Macroeconomics 

Instructor: Mark Tomass

Handout # 9

The Multiple Deposit Expansion and the Simple Multiplier
 
   A Monopoly BANK




1.
When I deposit 100 Cash MS=0.  Only the components of MS have changed because money has been converted into DD.

2.
The monopoly bank can lend as much as it wants as long as I do not convert my deposit into cash, and as long as no borrowers demand cash.

A Multi-Banking System
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1.
I deposit 100, RRR = .10 --> the bank keeps $10 in RR and $90 in ER.

2.
Mumbo Bank can now make a loan to Joe Six Pack by $90, and must hold additional RR for the $90 transaction deposit that it created.  Therefore, RR for the loan: 90 x .10 = $9

3a. Joe spends the money by buying few cases of beer from Drunk Inc.  Therefore, DD (Joe's) 
decreases to zero and the bank's RR declines by 9 and ER declines by 81.




3b.  Drunk Inc. deposits the check of $90 at Jumbo Bank.  The increase in Drunk Inc's DD is matched by the decline in Joe's DD.  MS therefore has not changed in step 3.

4.
Jumbo bank makes a loan to Joe Six Pack because Mumbo has told him to go elsewhere (RR for loan = (81 x .10)+9 = 17.1.  Therefore, MS increases  by 81. 


The Total increase in MS = 90 + 81 = 171


The money supply continues to increase until ER is reduced to zero.


The MS therefore increases whenever a loan is made.

5.
Joe spends the money again by buying beer from Winos, Inc.




6.
The same process continues when Winos Inc. deposits the $81 check at Bimbo Bank.

7.
Bimbo Bank then makes a loan of $72.9 to Joe.

The simple deposit Multiplier:

We can find out the potential increase in the amount of deposits in the banking system as a result of my $100 deposit in Mumbo bank by multiplying the initial increase in reserves by the inverse of the required reserve ratio.  100 x (1/0.1) = 1000.
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