-issued Money) 

Most financial intermediaries take savers' 
funds and channel them on toward investment 
without increasing or decreasing the stock of 
money. But the commercial banks, unlike 
others, may actually increase or decrease the 
stock of money as they make and collect on 
loans and investments. In fact, the supply of 
money in ow society depends largely on the 
lending activities of the commercial banks, 
Most of the rest of Part A of this chapter, there- 
fore, is devoted to an analysis of the way com- 
mercial banks operate, and the way they may 
increase the nation's money stock through their 
lending activities. 

But first, a brief section on the forces govern- 
ing the supply of cwrency-ovement-issued 
coins and paper money. Currency makes up 
only about one-fifth of our money supply, and it 

is used prbarily to finance small transactions. 
As a practical matter, whenever you have a 
bank deposit account, you can readily get cur- 
rency, merely by writing a check on your ac- 
count. Indeed, this is the way currency is 
placed in the hands of the public, Although it is 
formally issued by the government (mainly the 
Federal Reserve Banks, to be explained pres- 
ently), new currency is made available to the 
general public through providing it to the 
banks, which in turn pay it out to depositors on 
demand. In essence, the Federal Reserve d- 
ways stands ready to print up enough.currency 
to permit the public to get currency in ex- 
change for any deposits it has. 

Currency is comprised of Federal Resene 
notes (paper money) and coins. Federal Resene 
notes totaled $47 billion and coins $7 billion on 
January 1, 1970.2 Note that paper money is 
nearly 90 percent of the total. 

What Determines the Amount of Cutrency 
in Circvlation? 

M a t  determines the moun t  of currency 
outstanding? The answer is, to repeat, the Fed- 
eral Reserve always prints up enough money to 
give bank depositors all they want in exchange 
for their deposits. Thus, it is the stock of bank 
deposib that basically determines the size of 
the nation's money stock. Once the public has 
deposits, it can obtain more currency at will. If 
for some reason the public has more currency 
than it wants to hold, it simply puts the cur- 
rency back in the bank and receives a deposit 
in exchange. 

Thus, basically, it is the public's demand for 
currency that determines how many coins are 
minted and how much paper money is printed 
Remember, though, that although many people 
think of currency as the main form of money7 in 
fact it plays a minor role in our monetary sys- 
tem. People ordinarily keep about one-fifth of 
their total money holdings in the form of cur- 
rency, and about four-fifths in demand deposits, 
Although this ratio varies &om time to time, as 
a generd rule the monetary authorities can pre- 

&This total includes $7 billion of currency held in bank 
vaults, which was not included in Table 12-1. 
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diet that if households and businesses receive 
$100 of additional deposits, they will withdraw 
about $20 of it in the form of new currency. 

The Suppfy of Bank Money: 
Checking Deposits 

Commercial Banks and the "Creation" 
of Deposits 

Currency is government money issued di- 
rectly by the Treasury and the Federal Reserve. 
But the great bulk of our money is not issued by 
the government at all. Rather, it is provided by 
the commercial banks in their day-to-day busi- 
ness of making loans and  investment^."^ The 
distinguishing feature of modem commercial 
banking is its ability, through making loans and 
investments, to "monetize" the debts of others, 
and thereby in effect to create demand deposits 
(checking accounts) which serve as money. 

Thus, the commercial banks (that is, the banks 
we all know and deal with) in good times gener- 
ally lend out more than customers have previ- 
ously deposited. In bad times, they may insist 
on repayment of the same loans, wiping out the 
deposits created when the loans were made. 
Far from being a passive link in the savings- 
investment process, commercial banks may 
drastically affect the flow of funds from savers 
into real investment. 

'When banks make "investments," these are financial in- 
vestments in government bonds or other securities. Banks 
make very few direct real investments. 

To understand this rather startling statement 
that commercial banks "create" checking 
deposits, you need to know something about 
how a commercial bank works. The easiest way 
to get this picture is to look at a simplified bal- 
ance sheet of a bank, and then to trace through 
a few transactions. This will give you an under- 
standing of the nature of deposits and how they 
get created. 

The Bank's Balance Sheet 

Banks, like other business institutions, keep a 
running financial record of what they own and 
what they owe to other people. What they own 
and what is owed to them are their "assets." 
What they owe to other people are their "liabili- 
ties." The difference between the two is the 
"net worth" of the business to its owners, the 
stockholders. When these three main categories 
are put together in one statement, they are 
called a "balance sheet." 

A typical bank balance sheet looks like the 
one below, except that we have omitted a lot of 
minor items to make the essential categories 
stand out. 

What this balance sheet says is that on June 
30, 1971, the bank owned cash of $400,000, 
bonds valued at $800,000, and a building and 
fixtures valued at $50,000. In addition, it had 
loaned out $400,000 to customers, who owed 
the money back to the bank. These are its as- 
sets. 

Offsetting these assets, the bank had deposits 
of $1,500,000, partly demand and partly time 

Cosh $ 400,000 1 1  Demand deposits $ 900,000 
Bonds 800.000 '1 Savings doposits 600,000 
Loans outstanding 400,000 I Net worth 150,000 
Building and fixtures 50,000 

$1,650,000 I $1,650,000 
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deposits. These deposits are liabilities, because 
they are sums the bank promises to pay to the 
depositors on demand or on due notice. 

The difference between the assets and liabili- 
ties is $150,000, which is the estimated net 
worth of the bank. Part of this net worth was 
originally paid in by the stockholders as "capi- 
tal" when they bought stock to start the bank. 
The rest is "surplus and undivided profits," 
which are mainly the profits made by the bank 
and not paid out to the owners. This breakdown 
of net worth is not shown on our simplified bal- 
ance sheet. 

Potential Creation of Credit 
by an Individual Bank 

If we make some highly simplified assump- 
tions, the basic operations of the Victory bank 
are laid bare. Assume for the moment that: (1) 
the bank is on an isolated island where there are 
no other banks and no communication with 
other countries; (2) all payments on the island 
are made by bank check, and no currency is 
used by the public (the "cash" item on the bal- 
ance sheet may, for example, be gold); and (3) 
there are no laws to control the volume of loans 
the bank can make. 

Suppose now that you, a substantial business- 
man on the island, go to the banker and ask to 
borrow $1,000. Your credit is good, and he 
agrees to make the loan. What happens to the 
bank's balance sheet? 

On the assets side "Loans Outstanding" go 
up $1,000, and on the liabilities side "Demand 
Deposits'' go up the same amount. Remember 
that all payments are made by check, so you will 
simply take your loan as an addition to your 
checking deposit at the bank. Instead of giving 
you currency, the banker gives you a checking 
account. The balance sheet still balances, as it 
always must. But now there is $1,000 more 
spendable money (checking deposits) in exis- 
tence merely as a result of the bank's making a 
loan to you. There is no change at all in the 
amount of "cash" in existence. The bank has 
taken your promise to pay (which could not 
serve as money) and has given you its promise 

to pay on the order of your check (which is 
widely acceptable money). I t  has "monetized" 
your debt.4 

This result is shown readily by a simplified 
bank balance sheet (sometimes called a T- 
account), listing only the changes that take 
place in this transaction. It shows that loans 
have increased $1,000 on the assets side and 
that deposits have increased $1,000 on the 
liabilities side of the balance sheet. 

Loans +$1,000 ',! Deposits +$l,OOO 

Chances are you've borrowed the money be- 
cause you want to spend it. What happens when 
you do spend it? Say you buy some machinery 
from John Jones, and write him a check for 
$1,000. When Jones presents the check at the 
bank for payment, $1,000 is taken out of your 
account and put in his. Since all payments are 
made by check, he will not want any currency; 
he merely wants the $1,000 in his checking ac- 
count so he can spend it when he likes. The new 
$1,000 of checking deposits has been spent 
once and is now available for Jones to spend 
again. 

A few days later, Jones buys a new roof f o  his 
house, and pays for it with the $1,000. Then the 
$1,000 is transferred again, from Jones's ac- 
count to the roofer's account. Now the $1,000 
has financed $2,000 of transactions, and the 
money is as ready for spending again as if the 
bank had printed up a thousand one-dollar bills 
and lent them to you. Obviously the new 
deposit can be spent over and over as long as it 
is in existence. 

In the meantime, what has been happening 
on the bank's balance sheet? Nothing. The 

'Banks ordinarily deduct interest on loans in advance. 
Thus the bank would give you perhaps $970 and keep the 
other $30 for interest; you would repay the full $1,000. This 
process of deducting interest in advance is called "dis- 
count" rather than charging "interest." Suppose for sim- 
plicity, however, that the bank gives you the full $1,000. 
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$1,000 checking deposit has been moving from 
one account to another, but the overall totals on 
the balance sheet remain unchanged. The addi- 
tional deposit was created by the loan to you. It 
remains outstanding until the loan is paid off, 
and may be spent (transferred) any number of 
times in the meantime. 

Some day your loan will come due. If you're 
a sound businessman, you will have built up 
your own checking account in preparation for 
the day by holding on to receipts you get from 
your customers. On the due date, you go in to 
see the banker and write him a check for $1,000 
on your own account. He returns your promis- 
sory note to you, and the loan is paid off. But 
look at what this does to the bank's balance 
sheet. 

Loans are down by $1,000, since the loan to 
you is paid off. And deposits are down by 
$1,000, since you have written a $1,000 check 
against your account payable to the bank, and 
this check is not transferred to any other 
depositor. Repayment of the loan just reverses 
the original entries that were made when you 
borrowed the money. The loan was made by 
giving you a deposit account to write checks on. 
Repayment of the loan wipes out that checking 
account, and at the same time wipes out your 
debt to the bank. The whole transaction has 
been perfectly businesslike. It has thousands of 
counterparts every day in the United States. 
Yet, in effect, the bank has acted like a little 
mint, monetizing your debt and creating the 
checking deposit it lends you, and wiping the 
deposit out when you repay the loan. 

Look at the T-account now. It still shows the 
+ $1,000 in loans and deposits from the initial 
loan. But now we add a - $1,000 for both depos- 
its and loans. The balance sheet is back to its 
original position, but the economy had an extra 
$1,000 of money while the loan was outstand- 
ing. 

I 
Loans +$1,000 11  Deposits +$I  ,000 

- 1,000 .I - 1,000 
! I  

How many other loans can the banker make 
simultaneously? Obviously, there is no reason 
why he has to stop with you. Since the public 
does all its business by check, and since there is 
no other bank on the island, he need not worry 
about currency withdrawals or loss of deposits 
to another bank. It is hard to see what will put 
a ceiling on the volume of loans the banker can 
extend. And he could just as well extend credit 
by buying bonds. Suppose that instead of lend- 
ing $1,000 to you he buys a new $1,000 bond 
issued by the island government. The bank en- 
ters a $1,000 checking account for the govern- 
ment, which the government can spend when 
it pleases. The checking deposit is created in 
exactly the same way, and it stays in existence 
(however often it is spent) until the bank is re- 
paid for the bond. Since the bank collects inter- 
est on every loan or investment made, this looks 
like a very good thing indeed for the banker and 
his stockholders. 

But it all sounds a little like never-never land. 
You probably suspect there's a catch in it some 
place. If people could draw out currency, you 
say, the banker couldn't go around creating 
money like that just by writing down entries on 
his books. And you'd be right-partly right. We 
need to explore what happens when people can 
withdraw currency. But before you throw out 
this simplified example, remember that about 
80 percent of all transactions in the United 
States today are made by bank check. The ex- 
ample is not far off on that score after all. 

limits to Credit Creation by 
an /ndividual Bank 

Why don't banks keep on expanding their 
loans and earning more interest indefinitely, if 
all they have to do is create new checking ac- 
counts by making entries on their books? Now 
remove the simplifying assumptions of our is- 
land economy, one by one, to get a real-world 
situation like the one that exists in the United 
States today. But still assume there is no Federal 
Reserve to regulate the banks and to provide 
more currency; the amount is fixed. 
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To summarize what we have said so far about 
banks and the supply of money; (1) One func- 
tion of financial institutions is to channel sav- 
ings to borrowers. This activity has no direct 
effect on the volume of money. (2) Commercial 
banks are distinguished from other savings in- 
stitutions in that, as a group, they do not simply 
lend out the money that people have depos- 
ited. They actually "create" money by giving 
borrowers current spending power in exchange 
for future promises to repay the bank. (3) The 
power of an individual con~mercial bank to ex- 
pand credit on its reserves is limited by (a) legal 
reserve requirements, (b) the dangers of cur- 
rency withdrawals by customers, and (c) ad- 
verse clearing balances. 

Credit Creation and Contraction 
by the Banking System 

Any one bank that expands loans when 
other banks are not expanding is checked by 
adverse clearing balances. But when we view 
the banking system as a whole, the limitation 
imposed by adverse clearing balances disap- 
pears. This is because the reserves one bank 
loses another gains. Since the banking system as 
a whole loses no reserves through adverse 
clearing balances, it can create deposits 
through lending up to the multiple permitted 
by the legal reserve-requirement ratio, just as 
could the island bank above. If, for example, 
the legal reserve requirement against deposits is 
20 percent, the banking system can expand 
deposits up to five times its reserves. 

Of course, the banking system faces limita- 
tions from the withdrawal of currency by 
depositors and from increases in reserve re- 
quirements; just as did the Victory bank above. 
For currency withdrawals reduce the volume of 
total reserves in the banking system. And 
higher legal reserve requirements reduce the 
multiple by which deposits can exceed re- 
serves. But the apparent check of adverse clear- 
ing balances vanishes when we consider all 
banks t ~ g e t h e r . ~  

'Since the Federal Reserve imposes higher legal reserve 
requirements against demand deposits than against savings 

It is easy to see that adverse clearing balances 
don't limit the expansion power of the banking 
system. But since individual banks normally do 
not lend much beyond their excess reserves, the 
banking system normally only gradually ex- 
pands deposits to the legal limit on new re- 
s e r v e ~ . ~  

Sometimes, however, the banking system ex- 
pands credit very rapidly. For example, during 
World War I1 the banking system created $100 
billion of new deposits (money) by purchasing 
new government securities from the U.S. Trea- 
sury. During each "War Loan Drive" the com- 
mercial banks bought billions of dollars of new 
government bonds, and paid for them by giving 
the government demand deposits to spend. In 
a War Loan Drive, for example, the banks 
would buy $10 billion of new government 
bonds and a corresponding $10 billion of new 
deposits would be created in a single day. The 
banks would enter $10 billion of deposits for 
the U.S. government on their books, with a 
matching asset of $10 billion of new bonds they 
had acquired. The government then spent the 
money, and the new deposits became part of 
the money supply for spending and responding. 
Never before had this country seen such mass 
creation of deposits, and never before had the 
process of bank-credit creation been demon- 
strated with such simplicity. 

The money-creation process works in reverse 
too. If one dollar of reserves is the basis for five 
dollars of outstanding bank deposits created by 
loans and investments, the loss of each dollar of 
reserves may force contraction of five dollars in 
deposits. Indeed, if banks are fully "loaned up" 
to their legal required-reserve limit, loss of re- 
serves must cause a contraction of deposits, and 
hence of loans and investments. 

Such a contraction is brought about when 
banks reduce their loans or investments; 
remember the $1,000 reduction in deposits 

deposits, the power of the banking system to expand credit 
depends to some extent on whether the public chooses to 
hold its deposits in demand or saving accounts. 

'For doubters, the appendix to this chapter explains in 
detail how the banking system can expand deposits fivefold 
on new reserves, assuming a 20 percent reserve require- 
ment, even though no individual bank ever lends out more 
than its excess reserves. 
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