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LESSON 15 
 

 

 

 

 

 

 

Introduction:  

This lesson is based on the notes on “Resource 5: Banking and Credit Creation”. 

Instructions 

1. In your Exercise Book, copy the Header and the learning outcome. Make sure that your 

Handwriting is neat and legible. Go through your lesson notes and attempt the Practice 

Exercise in you exercise book.(We will be checking your Exercise Book when you return to 

School) 

 

 

 

 

Read your Lesson notes (resource) and complete the Practice Exercise 15 below 

Resource 15: Banking and Credit Creation 
 
 A  liquid  asset  is  something  that  can  be  quickly  changed  into  cash .  Commercial banks 
are required by the bank of Papua New Guinea to keep a certain proportion of their assets as 
liquid assets.  This  is  sometimes  known  as  the  LGS  ratio  (liquid  assets  and  government 
securities ratio) or liquid asset ratio. 
 
Much of the money that banks accept as customer deposits is lent to other people. After the  
borrowed  money  has  been  spent,  most  of  the  money  returns  to  the  bank  in  the  form  of  
increased  deposits,  therefore  further  increasing  the  banks’  ability  to  lend.  This process of 
making more money available for spending through loans is known as credit creation. 
 
Major Liabilities of Commercial Banks 
The major liabilities of commercial banks are customers’ deposits.  It  is  a  liability  of  
commercial banks because  it  is a  sum  of  money the  commercial banks  owe  to  the  person 
depositing it. This money belongs to the customers who deposit so whatever they demand, it 
shall be paid to them.  
 
Major Assets of Commercial Banks 
These include loans and advances to customers, reserve assets, landing, buildings and office 
equipment. 
 
 
 

Subject: Grade 12 Economics 

Term 1 

Week 8 Lesson Number: 15 

Date: ___/____/2021 

Topic: Money & Banking 

Sub Topic: Banking & Credit Creation 

Learning outcomes: At the end of this lesson, you should be able to: 

1. illustrate  how  banks  create  money  out  of  initial deposit 
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Reserve Assets 
Reserve  assets  consist  of  liquid  assets  and  government  securities  (LGS)  and  Statutory  
Reserve Deposits (SRD). In PNG SRD is known as Special Deposit.  Reserve assets refer to 
any assets that banks are required to keep against their deposit liabilities. 
 
Liquidity 
It is a measure of how quickly an asset could be changed into cash. The most liquid asset is 
cash. 
 
Liquid Assets of Commercial Banks 
These  include  cash  in  hand  or  in  branches,  money  deposited  with  the  central  bank  in  
the exchange settlement account and a variety of government securities. 
 
Liquid Assets Ratio 
Liquid  assets  and  government  securities  ratio  is  the  ratio  of  LGS  to  the  total  deposits  of 
trading banks (or commercial banks). 
 
Reserve Asset Ratio 
It is the ratio of LGS and SRD to total deposits. 
The need for (reason to keep) liquid assets: 

i. In order to meet customers demand for withdrawals. 
ii. As an instrument of monetary policy to control money supply. 

 
Credit Creation 
Credit  creation  is a  process  by which  an  initial  increase  in  the  value  of bank  deposits 
may lead to an even larger increase (or multiplied effect) in the money supply.  
 
Credit  
Credit is money which is made available for spending through loans. 
 
The Multiplier 
A multiplier effect is the process by which an initial change in something will later lead to an 
even larger (multiplier) change in others. One example of a multiplier effect is in relation to credit 
creation. That is, an initial increase in bank deposit will lead to a much greater increase in the 
total money supply. 
 
Bank Credit Multiplier 
It is the reciprocal of the LGS ratio, for example, LGS ratio is 10%, the credit multiplier is 
100divided by 10 equals to 10, (100 ÷ 10 = 10). 
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Practice Exercise 15 

Read Resource 15 on “Banking and Credit Creation” and answer the questions. Copy the 

Questions first and then answer the Question in complete sentences. 

 

1. A banking system is in equilibrium with an initial deposit of K500m, liquid assets of K100m 

and loans and advances of K400m 

a. Draw an initial balance sheet to represent the above information. 

b. Calculate the liquid asset ratio (LGS) using the data provided in the above balance sheet.  

c. Calculate the bank credit multiplier.  

 


