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Credit Creation by Commercial Banks 

 

A central bank is the primary source of money supply in an economy 
through circulation of currency. 

It ensures currency availability to meet an economy's transaction needs, and 
facilitates various economic activities such as production, distribution , and 
consumption.  

However, for this purpose, the central bank needs to depend upon the 
reserves of commercial banks. These reserves of commercial banks are the 
secondary source of money supply in an economy. The most important 
function of a commercial bank is the creation of credit. 

Therefore, money supplied by commercial banks is called credit money.  

Commercial banks create credit through loans and securities purchases. 
They lend money to individuals and businesses from deposits accepted by 
the public. However, commercial banks can not use the full amount of public 
deposits for lending purposes. They are required to keep a certain amount 
as a reserve with the central bank to meet the cash requirements of the 
depositors. After the required amount of reserves has been maintained, 
commercial banks can lend the remaining portion of public deposits. 

Let us learn the process of credit creation by commercial banks with 
the help of an example. 

 Suppose you deposit Rs. 10,000 in a bank A, which is the primary 
deposit of the bank.  

 The cash reserve requirement of the central bank is 10%. In such a 
case, bank A would keep Rs. 1000 as reserve with the central bank 
and would use remaining Rs. 9000 for lending purposes. 

 The bank lends Rs. 9000 to Mr. X by opening an account in his name, 
known as demand deposit account.  

 However, this is not actually paid out to Mr. X. The bank has issued a 
check-book to Mr. X to withdraw money.  

 Now, Mr. X writes a check of Rs. 9000 in favor of Mr. Y to settle his 
earlier debts. 
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 The check is now deposited by Mr. Y in bank B. Suppose the cash 
reserve requirement of the central bank for bank B is 5%. Thus, Rs. 
450 (5% of 9000) will be kept as reserve and the remaining balance, 
which is Rs. 8550, would be used for lending purposes by bank B. 

 

Credit Creation Process   

Bank New/Primary Deposits Demand Deposits Derivative Deposits /Loan 

Bank A 10000 1000 9000 

Bank B 9000 450 8550 

Bank C 8550 855 7695 

Bank N - - - 

Total 50000 10000 40000 

 

Thus, this process of deposits and credit creation continues till the reserves 
with commercial banks reduce to zero. 

 


