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T1: after the first loan has been extended and spent by the borrower
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T2: after the second loan has been extended and spent by the borrower
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T0: after banks have been established and funded  with central bank 
money but before they have extended any loans
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If the reserve 
requirement ratio is 50%, 

a loan (Loan 1) can be 
made to the value of 50% 

of this deposit, the rest 
being deposited (back) 

with the central bank as 
reserves

A loan (Loan 2) can be made to 
the value of 50% of this deposit 

(pink, above) the rest being 
deposited with the central 

bank as reserves etc (Loan 3, 
Loan 4.....)

Newly created 
wealth = GDP

These deposits belong to 
the person who built the 

windmill for the 
borrower, who can now 

themself spend them. 
They would have 
belonged to the 

borrower before the 
windmill was built, being 
the proceeds of the loan 

extended to him.
.



T3: after the third loan has been extended and spent by the borrower
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T4: after QE (asset buying by central bank) but before banks have extended any new loans 
on the back of newly created QE related deposits
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...the total amount of deposits
reaches a limit equivalent to 

central bank deposits divided by 
the RRR.

The size of the each successive 
loan that can be extended gets 

smaller and smaller until...

With a 50% required reserve ratio, 100 
units of central bank money can 

magically be turned into 100 units of 
loans to consumers and 200 units of 
central bank and consumer deposits, 

thus creating activity i.e. wealth. If the 
reserve ratio was 10% which is closer to 
reality, 100 units of central bank money 

could be turned into 900 units of 
consumer loans (1,000 units of total 
deposits). The ratio of possible total 

central bank and consumer deposits to 
central bank money is called the money 

multiplier and is equal to 1 divided by the 
required reserve ratio (because of huge 
excess reserves - i.e. QE - the Fed on 20 

March 2020 scrapped the required 
reserve ratio thus the money multiplier 

at the moment is an absurd ∞!)

Loans can be made to the 
value of 50% of these deposits 

(light pink) created through 
QE, the rest being deposited 

with the central bank as 
reserves (same as per above 

figures). In other words, QE is 
intended to stimulate lending 

and thus economic activity 
and inflation. Asset buying 
brings  down the price of 

money by supplying more of 
it/reducing supply of long term 

assets such as bonds which 
also increases banks' capacity 
to lend. In theory, over time, 

the QE-related consumer 
deposits get fully "lent out" 

and the central bank is able to 
sell back to consumers the 

assets it bought.

The central banks buys assets 
from consumers. In practice 
the assets would be financial 
assets owned by consumers 
such as bonds and mortgage 

backed securities (MBS).


