
CREDIT CREATION ESSAY

Every credit involves debt, that is obligation to pay money and therefore creates claim. The process of credit creation
begins with banks lending money out of primary deposits. After maintaining the required reserves, the bank can lend the
remaining portion of primary deposit and.

This is used as a measurement for economists trying to quantify the amount of money in circulation. In such a
case, banks may decide to maintain reserves instead of utilizing funds for lending. While paying they issue a
checks against these deposits. Thus, in the previous example, the original reduction of Rs. The lending process
can be summarized as in Table 9. The total volume of credit created by the commercial banks in a multi-bank
system remains same as that in a single bank system. Businesses, on the other hand, have a wide variety of
assets that they need, ranging from factory equipment to expensive computer software and hardware. While
the monetarists presume that velocity is relatively stable, in fact velocity exhibits variability at business-cycle
frequencies, so that the velocity equation is not particularly useful as a short run tool. The point to be noted
and understand is that loans are made by creating a deposit. Convention: Because in principle money is
anything that can be used in settlement of a debt, there are varying measures of money supply. In other words,
the new theory amounts to the fact that bank deposits bear a given relation to the bank reserves and a change
in the reserve base which includes cash plus assets of various types will lead to a multiple change in bank
deposits. Bank credit means bank loans and advances. If the cash reserve ratio is lowered, the bank credit will
increase. M2 is a broader classification of money than M1. In theory the extra demand will then lead to job
creation for the unemployed resources people, machines, land , leading back to full employment more
precisely, back to the natural rate of unemployment, which is basically determined by the amount of
government regulation and is different in different countries. Hence the volume of bank credit will be low
Maliyamkono, and Bagachwa,  Also, the value of the securities must be equal to the amount of the loan.
Limitations of Credit Creation While banks would prefer an unlimited capacity for creating credit to increase
profits, there are many limitations. Demand Deposit 2. Narrow money is the type of money that is more easily
affected by monetary policy whereas broad money is more difficult to affect through monetary policy.
Customers use these loans to make payments. If the borrower, already has an account, he will be allowed an
overdraft to the extent of Rs. We will write a custom essay sample on Credit Creation or any similar topic only
for you Order Now When the customers deposit money with the bank, they are called primary deposits.
Suppose there are three banksâ€” A, B and C from which a depositor has to make his choice for making his
deposit. Conclusion: Assuming that prices do not instantly adjust to equate supply and demand, one f the
principal jobs of central banks is to ensure that aggregate or overall demand matches the potential supply of an
economy. The process of contraction of bank credit is the same as that of expansionâ€”only in the reverse
direction. For example, credit creation would be small when the economy enters into the depression phase.
Economists, on the other hand, assert that bank lending itself creates deposits. However, the bank can create
deposits actively by creating claims against itself in favour of a borrower or of a seller of securities or of
property acquired by the bank. Credit creation or money creation refers to the power of the banks to expand or
contract demand deposits through the process of more loans, advances and investments. Similarly, in the
second case the effects of-money supply will depend on whether the government pays back debts held by the
central bank or debts held by the general public. Credit is created when one party it can be person, group of
people, firm or an institution lends money to another party, the borrowers. With consumer credit becoming
less available, and banks more rigorous in lending to consumers, there has been an increase of payday loans
and short-term lenders representing sub-prime lending bussinesses. The credit is created by lending money in
form of loans to the borrowers. These actively created deposits are derivative deposits, which arise from loans
or securities purchased or primary deposits created. Bankers know that all the currency that depositors
withdraw soon returns to the bank. How to cite this page Choose cite format:. It constitutes the major
component of money supply in the economy commercial banks differs from other financial institutions in this
aspect.


