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PAPER – 8 : FINANCIAL MANAGEMENT AND ECONOMICS FOR FINANCE

SECTION – A: FINANCIAL MANAGEMENT

Question No.1 is compulsory.

Attempt any four questions out of the remaining five questions.

In case, any candidate answers extra question(s)/ sub-question(s) over and above the required
number, then only the requisite number of questions first answered in the answer book shall be

valued and subsequent extra question(s) answered shall be ignored.

Working notes should form part of the answer

Answer 1.

a. Computation of net profit:
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b.

So, the required dividend pay-out ratio will be = 25%

c.

i. Computation of Earnings Per Share (EPS)
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ii. Computation of Financial Break-even Points

Plan ‘I’ = 0 – Under this plan there is no interest payment, hence the financial break - even
point will be zero.

Plan ‘II’ = ` 9,00,000 - Under  this  plan  there is an  interest  payment  of `9,00,000,
hence the financial break -even point will be `9 lakhs

iii. Computation of Indifference Point between Plan I and Plan II:

Indifference point is a point where EBIT of Plan-I and Plan-II are equal. This can be
calculated by applying the following formula:

d. The possible outcomes of Project x and Project y  are as follows

In pessimistic situation project X will be better as it gives low but positive NPV whereas Project
Y yield highly negative NPV under this situation. In most likely situation both the project will
give same result.  However, in optimistic situation Project Y will be better as it will gives very
high NPV. So, project X is a risk less project as it gives positive NPV in all the situation whereas Y
is a risky project as it will result into negative NPV in pessimistic situation and highly positive
NPV in optimistic situation. So acceptability of project will largely depend on the risk taking
capacity (Risk  seeking/ Risk aversion)  of the  management.

FMEFF TEST PAPER 5 ANSWER

3

ii. Computation of Financial Break-even Points

Plan ‘I’ = 0 – Under this plan there is no interest payment, hence the financial break - even
point will be zero.

Plan ‘II’ = ` 9,00,000 - Under  this  plan  there is an  interest  payment  of `9,00,000,
hence the financial break -even point will be `9 lakhs

iii. Computation of Indifference Point between Plan I and Plan II:

Indifference point is a point where EBIT of Plan-I and Plan-II are equal. This can be
calculated by applying the following formula:

d. The possible outcomes of Project x and Project y  are as follows

In pessimistic situation project X will be better as it gives low but positive NPV whereas Project
Y yield highly negative NPV under this situation. In most likely situation both the project will
give same result.  However, in optimistic situation Project Y will be better as it will gives very
high NPV. So, project X is a risk less project as it gives positive NPV in all the situation whereas Y
is a risky project as it will result into negative NPV in pessimistic situation and highly positive
NPV in optimistic situation. So acceptability of project will largely depend on the risk taking
capacity (Risk  seeking/ Risk aversion)  of the  management.

FMEFF TEST PAPER 5 ANSWER

3

ii. Computation of Financial Break-even Points

Plan ‘I’ = 0 – Under this plan there is no interest payment, hence the financial break - even
point will be zero.

Plan ‘II’ = ` 9,00,000 - Under  this  plan  there is an  interest  payment  of `9,00,000,
hence the financial break -even point will be `9 lakhs

iii. Computation of Indifference Point between Plan I and Plan II:

Indifference point is a point where EBIT of Plan-I and Plan-II are equal. This can be
calculated by applying the following formula:

d. The possible outcomes of Project x and Project y  are as follows

In pessimistic situation project X will be better as it gives low but positive NPV whereas Project
Y yield highly negative NPV under this situation. In most likely situation both the project will
give same result.  However, in optimistic situation Project Y will be better as it will gives very
high NPV. So, project X is a risk less project as it gives positive NPV in all the situation whereas Y
is a risky project as it will result into negative NPV in pessimistic situation and highly positive
NPV in optimistic situation. So acceptability of project will largely depend on the risk taking
capacity (Risk  seeking/ Risk aversion)  of the  management.



FMEFF TEST PAPER 5 ANSWER

4

Answer 2.

Working Notes:

1. Calculation of Collection from Trade Receivables:

2. Calculation of Payment to Trade Payables:

3. Calculation of Variable Overheads and Wages:
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a. Preparation of Cash Budget

b. Calculation of Current Ratio

Answer 3.

Computation of initial cash outlay(COF)
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Calculation of Cash Inflows(CIF):

Computation of PV of CIF
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Answer 4.

i. Computation of Earnings per Share (EPS)

ii. Computation of Financial Break-even Points

Financial Break-even point = Interest + Preference dividend/(1 - tax rate)

Proposal ‘X’ = 0

Proposal ‘Y’ = ` 20,000 (Interest charges)

Proposal ‘Z’ =  Earnings required  for  payment  of  preference  share  dividend

= ` 20,000 ÷ (1- 0.5 Tax Rate) = ` 40,000

iii. Computation of Indifference Point between the plans

Combination of Proposals

a. Indifference point where EBIT of proposal “X” and proposal ‘Y’ is equal
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b. Indifference point where EBIT of proposal ‘X’ and proposal ‘Z’ is equal:

c. Indifference point where EBIT of proposal ‘Y’ and proposal ‘Z’ are equal

There is no indifference point between proposal ‘Y’ and proposal ‘Z’

Analysis: It can be seen that financial proposal ‘Y’ dominates proposal ‘Z’, since the
financial break-even-point of the former is only ` 20,000 but in case of latter, it is ` 40,000.
EPS of plan ‘Y’ is also higher.

Answer 5.

a. Assuming no tax as per MM Approach.

Calculation of Value of Firms ‘A Ltd.’ and ‘B Ltd’ according to MM Hypothesis

Market Value of ‘B Ltd’ [Unlevered(u)]

Total Value of Unlevered Firm (Vu) = [NOI/ke] = 18,00,000/0.18  = ` 1,00,00,000

Ke of Unlevered Firm (given) = 0.18

Ko of Unlevered Firm (Same as above = ke as there is no debt) = 0.18

Market Value of ‘A Ltd’ [Levered Firm (I)]

Total Value of  Levered  Firm (VL)  = Vu  + (Debt× Nil) = ` 1,00,00,000  + (54,00,000  × nil)

= `1,00,00,000
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Computation of Equity Capitalization Rate and
Weighted Average Cost of Capital (WACC)

*Computation of WACC A Ltd

*Kd     = 12% (since there is no tax)

WACC = 18%

b. Assuming 40% taxes  as per MM Approach

Calculation of Value of Firms ‘A Ltd.’ and ‘B Ltd’ according to MM Hypothesis

Market Value of ‘B Ltd’ [Unlevered(u)]

Total Value of unlevered Firm (Vu) = [NOI (1 - t)/ke] = 18,00,000 (1 – 0.40)]  / 0.18

= `60,00,000
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Computation of Equity Capitalization Rate and
Weighted Average Cost of Capital (WACC) of a Ltd

Answer 6.

a. The  finance  functions  are  divided  into  long  term  and  short  term  functions/  decisions:

Long term Finance Function Decisions

i. Investment decisions (I): These decisions relate to the selection of assets in which funds will
be invested by a firm. Funds procured from different sources have to be invested in various
kinds of assets. Long  term  funds  are  used  in  a  project  for various fixed assets and also for
current assets.

ii. Financing decisions (F): These decisions relate to acquiring the optimum finance to meet
financial objectives and seeing that fixed and working capital are effectively managed. The
financial manager needs to possess a good knowledge of the sources of available funds and
their respective costs and needs to ensure that the company has a sound capital structure, i.e.
a proper balance between equity capital and debt.
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iii. Dividend decisions (D): These decisions relate to the determination as to how much and how
frequently cash can be paid out of the profits of an organisation as income for its
owners/shareholders. The  owner of  any  profit-making  organization looks for reward for his
investment in two ways, the  growth of  the capital  invested and the cash paid out as income;
for a sole trader this income would be termed as drawings and for a limited liability company
the term is dividends.

Short- term Finance Decisions/Function

Working capital Management (WCM):  Generally short term decision is reduced to management of
current asset and current liability (i.e., working capital Management).

b. Equivalent Annualized Criterion: This method involves the following steps-

i. Compute NPV using the WACC or discounting rate.

ii. Compute Present Value Annuity Factor (PVAF) of discounting factor used above for the
period of each project.

iii. Divide NPV computed under step (i) by PVAF as computed under step (ii) and compare the
values.

c. Certainty Equivalent (CE)

It is a coefficient used to deal with risk in a capital budgeting context.  It expresses risky  future
cash  flows  in  terms  of  the  certain  cash  flows  which  would  be  considered  by  the decision
maker,  as  their  equivalent.  That  is  the  decision  maker  would  be  indifferent between  the
risky  amount  and  the  (Lower)  riskless  amount  considered  to  be  its equivalent.

It is a guaranteed return that the management would accept rather than accepting a higher but
uncertain return. Calculation of this equivalent involves the following three steps:

Step 1: Remove risks by substituting equivalent certain cash flows in the place of risky cash
flows.  This can be done by multiplying each risky cash flow by the appropriate CE Coefficient.

Step 2: Obtain discounted value of cash flow by applying riskless rate of interest.

Step 3: Apply normal capital budgeting method to calculate NPV by using the firm’s required
rate of return.
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Or

Electronic Cash Management System: Most of the cash management systems now-a- days are
electronically based, since ‘speed’ is the essence of any cash management system.
Electronically, transfer of data as well as funds play a key role in any cash management system.
Various elements in the process of cash management are linked through a satellite. Various
places that are interlinked may be the place where the instrument is collected, the place where
cash is to be transferred in company’s account, the place where the payment is to be
transferred etc.
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SECTION – B: ECONOMICS FOR FINANCE

Question No. 7 is compulsory.

Answer any three from the rest.

Answer 7.

a. Reserve Money  = Net RBI credit to the Government + RBI credit to the Commercial sector +
RBI’s Claims on banks + RBI’s net Foreign assets + Government’s Currency liabilities to the
public – RBI’s net non - monetary Liabilities.

= 851651 + 262115 + 410315 + 72133 + 185060 -68032

= 1713242 crores

b.

i. Productivity  of labour (output  per labour hour = the volume of output produced  per unit
of labour input)

= output / input of labour hours

ii. A country has an absolute advantage in producing a good over another country if it
requires fewer resources to produce that good. Since one hour of labour time produces
0.5 units of sugar in country X against 0.20 units in country Y, Country X has absolute
advantage  in production of sugar.

iii. Since one hour of  labour  time  produces  0.40  units  of rice in country Y against 0.25 units
in country  X, Country  Y  has absolute advantage  in production of rice.

c. Under a floating rate system, home currency depreciates when its value falls with respect to
the value of another currency or a basket of other currencies i.e there is an increase in the
home  currency price of the foreign  currency. For  example, if the  Rupee  dollar exchange  rate
in the month of January is $1 = ` 70 and ` 72  in  June,  then  the  Indian Rupee  has
depreciated in its value with respect to the US dollar and the value of US dollar has appreciated
in terms of  the Indian Rupee.

On the contrary, home currency appreciates when its value increases with respect to the value
of another currency or a basket of other currencies i.e. there is a decrease in the home
currency price of foreign currency. For example, if the Rupee dollar exchange rate in the
month  of  January  is  $1  = ` 72  and ` 70 in June,  then  the Indian Rupee has appreciated  in

FMEFF TEST PAPER 5 ANSWER

13

SECTION – B: ECONOMICS FOR FINANCE

Question No. 7 is compulsory.

Answer any three from the rest.

Answer 7.

a. Reserve Money  = Net RBI credit to the Government + RBI credit to the Commercial sector +
RBI’s Claims on banks + RBI’s net Foreign assets + Government’s Currency liabilities to the
public – RBI’s net non - monetary Liabilities.

= 851651 + 262115 + 410315 + 72133 + 185060 -68032

= 1713242 crores

b.

i. Productivity  of labour (output  per labour hour = the volume of output produced  per unit
of labour input)

= output / input of labour hours

ii. A country has an absolute advantage in producing a good over another country if it
requires fewer resources to produce that good. Since one hour of labour time produces
0.5 units of sugar in country X against 0.20 units in country Y, Country X has absolute
advantage  in production of sugar.

iii. Since one hour of  labour  time  produces  0.40  units  of rice in country Y against 0.25 units
in country  X, Country  Y  has absolute advantage  in production of rice.

c. Under a floating rate system, home currency depreciates when its value falls with respect to
the value of another currency or a basket of other currencies i.e there is an increase in the
home  currency price of the foreign  currency. For  example, if the  Rupee  dollar exchange  rate
in the month of January is $1 = ` 70 and ` 72  in  June,  then  the  Indian Rupee  has
depreciated in its value with respect to the US dollar and the value of US dollar has appreciated
in terms of  the Indian Rupee.

On the contrary, home currency appreciates when its value increases with respect to the value
of another currency or a basket of other currencies i.e. there is a decrease in the home
currency price of foreign currency. For example, if the Rupee dollar exchange rate in the
month  of  January  is  $1  = ` 72  and ` 70 in June,  then  the Indian Rupee has appreciated  in

FMEFF TEST PAPER 5 ANSWER

13

SECTION – B: ECONOMICS FOR FINANCE

Question No. 7 is compulsory.

Answer any three from the rest.

Answer 7.

a. Reserve Money  = Net RBI credit to the Government + RBI credit to the Commercial sector +
RBI’s Claims on banks + RBI’s net Foreign assets + Government’s Currency liabilities to the
public – RBI’s net non - monetary Liabilities.

= 851651 + 262115 + 410315 + 72133 + 185060 -68032

= 1713242 crores

b.

i. Productivity  of labour (output  per labour hour = the volume of output produced  per unit
of labour input)

= output / input of labour hours

ii. A country has an absolute advantage in producing a good over another country if it
requires fewer resources to produce that good. Since one hour of labour time produces
0.5 units of sugar in country X against 0.20 units in country Y, Country X has absolute
advantage  in production of sugar.

iii. Since one hour of  labour  time  produces  0.40  units  of rice in country Y against 0.25 units
in country  X, Country  Y  has absolute advantage  in production of rice.

c. Under a floating rate system, home currency depreciates when its value falls with respect to
the value of another currency or a basket of other currencies i.e there is an increase in the
home  currency price of the foreign  currency. For  example, if the  Rupee  dollar exchange  rate
in the month of January is $1 = ` 70 and ` 72  in  June,  then  the  Indian Rupee  has
depreciated in its value with respect to the US dollar and the value of US dollar has appreciated
in terms of  the Indian Rupee.

On the contrary, home currency appreciates when its value increases with respect to the value
of another currency or a basket of other currencies i.e. there is a decrease in the home
currency price of foreign currency. For example, if the Rupee dollar exchange rate in the
month  of  January  is  $1  = ` 72  and ` 70 in June,  then  the Indian Rupee has appreciated  in



FMEFF TEST PAPER 5 ANSWER

14

its  value with respect to  the  US  dollar and the value of US  dollar  has depreciated in terms of
the Indian Rupee.

d. Richard Musgrave, in his classic treatise ‘The Theory  of  Public  Finance’ (1959), introduced  the
three branch taxonomy of the role  of  government  in a market  economy. The objective of the
economic system and the role of government is to improve the wellbeing of individuals or
households. According to ‘Musgrave Three-Function Framework', the functions of government
are to be separated into three, namely, resource allocation, (efficiency), income redistribution
(fairness) and macroeconomic stabilization. The allocation and distribution functions are
primarily microeconomic functions, while stabilization is a macroeconomic function. The
allocation function aims to correct the sources of inefficiency in the economic system while the
distribution role ensures that the distribution of wealth and income is fair. The stabilization
branch is to ensure achievement of macroeconomic stability, maintenance of high levels of
employment and price stability.

Answer 8.

a. Gross Value Added at Market Price = Value of Output – Intermediate Consumption

= 1500+ 2700 + 2100- 750-1200-900

= 3450 cr

GNP at market Price

= Gross Value Added at Market Price + Net factor Income from Abroad

= 3450 + (-) 60

= 3390 cr

b.

i. Change in Income ÷ Change in Expenditure = 1- MPC = 1– 0.8 = 0.2

Change in Income × 0.2 = Change in Expenditure = 6 bn

Change in Income = 6 ÷0.2 = 30 bn

Hence the GDP will increase by 30 bn.

ii. The concept of Average propensity to save

Average  Propensity  to Save  (APS)  is  the  ratio  of  total  saving  to  total  income.

Alternatively, it is that part of total income which is saved.
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For example, if saving is ` 20 Crores at national income of ` 100 Crores, then:

APS = S/Y =20/ 100 = 0.20, i.e. 20% of the income is saved. The estimation of APS is
illustrated with the help of the following table:

Answer 9.

a.

i. Reasons for holding money as per Liquidity Preference Theory:

According to Keynes’ Liquidity Preference Theory’, people hold money (M) in cash for
three motives:

(i) The transactions motive: People hold cash for current transactions for personal and
business exchanges i.e. to bridge the time gap between receipt of income and planned
expenditures.

(ii) The precautionary motive: People hold cash to make unanticipated expenditures that
may occur due to unforeseen and unpredictable contingencies.

(iii) The speculative motive: This motive reflects people’s desire to hold cash in order to
be equipped to exploit any attractive investment opportunity requiring cash
expenditure. According to Keynes, people demand to hold money balances to take
advantage of the future changes in the rate of interest, which is the same as future
changes in bond prices.

ii. Government Interventions: For combating the problem of market failure due to
information failure the following interventions are resorted to:

 Government makes it mandatory to have accurate labelling and content disclosures by
producers.

 Public dissemination of information to improve knowledge and subsidizing of initiatives
in that direction.
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 Regulation of advertising and setting of advertising standards to make advertising more
responsible, informative and less persuasive.

A few examples are: SEBI mandates on accurate information disclosure to prospective
buyers of new  stocks, mandatory statutory information, licensing of doctors practicing
medicine, awareness campaigns and funding of organisations to influence public, media and
government attitudes.

b.

i. Under a floating exchange rate system,  the  supply  of  and  demand  for  foreign exchange
in  the  domestic foreign  exchange  market determine the external value of the domestic
currency, or in other words, a country’s nominal exchange rate. Similar to any  standard
market, the exchange market also faces a downward-sloping demand curve and an
upward-sloping supply  curve.

Determination of Nominal Exchange Rate

The equilibrium rate of exchange is determined by the interaction of the supply and
demand for a particular foreign currency.  In the figure above, the demand curve (D$)  and
supply  curve  (S$)  of  dollars  intersect  to  determine  equilibrium  exchange rate eeq with
Qe as the equilibrium quantity  of dollars exchanged.

ii. A quasi-public good or near-public good has many but not all the characteristics of a public
good. These are goods which have an element of non-excludability and non- rivalry.

Quasi public goods are:

i. Not completely non rival. For example, public roads wi-fi networks and public parks do
not get congested so  as  to reduce  the  space  available  for  others when  extra
consumers use them only up to an optimal point. When more people use it beyond
that, the amount others can benefit from these is reduced to some extent, because
there will be increased congestion.
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ii. It is easy to keep people away from quasi public goods by charging a price or fee.  For
example, it is possible to exclude some users by building toll booths to charge for road
usage on congested  routes.  Other examples are education, and health services. It is
easy to keep people away from them by charging a price or fee. However, it is
undesirable to keep people away from such goods because the society would be
better off if more  people consume them. This particular characteristic namely, the
combination of virtually infinite  benefits and  the  ability to charge a price results in
some quasi-public goods being sold through markets  and others  being provided  by
government.

Answer 10.

a.

i. Modes of foreign direct investment (FDI)

Foreign direct investment is defined as the process  whereby  the  resident  of  one country
(i.e. home country) acquires more than 10 percent ownership of an asset in another
country (i.e. the host country) and such movement of  capital  involves ownership,  control
as  well  as  management  of  the  asset in the host country. Various modes are:

(i) Opening of a subsidiary  or associate company in a foreign  country,

(ii) Equity  injection into an overseas  company,

(iii) Acquiring a controlling interest  in an existing  foreign company,

(iv) Mergers and acquisitions (M&A)

(v) Joint venture with a foreign company.

(vi) Green  field  investment  (establishment  of  a  new  overseas  affiliate  for  freshly
starting  production by  a parent company).

ii. The average propensity to consume (APC) is the ratio of consumption expenditures (C) to
disposable income (DI), or APC =C / DI.

The  average  propensity  to  save  (APS)  is  the  ratio  of  savings  to  disposable  income or
APS  =S  / DI

APC= 3000/4000= 0.75.

APS= 1000/4000= 0.25.



FMEFF TEST PAPER 5 ANSWER

18

b.

i. Consumption function expresses the functional relationship between aggregate
consumption expenditure and aggregate disposable income, expressed as:

C = f (Y)

When income is low, consumption expenditures of households will exceed their disposable
income and households dissave i.e. they either borrow money or draw from their past
savings to purchase consumption goods. If the disposable income increases, consumers will
increase their planned expenditures and current consumption expenditures rise, but only by
less than the increase in income. This can be illustrated with the following table and
diagram:

The specific form of consumption function, proposed by Keynes is as follows:

C = a + bY

where C = aggregate consumption expenditure; Y=  total disposable income; a is a constant
term which denotes the (positive) value of consumption at zero level of disposable income;
and the parameter b, the slope of the function, (∆C /∆Y) is the marginal propensity to
consume (MPC) i.e  the increase in consumption per unit increase in disposable income.
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ii. An externality is defined as the uncompensated impact of one person’s production and/or
consumption actions on the well-being of another who is not involved in the activity and
such effects are not reflected directly in market prices. If the impact on the third parties’ is
adverse, it is called a negative externality. If it is beneficial, it is called a positive externality.

When negative externalities are present, the social cost of production or consumption is
greater than the private cost. The benefit of a negative externality goes to the agent
producing it, while the costs are invariably borne by the society at large.

When a positive externality exists, the benefit to the individual or firm is less than the
benefit to the society i.e. the social value of the good exceeds the private value. In both
cases, the outcome is market failure and inefficient allocation of resources.

Answer 11.

a.

i. Objectives of World Trade Organization (WTO):

The WTO aims to facilitate the flow of international trade smoothly, freely, fairly and
predictably for the benefit of all.  The chief objectives of WTO are:

 to set and enforce rules for international trade

 to provide a forum for negotiating and monitoring further trade liberalization

 to resolve trade disputes

 to increase the transparency of decision-making processes

 to cooperate with other major international economic institutions involved in global
economic management and

 to help developing countries to get benefit fully from the global trading system

ii. The GATT lost its relevance by 1980s because:

 It was obsolete to the fast evolving contemporary complex world trade scenario
characterized by emerging globalization

 International investments had expanded substantially

 Intellectual property rights and trade in services were not covered by GATT

 World merchandise trade increased  by leaps and  bounds  and  was beyond its scope

 The ambiguities in the multilateral system could be heavily exploited
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 Efforts at liberalizing agricultural trade were not successful

 There  were  inadequacies in institutional structure and dispute settlement system

 It  was not  a treaty and  therefore terms  of GATT  were binding only  insofar as they are
not incoherent with a nation’s domestic rules

b.

i. Objectives of Fiscal Policy

Fiscal Policy refers to the policy of government related to public revenue and public
expenditure.  The  objectives  of  fiscal  policy  are  derived  from  the  aspirations  and goals of
the society and vary from country to country.  The most common objectives of fiscal policy are:

 Achievement and maintenance of full employment,

 Maintenance of price stability,

 Acceleration of the rate of economic development,

 Equitable distribution of income and wealth,

 Eradication of poverty, and

 Removal of regional imbalances in different parts of the country.

The importance as well as order of priority of these objectives may vary from country to
country and from time to time. For instance, while stability and equality may be the priorities
of developed nations, economic growth, employment and equity may get higher priority in
developing countries. Also, these objectives are not always compatible; for instance the
objective of achieving equitable distribution of income may conflict with the objective of
economic growth and efficiency.

ii. Over the past decades significant transformation are happening in terms of growth as well as
trends of flows and pattern of global trade. The increasing importance of developing countries
has been a salient feature of the shifting global trade patterns. Fundamental changes are
taking place in the way countries associate themselves for International trade and
investments. Trading through regional arrangements which foster  closer  trade  and  economic
relations  is  shaping  the  global  trade landscape  in  an  unprecedented  way.  Trade  barriers
create  obstacles  to trade, reduce  the  prospect  of  market  access,  make  imported  goods
more expensive, increase consumption of domestic goods, protect domestic industries,  and
increase government revenue.

Or
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The Deposit Multiplier and the Money Multiplier

The  money multiplier  denotes  by  ‘how  much  the  money  supply  will  change  for  a given
change in high-powered money’.  The deposit multiplier describes the amount of additional
money created by commercial bank through the process of lending the available money it has
in excess of the central bank's reserve requirements. Though closely related they are not
identical because:

a. Generally banks do not lend out all of their available money, but instead maintain reserves
at a level above the minimum required reserve. In other words, banks keep excess reserves.

b. The public prefers  to  hold  some  cash  and  therefore,  some  of  the  increase  in loans will
not be deposited at the commercial banks, but will be kept cash. This means, that when
new reserves enter the banking system they will not  be multiplied  entirely  by  the  deposit
multiplier into new demand deposits. Some money will leave the banking system in the
form of cash. Therefore, the money supply will be raised by less than the demand deposits.

If  some  portion  of  the  increase  in  high-powered  money  finds  its  way  into currency,
this portion does not undergo multiple deposit expansion. The size of the  money
multiplier  is  reduced  when  funds  are  held  as  cash  rather  than  as demand deposits.


