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Cash Reserve Ratio (CRR)

– By Prof. Simply Simple



❑ It is a bank regulation that sets the minimum reserves each 

bank must hold by way of customer deposits and notes

❑ These deposits are designed to satisfy cash withdrawal 

demands of customers

❑ Deposits are normally in the form of currency stored in a 

bank vault or with the central bank like the RBI

❑ CRR is also called the Liquidity Ratio as it seeks to control 

money supply in the economy
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Effects on money supply…
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❑ CRR is used as a tool in monetary policy, influencing the 

country’s economy, borrowing and interest rates

❑ CRR works like brakes on the economy’s money supply

❑ CRR requirements affect the potential of the banking system to 

create higher or lower money supply

❑ Let us now understand how CRR requirements affects the 

potential of banks to ‘create’ higher or lower money supply



CRR and liquidity…
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❑ For e.g. say…the CRR is pegged by RBI at 10%. if a bank receives

Rs. 100 as deposit, then they can lend Rs. 90 as a loan and will 

have to keep the balance Rs. 10 in customer’s deposit account

❑ Now, the borrower who has received Rs. 90 as a loan will deposit 

the same in his bank

❑ The borrower’s bank will now lend out Rs. 81 (Rs. 90 X 90%) and 

keep Rs. 9 in his deposit account

❑ As this process continues, the banking system can expand

the initial deposit of Rs.100 into a maximum of Rs. 1000

(Rs. 100 + Rs. 90 + Rs. 81….=Rs. 1000)



Similarly…
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❑ For e.g. say…the CRR is pegged by RBI at 20%. if a bank receives 

Rs. 100 as deposit, then they can lend Rs. 80 as a loan and will 

have to keep the balance Rs. 20 in customer’s deposit account

❑ Now, the borrower who has received Rs. 80 as a loan will deposit 

the same in his bank

❑ The borrower’s bank will now lend out Rs. 64 (Rs. 80 X 80%) and 

keep Rs. 16 in his deposit account

❑ As this process continues, the banking system can expand the 

initial deposit of Rs.100 into a maximum of Rs. 500

(Rs. 100 + Rs. 80 + Rs. 64….=Rs. 500)



So…
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❑ The higher the cash reserve (CRR) required, the lower the money 

available for lending

❑ Every time the borrowed money comes into a deposit account of a 

customer, the bank has to compulsorily keep a part of it as 

reserves

❑ This reduces credit expansion by controlling the amount of money 

that goes out by way of loans

❑ This directly affects money creation process and in turn affects 

the economic activity

❑ Hence central banks in the world increase the requirement of cash 

reserves whenever they feel the need to control money supply



To sum it up…
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❑ CRR is increased to bring down inflation which happens due to 

excessive spending power

❑ Spending power is augmented by loans - if money that goes out 

as loans is controlled, inflation can be tamed to some extent

❑ Conversely, if the government wants to stimulate higher 

economic activity and encourage higher spending to achieve 

economic growth, they will lower CRR

❑ A lower CRR allows the bank to lend more money and will fuel 

consumption and spending

❑ Thus…banks indirectly enjoy the power to create more money



Hope you have now understood

the concept of Cash Reserve Ratio.

CASH RESERVE RATIO



Thinking of Investment 

Contact 



DISCLAIMER

The views expressed in this lesson are for information purposes only and do not construe

to be any investment, legal or taxation advice. The lesson is a conceptual representation

and may not include several nuances that are associated and vital. The purpose of this

lesson is to clarify the basics of the concept so that readers at large can relate and

thereby take more interest in the product / concept. In a nutshell, Professor Simply Simple

lessons should be seen from the perspective of it being a primer on financial concepts.

The contents are topical in nature and held true at the time of creation of the lesson. This

is not indicative of future market trends, nor is vEcoSys IMF Pvt. Ltd. attempting to predict

the same. Reprinting any part of this material will be at your own risk. vEcoSys IMF Pvt.

Ltd. will not be liable for the consequences of such action.

Mutual Fund investments are subject to market risks,

read all scheme related documents carefully.


