
UNIVERSITY BUSINESS • EXERCISE SHEET

4.4 Money and banking

Name: Class: Date: Total: 15 marks

KEY WORDS money multiplier • reserve ratio

Objective
Trace deposit creation through bank balance sheets; compute multipliers with and with-
out a cash drain; price the tools’ interlocking; convert nominal to real at the policy
desk.

1 Key knowledge and worked examples

The chain and the leak
Each round lends 1− rd of the new deposit; the limit is 1/rd of the reserve injection.
With a cash drain c: m = (1 + c)/(rd + c). The central bank’s four tools interlock –
a quantity change is a rate decision in other units.

Each round lends 90% of the new deposit
Round 1

Round 2

Round 3

deposits so far 271; the chain runs to 1,000

reserves   +100
deposits  +100
lends        90

reserves    +90
deposits   +90
lends        81

reserves  +81
deposits  +81
lends     72.9

no drain drain 0.30

m = 10.0

m = 3.25

From the same 100 of reserves

Each round lends 90% of the new deposit; the currency leak shortens the chain

Worked example. Aurora’s system
100 of reserves at rd = 0.1: rounds 100/90/81 … → 1,000 of deposits ✓. With c = 0.3:
m = 1.3/0.4 = 3.25 → 325 ✓. A 10 open-market sale drains 32.5 of money ✓.
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2 Practice
2.1 The reserve ratio is 8%. Compute the multiplier with no cash drain, and the deposits
created by a 200 reserve injection. [2]

2.2 Cash drain is now 0.2. Compute the multiplier and the deposits supported by the
same 200 of reserves. [3]

2.3 With m = 4.29 (two decimals), what open-market SALE drains 150 of money? [2]

2.4 The policy rate is 7% and expected inflation is 5%. The ex-ante real rate (two
decimals)? What is it if the rate rises to 9%? [3]

2.5 In two lines: why does the multiplier’s arithmetic limit overstate what banks actually
do? [2]

2.6 True or false with one line each: (a) a bank lends its reserves to borrowers; (b) a
credit card limit is money; (c) the lending facility exists for orderly times. [3]
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