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mODUCr10N TO THE COURSE

��:�fi �� �e �R Ø‘ �v�÷ �F �ò �í �ß �R�Ù çW
)and cornmercc have atistted an added m�r �× �E ,

Wh��h raises such pFOblunS as:Balance of PaynheEL�c 1.

b�� �ï "diWuss the functions of money and of

r a vanety:of pposes and acØ[ �� �� ,both mtiom
ls. It coESiders the theory and pFaCtiCe concemd

�E
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This book deals with oncs h MOney,Btt and hCmtiOmlTradeincludediniL w�Y hS
�R �¡ fOF the nird Y�˛ ofthe Underpduam cour"0�œ�¤ by dleŒt�EBoR.Ambedlur Open univesi�Ł �B

1�¡ htt mpics cOv�å the�@�å �� �ƒ ed area of tte suàÛ

"t��

be ttFied�g th�Ñ �� H Year ofthe 3"ªŁ
Der

a fcrnat o designod aS O enable the student to r€ad andunderstand .

thcm without much difficulty: ,Eacq o11it bery,*ith l,$1nop{lt followg! by,Fn objective and has at
ia end assignmcms o the strdentsrcomprehension.

Trre !ryorsity hopes &rt this marcrial will help the studcnt acquainted with the priniipat issues
-.".:gqgq{ng Money, BanHng and tntcnratiOnal Trade,
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BLOCK ttI �R

MONEY
Imp�\ tem�Æ �~ pmining �_  mOney aFe dscISSed h�˚ s b10ck:=vOlution,functiOns and

lmporLre of mOney are JsO dmlt wicho lt�v
sO en31es you�ì leam�¡ Of Value Of money and

ittation and also mlpply Ofmow,                        �L

æm s b10ck cOnsists of�N fOlbwing units:

Un�¡ �]1 : cOncepl ofMOney�] tyeaning and cOmpOnen�� OfMOney Supply     .

vlit�]
2 : Functions and lmpOnane"Money  ’

�E=�� �†�H1�¡ 1�ß .rbyl�� su�Ó m_Index Numm
Unit�] 4: Theories Of valu�v  OfMOne�� FisharcamhidgeandFFiedman

Unit�] 5 : supply of MOney ill lndia

Uni�¡ l lnhtiOnmeOry andlndhn Evidme

�C�¡:��

B R
 A

 O
 U



�¡ ,�u :11111111

1�¡ l�V    l ll�M �¡ �¡ ‘�¡
�E

:

�m�‚

B R
 A

 O
 U



CoD"itS ���� :�I �…
�M

,1�M

�\

�C�E
æk 11�e :�R �q �ˇ

�E

1.1 -

1.2 Bg1fiSygem '-1 r';i :'j' ';'r r' ,i

1�• 1�d �Ó �¡�Œ

1.8
1�¡ 11’

1�B0 AIMS

�Œ�ä
�k

�D�E

�L
�D
�¡

�Œ

��
�‹
�E�‹
�Œ

i�M �¡.,,lf  �]f

:=IIIIttli�¡
i

11,�M 1.1 .�¡ �h::

.::�u ��il i 11:

|’�� :1’�R  1 :

lil�R

�� �i �†�V�¤lliveåK �fl �x:�e ªà�B:
:II�� �¡ 1 1�]   :  : l t, i

�m,lili�] 3 11 �E  �m‘  .:[11 �¡
. :|�L

;�R ) �E :  :,   i  ..li):.

1.1’INTRoDj :|’�� NEEDFOREttCttANGE
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�� Œ�
1�B3~INCONVENIENCE3 0F BARTER SYSTEM

The in�� nvenien�å s Of barter system can"expiained as follows:      .

1�B 3�B l LACK OF DOUBLE COINCIDENCE pF WANTS.�¡�]�A :

�V mble COincittCe Of Wan�m  �E

�� �� �ø
I�V

�V ���Red�u .�Ó tn:�Ł �N�H�v�e �í
=�o

�Q
1�B3.2 LAcK10F COttMON M�ßISVRE OFiV^LUl  �� |.�E �A�Ü   �R

��:3,3 i�M DIVISIBI�µ ITY OF G00DSilI:::II:lill[iliilililillii�~

_

1�B3.4 1)IF’ICULIY iN S’OFII�h
G WEALTH       l

l.3.5 DIFFICUtT�\ IN MAKING DEFERttE,PAYMENTS       i

l�@N�u :�ø �b �¿�M
�¿

Æ��G�–��̇Q�� Tâï �¨ �†
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ystuadon of dre same coin modi ty at differerit times as. thcrc: ib risk of incre{*g or decreasc
of over a time.

m vah��

1.II�� LACK 10F SPlcIALIsATFO�M   :li::�]      |  �E       :
r ih�˙

l�i
�c ::�Ó �� :�Þ abr�� �� �� s�r :�R

å] i�• �R�ò �ø 1�� �� �� �� �˜ æxservices. Ih �l̇e barter,y�b �b a hig�R 1�d rc0 0r,pl

m�� �í �� �Ö �Û� �̂R�£ �v�í �G�V çWçN�Œ� �̨b���æ�¶�í ynT

1�B4 MEANINC OF MONEY    .�~

Mbrrcy as a mediuih of lxrEbrfurge; docs not rcquirc coinciilence of wants.Goodsand servicos can be
exchanged for money and with that'moncy again goods and scrvibes can be purchased. Value of any
commodity or service can easily be measurod in terms of money. There is no necessity to.divide the
goods and fie valuc of lpod can bc paid in term of moncy. Wcalth in the form of money can be stor€d
for any lengih of time. The"proccss of <lcfcned paymsns becomes easy and. the principle of specialisation
can be effectively implementcd. Tr1 with moncy pcoplccan overcome the difl'rculties of berrter.

Tte rqpAring.pnir$eg;bqtuircs,clcar il'various dcfinitions are discussed since there is no
unrfiti$tltittattei'flftfdefihition of moncy among thc cctlnomists. I[ means there is no clarity over the
coxcept. Differcnt qsonomisls hold <liffcrcnt opinions on thc most appropriatc dcfinition o[ money. In
this connection it is proper to quotc Harrod.

physic$ .PryF*+,fgfgj gt1 tEt"...q."qg,!I9: [t,is*.sq-cial'phenomenon, and many of irs currenr fearures
depend on *fiitii$flb dtittt tr't&r6@tbt*"::i'Ihorc arc four schools of thought ovcr the'meanihg of'money. These four schools of thought inctulc both concrctc and abstract mo-ney in rhc definitioi of

, {n rhe raditional-ictiiol, 
!;lumcn, waitci-ry,icr11.tlqyhra.{: Kcyncs and Crourhcr need mentioir.

In sirnple terms, Seligman strcssctl gencrat accg[ruhilityj' Wrtlkcr, Hicfs Ncwly, Ua*U*v fav su,ess of is
functions. But Crciuther clcarty itatcs that 

'"anyrtiing 
rhar is'generally'aiceptaU1.t;';ffi;;

exchmgoi.: Ir implies tlrree immia|tt funcrions. 4* a ,nedlu* of exi'hange, as a measur.s olvalue and as a
store value. .: -: ---: -

Prof. Milton Friedman ancl his lbllowers tlcfinc<t rnqney as "cunency plus urul comrf :ial bankdeposits adjusted". This approach poinred our rhc funsrion <jf ([ore vatuc.

�R

Accorrding ro irs repo4.money. is the toul lmo.gnl of crqdil availabic in rhe'econorny. It takes,awider view of iironey. Aciording ro-rhis thc vctocity df 
"ir.rrriim 

orironcy i- ffii;-11;il;]
d) The Gurlcy &,Shaw vicw :

Gurley and Shaw go a srcp lbrward in .llcscribing a closc -substirutes for money. According t6 rhiscom4gpgial p.,En!1are-the mos-imponant finarlcial i"d1m",ririir..: rn" ortrci iie ;;ingr and roan
ilfoc$te+ like life insurance,comganias, savihgs ban*s, prorirtint runos, governmenr teadinl.;E;cies
elq.

s) Thc Redclitf Commirtcc view :
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The traditional view exclude near.money from. ttn ddiqitipo I&naF t[q orherp qongidered,thosg

asses which possess attributes of satisfying one or more criteiia of identical belnviour in performing thE

functionsofmoney. Thgsmoneyiswhatmoneydoes:'rlGifrcluiles'dufttr'tdylort'ttdtronByhntl-d0mand
deposirn of mrnmercial. banks ryhich dre withdrarpable'on dornatd.

�EFrom�npril,

�c�M�cMl�E=
|:il�E 1�E 1,

�A�uM2

,M��

:(
= " Ml bur does not ,inqlude savi4gq deposits
- . includes net dmq deposil wf rh the- bank. ,

:Yl�u �Õ �o�í �� :liFtt�u :T�£ :�Q�fi�� �o�ô 1�ô �–
dOI�¯ �hitS�E

.�L�E,�� :r 111:

:1�E I11.’ Lri t

�R�C��111:�E |1�î :.:’ill�Ú �~Iji

l�¡  |�] :=.:., ::|: :il_11:�E :;:

; i, :.1 .,,1 ' .,, t,, Lfl-,.: -l:i;i-.t ,i,1...,ii

�\�Æ� ̃hdia‘tiA�˘ �à�Ô� � �̂fl�Ü�vld

:�¡ ti�‚ ::.:|:�} :�E ::

L�¡ �¡=|�] lr T,�u

�e�@

�e
�Œ�•

CLASSIFICAT10NOF MONEY

Money is classitied on the basis of 
-comrnodity 

used t* 9n the basis of liquidity' On the basis of

comrr&ity usbd rhectassification is (ii rractaiffi.Lgv itii iaper''tt6ndy: on thcbasis of liquidlty, 
.

;;;i;'bt claisirito as-ffi.tuui rt;ionev (ii) Near Moncv' ' 'i ' i: f i + 'f ir ' ;j

.,: t.'ii i:.. ' 
'lltll' ''. 

-1" 
'rrr':;'i :" "i''i; l'ri

, Merallic money'is further classificd as' (a) Smndard M<indy'(ti) Token Money l(o)i5uusldjarv,

Money.

b)'( ertiblePaPerMoneY
Xj {il;plp"trta",1"v 'r:: :i'r'i"':ii ''f' : i r"i'ri": : :'t r

riatMoney and ,.r; .,.,i ,r,,.;. r .r ., ,', i';. i:,
e) nant Uoney or Credit MoneY'

Therefoiethbtypes<itmoneycaiibecxplainedasfollows,l ',.',' , , ,"'' ,,,",','.''l,i .i,.,

l. standard Money; It is also known as full-bodied moncy' In the begining gold and silver were '

used. These coins are il"oi "i, *"il;iiil ;;ignt1"a ri"."ess. The'fabe i:itue.of the sandard tfi6ney

ffi;i, thffi ;il;i;; #;ir;';h;: ;;;; i 8ti: ilei rrre tnoian.rup"c mil was madc of 1ilv1'

2.. Token Mpney.. . Ir is made of.inferigr and highgr'filetals srilch"as'coppcr, nictel etc- ltf *.tqL-91. 
.

making smal.terpaym"nr.. 
:ir'it *uiiaiury ro,iiie,ifio*o''nney., Is inrcnsic valuc is less tlian'ttro&lco'''i;r

value. The rrp"e 
"oin'ii'.ii.ulution 

in intlia'i.. tf.", ioin. fi lt is mel*cl' is metal ivill not be sold ;"i"

woilh one ruPee.
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1.6 CHARACTERISTK�lS OF MOINtt I
:' : ':tt::'

The definitions and the classifications of money discussed above hetp us to idenrify the following
characteristics of money.

I.6.T COGNIZABILITY

Cognizability means that the cornmen man in Oe country.must be able to recolnize money eas{l}r.
and quickly. Towards this purpose cunency notes are pri4ted in d,if&tBnt siz.es, colours and with distinct''
designs.

1.6.2 Utr'TLITY & VALUE

It must be accepted in general a.s a mediurir of exchange and this general acceptability occurs only
where the commodity irsed as money is useful,and has value. The value of aty commodity depends upon

utility and scarcity. MeEls are preferrccl to other forms of money. However value can be attributed o
paper also by giving legal protectioir and creadng scarcity.

t.6.3 POR.TABILITY ' 
I

Material used for money shoutd be casili caricd wittr peopte. Metals like gold and'siluer can be

easirycuoiJinsmallquantities.Papcr.Monby'isthemo.sthighlyprtrrbre'

1�B 6�B4 DIVISIBILITv �R11�¡  �E�Al�E    .

= �R�R
�u

 �¡�u

l�B �B3�§ �I:�} f�‚ :i�I �c�à :�H
�w

�` �q�íÆ�1�� L�Ó �� �¸ªdª� i�� 1��
basisofthe w�� gh1 0F cach pi"e.In thCCascolparril�› ,be di�Õ ded by contening itin�_  low VJu��

currencles.

1.6.5 1NDESTRUCTABILITY       �¡  4 �¡::|�� �E �� 11  �M̂�¡
l i:  ,1   = |

�� �ª �H å¢ �T �… �à �� �˘ �Ü �fi �í �a �fl �O �í
|

litde expens,.                                                1                         1

1�B6.6 STABILITY                                  �]
:

�D�üI�x � å̀¥ �R�@�\ � �̆‰�Ñ�â �ü �E�Q�‰��
stabih"�M �¢L           =

1�B 6�B7 HOMOCENEITY .:    1     ,

ittcI�Õ ªJ �� �Dàp�Ò �� i�S �ø
m�q11�B

�g
�V ��old n�V  �V�¶�»

"�—"�_
l.

117~COMPO�J�FNTS OF:YONEI

According to the dcfinitiorts givcn carlicr in this lcsson, the componenlsof money suppiy are

i. CurrcncY with the Public,

iii. Demand deposits of rhe Banks' which cover the cooperative banks also,

iv. Time.deposits of the banks,
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'a

v. '$lnrings deLrosiu of the posr officcs'mCt '"t'' '

vi. 
. 
tiine deposits of die p$t office.

Accodintt�� 1�� �„ �Vw,�� 3mln�Ł tupply�o

�g
|�g o�u  �¡  �]

�� �Ò �¡chequ�e�í �qlttl:�æ �O�í �ßIttk�æ
�A�¡�æ�E.�¡ 1�¡  �]1 1111  .�� t     i��   .            ���M̂

l��
   �E

Accoding to the mOdem�¡ ew":�¿ �˚ ndd�g prOach ttOncy�A up�� �b COnJtt of

�]cOins  i  �L    �]    �¡  ||�¡       |�� �V�c

Cu�\ cyin�� ,   |�A       ,
batsideliland deposits~   i

�g

medeposis�� th banks l

Financial aªk �Ô such aS�g

"�J
Ø¸

post ol�x ce,savings banks

illsl�E I�EirairyandaCh�Ó ge�A1�ä

�» �^ equ�ges ,

K�� pintt tle liq�g

�g

�W!�¨ in v�í
"LhCaggregate moncy supply.

�u
�@
�D�Y

wnh n�s )n_banki�n �E
�u

lhandalintermcdhrts:ikc the unitTruæ¢ ,

RcttrvC Bank�† in�V aiC91,dCr911,�� �â 19W��:aS��
�à

Cunency (C)

Post�R â˜
"saOing lepOgt  

�A 1 ,I
Time deposits Of banks and

�g

11�� �U �x �] �V
�Ü �‚

�¢

"T��
�g

y SLOCk On l descettng OFde�¡ Of the

i.Ml
ilo M2

�Ü io M31&

lyo M4

�]
�� �à

’|I�V
�  �¤�à�§sandt�Ó �A�ø

�g

�„ IInti�� 11�Ó h�æi61ln�g nt�˜ �ä
‘xdu�„

)�E
�E�] |

r?�L �ºJ�y �ô Øfl:�I ;�Q

�|�V���B�¿�µ�q�]�i ��à�s   �E �]
��

F�{ �� �‹ª��Ó�{ tiåS �œ:�É 1:�× �P�� �ºltt�u T�V�VS

�⁄ is�¤

"�˚
l �_ ttct�V i,91�¿

‘Y�V �V �a0,CrSlpry�‰
,��

9 pu�\ ..�L
�m �A l .

M2=O Ml                      :

(�ä SaVings dCpoJ,S�¡ �R P,0.Savtts Binks r , |   �¡ �¡ 11 1

M3,O Ml

1 9�í �ô �Æ�R���ì �d���í �V th�� �] | �¡ �]
1

M4=O Mj      l                           �E

‘�Ł

Œ⁄�{�� �ä �D�'
�BR,Sa,ni�˜ ��

�‘1�¥
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M4M�⁄Ml MbYor

1970�] 71

1978�] 79

1981�] 82

7,321

21,858

24396:

8,311

23,634

27�A237

10p58

39,8671

62:551

.1   ��         �� ,

���¡142.: ,.I:

:,44çq 5�E �¡ �¡��

.69:961.|  :
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RBI Bulletins                                       i :111 1:�R �u �]t.’�u
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Tablc - 2 : Components of Money- $I{,Pol{ (R�Ì .li CroresI�E
1 11�·   :    :

E�É c188 Dec:891�E�E |

Curency witt the public

Demand depOSit with.banks

Tme depostt With banks�E
     1

0ther deposits With RBI

M3
Net bank Creditto Government

Net bank Credit to commercial sectOr

Foreign exchange aSSets

35417

30J8
1:Z�] 2�g�E

418

96,800

1,22,345

4,536

�A4,492,1 ..1

.1,2J91li, .|�A

1!�g �å �M�V.�] �E f

5�g
�]1 �]1�]

1,131693

140,207

3,789    ��

Source: Hindu publiCation, mrch 15,1990,
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Check Your MemorY :

i) which of rhe following is an essential charaitcristic of tnrrcr ecotlomy
-' 

a) goodsexchangedagainstgoocls
6l iimPte and sriooth sYsrcrn

.i lack of civilization

I in.onr"ni"n".

ii) Invention of money is the outcome of
' a) PeoPles reasoning Power

U) tne banting systcm "' ;

c) difficulties of barter
d, noneoftheabove

iii) Vatue of a commodity expressed in terms of

iu) MoneY is

l-
10
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3.�E �‹ �o andhnds
4.Full�p mOmy

1�B8 MODEL ExAMNAT10N QuEST10NS

A) Ancwer the foltowing questlons in 30 tincs crh.
i) -what & ,rou tncan by Barar? Exprain rhe inonvenicnces of Barter?
ii) Defrcmorpy; Wlrase irsctrruetistics?

B) Answcr thc following qucstion in eboot lS lincs each.
l) Whatare rhccomporursof rncrey?' 2) Exdain rhe neod forexchange. .

3) Anqnpr rhe follorring conccpts.
a) High powercd marey
b) M4
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UNIT12::FUNCT10NS AND lMPORTANCE OF
MONEX�].

A.PrimaFy Functtms              .

Bo Scondary Fmctions  i t.�¡
1.:| �¡| �E   �¡|

C.Contingent hnctions  ii�E  :�E  �M  |  |  :

D.Omer Functions              ’  �E �E�E

2.4 Role of Money in Capialist Economy

2.5 Role of Money in Socidist Economy

2.6 RoleofMoneyinMixedEconomY

2.7 Summing Up

2.8 Model Examination Questions
.

210 AIMS AND OBJECTIVES

Thepgrpose of this unit is o explain the funclions of money ard innputance and role of money in

different economic systeins.

After reading the unit, you will be able to

{' describe the fulrctions of moneY,
* aralyse ttreclassicds & modern views on money'
* depict ttrecircularflon, of income, and
* explain the role of money in different eoonomic systems.

2.l INTRODUCT10N

21211 FUNCTIONS OF MONEY

The fotlowing ctrrt gives a clear idea of the functions at a glance'

The meaning of money, classification of monoy, characteristics of mongY compon€nts of money

ur" ,toA"O in uniione. lt ii ctear ttrat Money is ilefined in terms of its functions and its nature.

mo"r*r,-t", n" meaning of money 0re main functions can be derived. In addition to ttEt, secondary,

contingent and ofrer furrctions are also grven in this lesson'

12
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2�B311MPOnTANCE OF MONEY
.Therearedivergent views betwecn classicals and modern economists about the roteand imJnrtance

cf Money.

2.3.1 CLASSICAL VIEW

For chssicals money was uscful only,as a technicat dovice which over come the difficutties of
barter-in effecting exchanges,. I! has little effect on the operation of an economy. Money is the veil
behind which 0re actiom of reai forces is concealed; Behind the veil the says taw operates i.e., supply
crcates i1s own demanded - when a proOrcer prpCuces,. .o*roOity fre ireates a'Aer"nC for other
commoditie"s which he.would p-urchase with his own gmmgdlty, Money is used urly to express prices
of goods in the ma*et i.e., exchange ratio between real gmds aio se"tic6s in absolutj errns - but it will
not effect the'economic ptivity in Ty, way. It is a passivc frcor. Even if ttrere were *re ,on"t ry
disoiders it:was an elception ani in mrong run th9 ropprv or r"rey orght o adj*fo ttr" a".-ded for
moncy. Ctasfual viiw thus pertains b long run whereas ihe mooerir ec6nomist'aiteri"ynJrr concernod
with shst run.

l

2.3.2 MODE'RN'VIEW

In the short period mpfy is powerful and it promotes or hinder the economic activity. It has-power o regutate the gcneral{puomic activity contribue to wealth anO werrareano 
".."rprir'r, 

ger;isociq-cstsDic rc,frqns. Anti$inase in money suppll may teaO o great , 
"rrproy*.ri. 

ii tr," increaseis grcater drur tha tul CIlQut prices increase and this change alter the disribution of income in thesociety, Thc followers of-keyness also advocare that it cai'ue [ept ap liouid as set i.e., hoarding.H<mrdrng and dishoarcling have sgngus- implications *.,ittl"g i, t"nomic fluctuations. Thus it i$not a"passrve factor and not a simple technical device.Accordirg dCr,-oi"r "Mon"y} rtoii" in ,t 
", 

by irselfit can produce nothing usei-ul, but it has a r€ry higrr inoirect froductivity owning 19 irs ability tofrciliaa oxctrrye and qnciafisatior.
'*'. ' si. ;

A brief i'lca tfi,rP"tl"ro of money is gjvel in rhe inrroducro.,vlnj-t..The functions of money in .this unit turther'made 
it cJ..t tt"t roriiii iiduegir"irs;d rh; ft of att the economic actiyity. Thusmoney occupies a central.position in ttrl mooem Ecoe.f..-f;r",ifi rhe consumer o equalise marginalutilities frrom diverse commodities. It facititates specialisation andinrroauction of division of labour inthe production precess.- thus gives scoe" to *A;;;;;i;t# cosr of prcduction and maximiseprofits' It is the mediunt of exchange which *..;iT ;; ;'r;;ffi;., 9f q.adg nor onry eternauy andinternatbnallv. It is the unit of accounlting 

"na 
uuag"dnilrd.ai..ffi ilp distribution oiin.or" amongthe frctors become fu.y: I13 lerrare stite; goremmei-t is also very much involved in the iconomicproce.ss. Att rhis is erylained inrhe circulantij* oiiri.orel

' The openrtion of the circular flow denend:.upon the.economic s{sET which a country adopts.There re three types of oconomic ty.rc, 'ripialist, ro.i.iirt-"Jrir.o. [t is relevant here b discussthe importarrce of money iE these,vrt"r.

2.3.3 CIRCULAR FLOW OF INCOME

Ilre influenge of money on rhp economy is welt explained by the circular flow of income.
The rbove'o'-:'flI3lgi: 

1'.ryq3":j.gf;monev.-The Househords with an objective ofsatisfying theh wants gets ino economic activity in ure rorm'or i".o, ,"rric", i.e., as owner of rawmaErial, as capitalissis 
"nripn"*-uoffi;'dt&'-ril""r#ineradons they get for rhe factorcontribut'ion ae rcnL interest" n 

"ry -o *1s": respectircly. firus ir rr,e first srage money flows fromfirms to househords.'' h F-Gola sate tr,i-houd;for-A;'t""i, ,r"or" on goods and services ,osairtv rheir wanrs - rh,s it qil; irril;alru*rr. o.rr;i fiir;;;;me by firms some money is spenron Soods and services b-y the ornt''-oi n#s b T{sfy drei;*in"o 
"no 

some money is saved andreinvesled on factor serviles. Th" ;;.d"-;;iliJrilt#frffi#b,. BBAou E'"89ry.T,81q TS?*'I,{ain ir,inneiJtr,.fih

'iirininV class No: 
"fe
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_11..�R �d�Bvm�æ�Ø�Ô �~�Ô àYi�� �� �• �b�• �P:�„ �„ �›:li�œ �„ m�˜ �]&�„ �P��:�� :a

�\ ,�¢ �� �] �b �Mbank�V�x�¿�� �˜

2�� |:�� OLE:OF,MloNEY IN AicAttTALIST ECONOM.Y

’ �– �X1�g tures of capitalist economy are Right to�˜ J�Ł

‘law ofinheritace and freelplayofmaFketforcOs�B .Tå¥ �' �vany aclv�fi
�u

iS,takeni�ß p wial prO�¡ l motive:Tho priceim�å hanism or the ma�V et

mechanism guides produclon.The market m‘�V �@ism means,�� at price of any commodity or suMcc is

�] àh =�H�� çW �T�Ý�v �Æ�ì �÷ i�R �ß:�ø �� �v�ß�í �� �î�Q
producdon,exchttBc and dirlbutiOn:Price mechanism constitutes,us1 9f m�ƒ �x�¡ the v�¡ 10 0f any
cornmodity expFeSSed in�\ s of money is Fice�B        �L .�E  �\  �E :�E   �]

�z �£
Ł� �Ù Łc T�£�z �O �æ�ƒ �I �Qå¥ �ł T�UTl�E

The price mechanism deterrnines the distribution of national ittcome arnong thO factOrs of

producttonias the pnce of a commodity consis�g of raw materiJ�– Ost,CJ�ß �� cOst andlJ�¢ uF‘Ostr,The
rernalnlng part is appropnated as prorlti                        , �]   :�A

and�Ø�fi �ô ª� �cfttsI�` %�â I�d �÷eW�T::�ç

�w

h�� �Ô çp�Ô ær �í
establishes an interrelatton�E ship among tte,arious types of ttarkets il a capitalist economy.lmerefOre,

money is so vital for the functioning of capitalist economy.

2�B5 ROLE OF MONEY IN A SOCIALIST ECONOMY

The socialist economy is.a conttolled economy. Srate tegulates. every economic activity i.e.,
production and disribution tlirouqfr ptanning authority. rarivr-*"opposed the use of money since it is
responsible for the exploitationof labour,by the capialists. But in practice it was realised tirat,,without
moneJ economy could not function. In Soviet Russia the plannihg is an essential process and in that
Propess ecortomic calculations are essential - ttrese calculations are possible only when,the money is used
as uniL The Supreme Economic Council in the'soviet Union prepares rwo types of plans - physical
plans and financial" Blans. The physical plans ae prepared in termi of physical ie**l" while financial
plans are-prepared, in:lerms of monetaryresourcei. Sahries and wagei aie pai<t in money and they can
spend within the lirnitaiionrqtipufated !y ttre government, In the-socialiits gconomy also optimum
utilisation of scarce resoprces is inevitable and money helps in this connection. As money is the basis of
economic calculations - its use.is inevitable but it is not the master as in the caqe gf capitatist economy
but gnly a servanl It is the planning body that determines allocation of resouries ano ttre pattern of
production. Ttrerefore murcy occupies only a secondary place.
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2.6 ROLE OF MONEY IN A MIXED ECONOMY

The Mixed ec<xnmy is evolved to iet out of tfie evils of capiulis and socialist ecopmics ard
utilise the af,vanages of both the systenis. In an uncontsolled cryitalist oconomy - the profrt motive
productian pattem rcsults in concenration of ryealth ard ignoring the needs of the s(mmol mu. olr the
other hand controlbd and ccntralised socialist economy suffer with ineffrciency and rcbult in wastage of
real and financial resouros. In the mixed economy private sector and public sectors psrtipipatc in
prodrrction. The public sector is expected to control the essential channels of production and distdh*ion.
It is expected b work fr a set of objectives i.e., providing public utility serrrices, redrung inoqrnlities in
incorne distribution, rcducing regional disparities and gradual increase in the standard of living of'ttc'
common man. The pnvate sector function on market mcchaiism but is rctions aro regulated by the
govemment through its monetary policy, fiscal policy and industrial pohcy. The moneiriry policy, given
such an importarrce indicates the rote of money. The best example of mixed eaonomy is India In India
establishment of socialistic pattem of society through dernocratic smialisrn is the objetive. Tlre prcoess
of five year plans is the main instrumenl Investment is the main variable o achieve econonric
develqment. Investment is influenced by the ratp of interesr Rate of interest is pert of mmetarJ potky.
Economic fluctuations occur due to changes in money'supply. Economy can be l(fted up from the
depression by increasing the supply of money bnd adopting clrap money policy. Thd inflathn can be
conrolled by dopting conrols and ircreasing the ratc of intercst.

2�B7 SUMMING UP

Regarding the imporance of money the classical considerod it as rcuual between ends. It is only a
technical device but for the moderneconomists itis btood sueam of theemqny. Is importances varix
ftom cryitalist economy to Cociatist econoqny ana from it b mixed ooqxmy. Iihas mucitr imporqqrce in
capitalist and mixed economics than in sociah$t eaonomy. It s functions are varied managing from
Primry furctions of using as a medium of exchange to a miscellaneous ftmctions of usrng it as liquidity
o capial. When srrch is the importance of money, it is necessary o measure the change.s in value of
Morcy.

Check Your Progress :

i) Ma*etmechanism constitures :
a) change in supply
b) changeind€rnad
c) use of money

Q nareoftheabove

ii) The Primary furrctions of money is
a) Transferofralue
b) disribution of natbnal ircome
c) liquiditybcryiul
Q lviediumofexchange.

iii) The circular flow of money is between

Dr. M.S.$. SomeYajulu

iv) Measureofwlueis functbns of Morcy.

v) Itfiabh the following:

Primuy furctians

SouUary frrrctions

Contingent fwrctions

Otherfunctims

a) Supvdue

b) BasisforcroditlfiottcY

c) Repay,mens capacitY

0 Mediumof exchange

�O

�Ł

�O

�O
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I. Write your rnswers in 30 lines, each. 
:

.l, Explain.the"impconce of money inevery day econoniic life
2. Wtra are the vaious functions of money?

' 3. Explain he rqle of ihoney in capialist & socialist economies.

II.-Write your answers in 15 lines each.

l. Explain circular flow of money.

2. Analyse imporance of money in mixed economy.
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UNIT�] 3:VALUE10iF MONEY�ææmäFnSuR�FMENT
AND INDEX NUMBERS

Contents

3.0 Aimssrdobfr:ctives\
3.1 Introduction

3.2 Conceptof Valueof Money.

3.3 Determinants of l\doney Valub

3.4 Corrceptof Index Numbers

3.5 Aspects in ttp Constnrctionof In&x Numbers

3.6 Cons8uction of Price Index

3.6:l Siniple Price Index

3.6.2 Weighted Price Index

3.7 Difliculties in ttp Construction of Index Numbers

3.8 Summing Up

3.9 Mo&l Examination Questions

3�BO AIMS AND OBJECTIVES

The purpose of this unit is to explain the concepts and.determinants of value ol money and the

constrLEtion of index numbers.

After reading the unit, you will be able to,

r Explain the meaning and determinans of value of money,* analyse thc concepts and aspecs of index nurnbers, and* critically examine thc consnrrction of price index.

3.l INTRODUCT10N

In daily lifc of a man exchange process occupios an important place. Except in a primitive
society, exchangc takes place with the means of money, i.e., goods and services are exchanged for money
and with that money again gmds and services are purchased. The value of goods and services expressed in
terms of money is known as prige. In a capitalist economy market mechanism directs the production.
Market mechanism is nothing but price changes due to changes in the supply of and demand for goods.

Price changes influence every aspect of the working of an @onomy and 0rerefore, it is but natural that the
study of meaning and determination of value of money is of much relevance in Monetary economics.

3�B2 CONCEPT OF VALUE OF MONEY

As in the case of goods, the value of money can also be discussed in terms.of "ialue-in-use"
and 'Value-in-exchange'. Value-in-use refers to the utility aspect whereas the vahre in exchange refers to
the scarcity aspect.

20
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3�ˆ =i VttLUE�] IN=vs��
l�E

 1    11.�A 1.1 1     1        �A1:=~ �]

3�B2.2 VALUE�] INoEXClr�� NGE      
�L          :

�µ �æ�«     |     �¡
|

Where�� Vm Stands fOF tt vaL�� mOmyand P�H�� b�Q �c �Blevel.

According b crowdrcr' the phrase "Valrcof nronoy uithon qrntiry"If1+* lut mdre my sensebecausc there arc innunerauc vrr-rrcsof ,**v a"p.oary ilt'r*rro which mqrey is prt to. .To
ffi'e ut$Epqi;t* totrreou.rciptof the varueofmoney hc sugge.srs rhrce

0 WholcsaE vdrf ofrnoney
ii) Rctail rahp of rxrney or the consumpion srandardiii) labotnvalueofmmcy

"*"fiffimtmm; l#lrhcespo&rharareuansrctedin
s'3'2 RETAIL 

IilLuE 
oF M,NEY oR THE coxsurvrpTroNSTANDA

According o tlre cons,nrptiqlt standard,-Ihe varue of money is eipess€f in 
-Erms of the prices ofcorsumpdon goods an senices-*rricilffidifttyLffiff#av.elrage 

ft*1y fc the purpose ofirylu*' As:thqsb tt'nta"ti'nt;rt-i;" in detail ma*Lt this is atso kno*n as reait vatue of
Tte proHcms in measuring rhe vqlue of money in rcail Enns a#:x';## ;;Hff'ffil:l,H#r##;fiEe*

"0,TH�F
 LABOvR VALU�F oF MoN��  1   1 

�]

�| �H ���â�¡m.��
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The above��
�g

standards help us only to rrleasure th�¶ valuc of money arb�� �˚ ly.:However the

3�B4 CONCEPT OF INDEX NUMBERS

�H �H �ß �Ù �¿�º
l�� Œa:æc �øe�ø ���w �F�V:�� � �̇Ò:1::

ices&securiti�å SOld fOr money

3.:�B l THE PR�‰,IND�ß �ƒ :   ~�] .:     
��   :

�D�V�• �I �� �Ł
����WinittaVeragebdJ:�Ó

"�ô
1�F�} �à �e�Ü�º

OF INDEX

NUMBERS�B
I on the following aspects'

The cqtstruction of index number is baset

l. PurPose

' 3. Sorrceof dala

a. BcePrbed"

5. Averaging

6. Weighuge

7. Formula

AcxnrdingtoHeb6ler,thepricebvelcaryrotbeinoenenoe4lgrdreprrrposeinmindandfceactt,,ffi,i,irffh:- '"ffiS'#ffiilffi
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:

purpsse,of index nnmber i*,*obw!16 changes in rcal and molrcy incomps of rvuters,thq:rcail price
index-ir n,be cons*uctad; If the purpose ii o study the changes in money fm a,businesimulrthe
wholesale price index is to bc constructed. Cm.rrernment and rqseeh insiatcs cortrpile a spocinl typc of
irdex number for the prnpose in lurd. Based qr the purpose the data is collocrcd and compiled" 

.

TI[rs the pnpose for which the-,indox ntmber is o be consnircted is to be cleq at the first stage.
't-

3.;5.2 SELECTION OF COMMODITIES

Selection of number and kinds of iterns to be included in the price indu is an imporunt put The
choice of goods will depend upon the purpose of the index. the numter of items $rould notbeloo small
and tpq large. It is esseritial that the items'chosen should be the most representative ones.. Foi example,
if the gice index is o be wort<ed out for the worters, food iteins, cloth, kerosene, fuel afe to be aken
ino rccount In food and cloth also the particula tlryes that are generally used by workers arc to be

- 
considered but not luxrny items. Similarly the charges in air fry,. pnces of refrigeratus are not relevant.

3.5.3 SOURCE OF DATA

When once the purpse and the goods are decided, the next stage consists of collection of daa.
The dara rcct$sary for the construction of the index number should be accurate, comparable,
reprg.sentative and adeeuaE. The information ghould be for the same types of goqd$ anO servisps for
different per,rods. The pro-blanr in collection of data arise particularly in the qso of, goods distributed'in
public distribution system, in-tbe case of gmds for which govt a@ts dual pricasystem and so on.
Generally market quotations are often obtained in the form of bid and asked price form journals,
newspapers as the sourcc of daA influerces the imporAnce of index number very much.

3.5.4 SELECTION OF BASE YEAR

The base ygar may be defined as ttrat yga1, the average price level of whirch isro bi compared with
the ave4ge price level of;otbyears. The yeiuehould be,nsmal. fire years in which there are natural
calamities lib.frogft,'&it*[t" shguld ngt bo;onsidered. Similarly the years of war should not be
considered. The"price drlring the base year should be mor€ or less stable. In this connection also either
the pericrd of depession or the period of boom may not b taken: ' Further period should not be either very

3.5.5 AVERAGING

Since index numg€rs are averages, the problem is to select an approximate avcrage. The two
frflirtot averages are the arithmetic mean ana- Geometric meaii. The arithmetic means is-the ;ilpler.
The geomeric mean is more accurate. Howeverrthe average-prices should be reduced to pricerelatives
(percenages) Ether o-n ttre basis of the fixed basdt metrod 6r the chain base metlpd. The ciroice ben,een
these depends up;n the naune of data 

"td 
uthg f-actors. Suppose the base v*ri" lgi-t ;d all prices in

that year have been collect(d. We want to calculate an inaii number for i9ZO. rcrrt", ,h"[ioi,;
second list of prices in 1970 o_f the Eme commodities. With a view !o have them in the same from we
exprcss trrem as nerce1Pge o[ the 1939 prices ptlting the prices in 1929 and 100. For example if thi
!19e 9{ sugar is Rs... 501- gginal in 1939 ana i1i1{es to'tso p. q .-og.r in ltto-*ili b" Jxpressea as300. Thus we must wort the average of all the 2970 pricepricdant-tiiit will tiv; il-th;;;"* numberfor 107O.

3.5.6 WEIGHTAGE

In ttre simpb index number the items inclirded in the list are of equal importance. It serves nopurpose-since the gmds diffet ih their importancer Fm example food is rnoi. i*p6rart trran ciotrr. rooo
or.clothing,are more mpctant oat 

-strettJr i.e.,.house-. rn"rehr*, o 
"*struct 

an accurate inoei numuer,it is essential to give selanate weigrrt, to each item d"doirrg rp;; 
-id i;p";;;"d;;;" is given

wei$ht 3, the cloth may be given 2, the house may bi given-I.- Indiies *t "r *Jigrrs are attacnea toe^ch items according o its imputance are known 
"i *eilrrt o numberi. the weights ire-rleterminerl with

pfqence o the relative amounts of income spent on corimodities by cons,rmeisl w"EhB dv be given
in.terms of value or quantity.
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3.5�B 7 FORMULA

A number of fomuhs have""d"�Þ �¾ �¢ conå¥
�g

t an indexinm�R �Õ But the selection of’an

�c
"fOmula depends upon tt avai"ility��

.dam and�� �l
"‘�V

u�d �â fOmula �V I�T
used‘ban types Ofindex nulnb�N .                 �\

|

3�B6 CONSTRUCT10N OFIPRICE INDEX

3.6.l SIMPLE PRICE INDEX

�i
�g

cms�å �§ �[ �í çW�ß�H�ò :tpFiCe�g
�N�X�]then m itwengh�ô �Vdndex

ndex,compu"�g

""relatives and aveFage ttem.Add methtives anddivide ttm by dle number ofitems.

�i �g�V =�¯ �í �F�fl �o�� �� �� �¶�¿

|  �å =�l �E�¿   _.:
m the following�g �í 19 1L commodides selected�] are�W�å l wheat cloth,supr and fuel�� 11 l in the

�¥ �� �E �� �i

i�£
�ç11�F �@ �¨ �A

year�g shown h d�B 2Q.�‹ �  �@ �˚

�g
J�B 4�B (Pl).�¡ �_ price�E �RØ[v�å �c Dshown in col.5,

(1: X  100)
Table

PFiCe in

19701

CPo)

hdu No.
in tt i.

�Õ year

m in
�]�¤ �˙ �Ö �m :

(Pl)i

�E

: Rc�« �÷�¡�å:�Q �E
X100Commodides

(1) (5)

�g

)(3)�A

12

�P

�@

�@

�@

�@

�Q

�@

�]
�@

�@

�R

5�B

RIc

What

C�ª

Sugar

Per Kg.

PeF Kg.

h�˚

Per Kg.

Per qttLl

100

100   .

100

100

100

1�� �¡ :60

100�] 50

100=80

100350

loo=40200

�R�Œ
�D�Q�e

�@
���Q�o
�@
�S�e
�Œ�m��

450

E.I. =

�I

Fuel

4

8
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..' t 1'.

Index number ofcrrren xx. rl,ca = N:

where E (sign),,Sotes 6e srryn of
I stads fcthe picerelatives

Thnslndexno.of lggo = |S.= so

�ß �V �Ú

CommOdiv

Price in

1970

Æe �ü

.(�¤ )

�A

�g
1�w :

CC�\nt y�¤

.0)�O �æ

, Price
Rchtive

�à 11� 

2.

3.

4�B

5.

Rin h�C .

per Kg.��

C�ï  : :ilIàV �w�\ |

�E �¡’�E ,�M :�R �× i�V
’�¡

|�¡ 11’1.
�] 1�¡ ti�] ._1’:|::�¡ .:il:,1

Sugar per Kg.

Fuel perqninmli

2

:2o

iJ::�R |�R

5

170:

,’

IT�b tICE IN,EX

�U

�@

�Œ�¡

�S

�@

�Œ�@

�Œ�D
�R�T

�ü
�@

�E�Œ��
�Œ�@
Æí
�Œ�@
��
�u�]

�¤�Œ
�@
�Œ

�U�s
�Œ�Œ�U�Œ�m�⁄�Œ
�Œ�e�@�Œ�ª���D�@�Œ

=150

=200

�¡ 175,

=160

=20ol
140

885
’ �A : F_�A   1  1      �]  ._  :: :|: :.  ’:    :

�V
�g

X�V�E�Vec_�i year�æ �� �æ1::

�¿ �ƒ   1 1�V
Tnking tho above_exanple, weigiitedpnce index can also be wr 

: .

yeigh gse i j."*g,ia t" q9'h,;; n'rii" i,' *n*;a' "r#z ;#Yfili rr.fi [TsL#iTffi ij
. -!. 

..
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Commodity weintd

�J

Price h

1970

�� S�B)

Price ln
’19g�B

(Rs.)

Price

Rch�gves

0

WxR

�P

�Q

�R

�S

�T

Rice

Whmt
Cloth
Fuel

Sugar

5
4
2
3

1

E  15

�V�T�B
�|

�R�T�O
Æí
�¤

�]�T�B
�m

�E�V�T
�m
�ˇ

�e
�S
�R�T
�E�S�B
�¡

�S

�Q

�h

�V�B

�T

EWR= 2660��

Using arithmetic mean; the weighted pioe index in 1980 =

å¥�Œ�d �æ�¿ =r71

In the above eXalnple the�� eighted price index showS tt increase of 71.3%in tt�v  price levd in

1980 over 1970.                  :             .

3�B 7�¡ DIFFiCULTIE,IItt THE CONSTRUCT10N

There are certah diffrcultieslin cons6ucting the Index numbers. Jhey are both of conceptual and

prrrd*i:'--- -- '

3.7;l CONCEPTUAL DIFFICULTIES

l.Theindexnumbersareintendedtomeasurethevahegrlon,er.-Th:.on::,.p1.':}Yofmoney,
irsolf is vague. Ir is simply drf-rg 

", 
,."ipro.ir?;;;;;ti* level' But the con&pt of general price

level is not scienrific.-ii,i is because r[r" g"n"ii-priceievel must include all items' As it is ttot

il;ib'it ; il;iude a, iteni, i, .ii,,i u" -,f"T;trH effi*j; #;H'Lffi ,tTl,ff,"ffiHTlil;;6r;i"* considered to woft out ttre prir

money.

2. with price indices the vdlue of money.cannot be measured accurarely since the price of certain

commodities may fall ffifr;"1;rd""rrr6di6; ,"v tit": p**:9f some commodities mav remarn

comratL Ttrereforc 
" 
t#"", ffifiifigl; d; lever A6e's not reflect the above variations'

3.Generaltychangesinvalueofmoneyareworkedoutwithwholesaleprices.ButthgwholeSale
orices have no relevance to the common **. iit'ii"ing"t norror areinfluenied by retail prices and the

fiffilffi ;il;;;fl*" at tlrat particular point of time.

3.7.2 PRACTICAL DIFFICULTIES

t. It is difticult to select the base y$. The difficulty is.ttral no- y€ar-p l']Yll*al' certain

.i,,-,ft ,ffi;d" r,#rTHlv'ffi: fi;G'r,"tfi* v"r "Ys'"' 
*"::_:.i: 

-
2.Theseqonddifficultyissetecti.onofrepresentitiycolr.ng,dities.Consumptionpa$crnsof
different categories oi^iti" o e""n ain"r"nifiopi" in,rr" *-"-*:rdry varies. The q,alitv of the

;;;;iii",in"v"r,ifl il,il;ilft*;ill$f, fl"fr Jir,"ltffiThlffi ,ll#'"H.]Y*$ffi
iit"o*.Et"" it becomos meaningless to mc

fence ttrcre i. **io.ffirJ'1fr;ri;; up cr,oic" or repiesenative gmd*

tatisticalinformation'sincetheremaynotbeanyrecords'3. fnere are OmcUties h getting the st.

iirb is a St""tprroblem in develqing economlqs

4.Thedeerminationofweighsalsoisaproblemastherearenohardandfastrulesforassigning
weighs.
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àˇ ���À �¢�S:�� �Ì å¥�í �Ó :�í �æ�× ��

�R:�¥ �À i�§ �| �r �ˆ �� �˛�x�k�� �� å¶�Õ �ü�F
F tt�v tt J M�° �V mportam�æ.�¡ �«�� �Õ�R�F�]F�V�»�bh�¢
to strike balance in wagO negotiation�Ô ahd itis the b�»

��m�x�ì l�a�w�ô �dL�ô �Ó�D�Q�í �Œ:l�ì �Ì :�Ł ��
’�˜

SgTTt�¡ market br �Vh

c:�� dbhttT�� àYI�i ll�æ l�a �� :�P (111�‹ inl�ø �v�E
�M�s �¡ p�Ł dLabn�¡ Om Jme�•)�g mc � �̃B �Rai�¶

IRIy:llCastircs ctin bc takcn�L On that basis.

�z��sI�œ�¿�…r�Ł �V�I �v1�ç �o�ßl�æ nâ˜ �ß �H�� �P �˛�Œ:�£ 1�I
dmpOrt

�E  On �Ve basi�Ì  of�Ü l�_ vc lsc�Ó thc�å �BnOmi9 poliCiCS ttc rcbrttulated frO�b 1lme to dme.

3.8 SUMMING UP

�\�ı�‰Æ��uII�ò �N����ll#�� ª��|lttI

Check Your progress : .

l) The-value of money mcans
a) it storing value
UJ io purchasing powcr
c) tts commanding power
O irs exchange uiirity 

--

ii) The value of money varies wirh pricc levcl :a) in the direcr proportion
b) in the increase proportion
.] in rhe same prob;io;""
O noneoffteabove

�] D�u �B MoSISo SOmayttulu

value of

ili) When
money

the wholesale price indcx increasc in a ycar the

�[ e man difficul�fl in�˚ C�i � �L̃âJ mOnt ofthc chargFcs h vJuc 6fmone,is

�c

�Re Changesin �Ve valuc Ofmoney frOm the f01bwing daäF
.

11‘ªÀ r     �E
     1975       1976       11977       1978

Wholesale
Pice hdex  

�]
      100         9�B         130        20o

�¤
�@
�⁄
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1�B 9 MODEL ExAMINAT10N QUEST10NS

I. Answer the following question in .30 lines each.
l. Explain the concepts of valuc of money, '

What are the determinans of value of money?

2. What is price index? What are ttre aspects o be considered in consructing the index nunrbers?

3. How se ttresimple anfl weighted price index consrucrcd?

II. Answer the following question in li lines each.

(a) Value-in-use (b) Value-in+xchange

2. Uflrat is simple price index? How do you cottstruct it?

3. What is weighted price index? Explain the procedure of its corutnrction.

, 4. List the major difficulties in constructing the index numbers. 
.

28
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UNIT�] 4�E : TH�F ORI�FSioF�] ��ALU�F:OFiMbNEYI

Contentsi�¡ �¡  :1                �E        |

4?�V3and��

�g

Ø[�x     _�¡  i
4.l lnmduction

‘        i�u  |l    i  �]

�R1�í �â �V :�j ���Ó �„ 1�E
4.4 Q�B ldtyhOryofMOney�] Cash Balance AprOrh

4.5 Compazris6nBd�V lTFanttC16n�R andc.sh �F�Ó|�g 9,Apl�g h�g

4.6 hcOme�¡ �w�‹ OfIIoney=KeynesEan Equation

47�˙ �å tatememoF�V
�V �fl 1�t ,J Money�] MI�Ó Fried�§

|�¡ :�V �V �V l�¡  �¡  |
4�B9 MOel ExaminatiOn Questions         ;��

��

4�BO AIMIs 4ND:OBJECTIVES

The pwose Ofth�† �Y�¡�§�_ explain tt�v �–ffeFent�« �‰ws�g�bn�ð �¤chan�'money.

Aftevruding ttt unityou �Õ l�¡

�g

�ì �Ł  |  :j

:�¿ �h�Ü� �̄å�Ø�ï�Õ�ü�T�R�æ. |

in the val10 0fr
���¡ �¡�¡�N:�M �¡ �R

4.�¡  INTRODUCTIoN

�¡ �¡
1

wb can broadlv classify the quantity theo^ries into q) Eansaction approach @) cash bafanceapproach (c) income irrproach-based;;]h"-#;1;;;,i.;; #'#;ft a medium of exchange and as astore valne' tn tg56ftl'mdftiond-qu,ilffth'*" has been orarci] The income theory of tb var,e ofmoney, on tlre orher hand int"gato itJr".,id;r6 ;;; ffiffi ooput, emptoymenr and incorne.

�ª �ü �F �E 1�q�Ø�—�ü�ì �‰Łc�k �x
"��

�I �ì ŒG �fi �o �º�fl �Õ
�h
�D
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Robertson. The Cambridge economists made this apgg$;popular. fte resuatement in the U'K' of

ih;-aTI,I ;* dono by ttre-Mocenr Economist, Milton Fieldman'

The third approach, the income treory lias ioots with Manddevalli, Thomas Took9, elaborated by

Aftalion, but closely assocrafted with the naite of JM Keynes.. Therefore, the quantity ilt""t'of Money

has:

i) TranSaction aPPoach

ii) Cashbalance aPProach

iii) IncomeaPProach

iv) ModernaPProach

- Fisherls equation

Cambiidge equation

- Restatement of Quaritity Theory of Money

- Resutement of Quantity Theory of Money

4�B 3 QH�{TITY   
�L �� �M �� �u�F�n

ls,QUATION

�k �o�Q

�c

.�ß �� ŁVIIm�ØŒ⁄�_
l�� 1�o �� �ø �T�‰���O

influcnces the valuc Ofmoney.

4.3�B l THE THEORY

money in the following equation.                    
�]
              _

PT+MV+MiVl

�Ø �œ�' �x �ä i�r �£Œa�d�V�D�����ò �r
:�å mttm         �A     ‘

�L
 Pc=�¢

�¿
�˜

Where:

P =Price level,Or 1/P the Value Of money,

M=Quantity oflegal�g nder money,

v=the velocity ofd�K ulabilof money,

M: =�R c quandty of credit mOney,

Vi =the veloCity of edit mOney,

T=’olune of g00dS andserVICes exChanged for money.   
�\

�„ l�Õ �í åK�Bça �£ �R �V
Sidered�V �ƒ �]�i �V�V �V

�c
�bfttt

lto account.                             ‘
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M,r  
�g

�O �¡ �E   M4
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�a�r �í�Õ �Ô�PçW
�u� �̂º�R�R�H�| l�R

e�«�‚�g
olm�¿ry 00

4.3.2 DIAGRAMMATIC tXPLANAT10N          �R          1

m�FçWsh�í :Æ�T�I �L :

�� e reCiprocal of Price level li.e�B ,(1/PJ tt S�g wn�E

�XI�‘ à� �E�¿:�v �\ �` L�í �� çW�Õ W�°�vçW
:oney�B

4.3�B 3 ASSUMPTIONS OF THE THEORY

?' the price level is a passive factor that is P is influenced by tbe other fagtors.
The supply of Money is exogenously determined and constanl
Further the proportion o1 ,Mli to M also remain constant.
Existence of full employment-in the economy and iherefore
T, i.e.,,volume of goods and services (Transactions) also remain constant and independent of MV

�P

�Q

�@

�R

�S

andMV
5. The demand for money is proportional to the value of transactions,
6. The theory is applicable in the long run.

4.3.4 CRITICISM OF THE THEORY

The implication of the Fisher's Equation is vgry simple but is subjected to severe criticism.

l. Fisher's equation MV = PT or MV + MV' = PI is simply a equation of identity that is the
quantity of M must always be equal to the volume of transactions. It is a truism but does'not explain
how the increase in Quantity of Money influences the price level. In fact the Quantity of Money
influences the price level through many variables like rate of interest, investment, employment and
output and then the price level. when these variables are considered the price level may or may not vary.
in the exact proportion to Quantity of Money.

2. ?' is not passive factoras assured by Fisher. P is influenced by the changes in employment and
output, and on the other hand P influences profis, investment and the business activity.

3. The assumption of constancy. of V also is not corect. Whenever there is change in M, it
immediately effecfu tlre velocity. For example in a canteen ttre demand for coffee is not influenced by the

changes in the number of cups. Given the demand for coffee the change in number of cups influences the

number of times that a cup is washed and used but not the demand.

4. The assumption of full employment is not felevant in the real sitiration. Th* ,l always tendency

towards full employment therefore ihange in.Quantity of Money influences level of employment and

output.

5. Given the above possibility T does not remain constant. The volume of ransactiohs i.e.,
goods and services also change whenever there is change in Quantity of Money.

6. Keynes points out as lurg as there is unemployment every increase in money supply would lead o
an increase in output.until the eco:romy reaches full employment.

'1. There is technical inconsiste.ncy i.e., multiplying two non-comparable facors MV. M refers to

money at point of time where as V refers to the velocity of circulation over a period of time.
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8. In the Frsher's gnlstign, the human e.Iement is missing. Fishel establishes mccnani6arrelatiorship between Atidt-;itrorrc} ;"d ryces urlt is#; ;# h"'bililffi"r1ffi;f'rh" p.opt".
The docisimsof,consunrcis air poormi ue irinoencec bitt 

" 
;yt rg, *A;;rrfi;:-" 

*

9' rte-quaney$3ggy*v 
T grry by Fislrer is q* T,drd since it considered only thc supply

aspecr of !@y and its inftuences {n rhJpricg ieret r4ring.G [bra"o tu;;tis};;d co*ranlIn fact &e dsttland lacffis.alp also imporant i.e., storr vaiue or-ron"y is ignqed *rrlrr-i, - impor-antcqnponcnt to total dernand fc money. - -- ----

,' l0' Fisher considered that all transactions take plrye 
-oq 

casi, paymenr In real bgsiness fie credit salesplays an important role. when once it is ,cc"p't"d, d;-ani ilftk" ptace erin witrroi, .t*g" in

l1 $s{er arso igngred the govemment involvement i.e., ignored the role of hxation in pricedetermiha$o!. rhe priceof,a commodity is ihfluenced[i iilffiiIt*]iil;d;;ffii* and sarestages in the market.

l?.. ltg quality theoryof rnorey relatgs to long run. But according to Keynes in the long run we are,all ded' In ieality somotunes viofent ano raiieaching changes take place in t6e dlort run.

It is evident from the above criticis, ,11,r-h:_ QTM is.imagina.ry, defective and misteading.According to Keynes' itisarso inco*li;. 'il"." is no d]rect ara piopontiodal relationship between theeuantitv or Monev and the price re,er a"d-ii;;l;;;'ill1i,ufliliril;;;H#il 
poricies.However the rreorv has irs rnar,e., a,irnpi" "-p".i,;;.&il: i,#;Htr&il#Ht,*ni*, inprice lerrel' the barking operations rit" oi"; rri-t"t 6p#il;Jiia"k rate poricy and imporant ragls inmonerary policy and the basis for rhese is euantiry Tii;Jt;il;ir;^

4�B 41_�¶ �]vANTITI THE�S�O7 oF�˚ oN�FY
�¡�R1

44:�Ù �M ORY

|
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4.4�B 2 THE EQUAT�WONS

lo mlequation  O M=KY           �E
=

2.Hgou Eqmion

3.Robmon Equation

4.Keys Equation

Cli)P

O P

O) P

O n=pk

OD pttt

mp�§ k l rkI

(C+h(1�] C))

�j �x

�Œ
�l

�@

�j �q

�Œ
�l

�j �q

�Œ
�l

�Œ�Œ�@
�@
�@
�@
�N�N
�@
�@
�@

�‹

�l
�Œ���‹�o

4�B4.3 EXPLANAT10N

value of money.

:Hl�E
�� �Ł�fl�I �À �í :�c �Q�ò �‹ ØÜ�[ 1�¿�ï th�„ �¿�˚ �ç’F�U

R iS 10�À �_
"ns of w�¢

Cat          �E 1  1
M�R Oqualto Rs..10 1akhs �A           �]

�ï P�E�}
�à �Æ�ø�� 1�MktOni411�–

�]Ofthat F lFI
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�ß �w�T=i�J
T�� �� �‹ �¶ ���b

10�› �_00 x

�¡
�Œ�Q

�R�D
�Œ�¤�w

�]�Œ�ß�‹

�¡ 3,10:�Þ :Thisis the valtt of M.

P =   �v�µ X 19�B 90’    1+

T given in a dynamic set up, neither K nor T

����ØÜ
�R

�m

�[

�Œ
�S

�^

�P

�R

�W
�Œà£

�q 1000 kg�B =1�‹ .as befOre

, .3.. II KeJnes equation a+suming K, K! and t' o rcryr.ain constant" ttre conclusion is drat h' and
?' ti*-Td{qll ogetlrer. 

1-t1e nronortion Fj*t*_ t' ard K depends on rhe Uanting arrangim;;;;
the publlc wttite their abtblute valrrc would depend upon the trearts of the people: TI*GG 

"f: 
k! . *ould

d".ryS ypgn O9 rqterve qractiges of Bryking-.sysrci,. as fone o rhese values rqmain 
".nrani" iilirElahon between the quantity of money (n) ud the price leret G) holds. In tre long run k, K and 'l may

notremainco.nstaqtorindependentofrhe-changesin h'. Actil,irg"in h; i"fd;; Uri*o't'. Then

4. In Robertsonb equadqr !' changes directly as '$ and inversely as K or T. There is closesimilatity bet*oeii Fi$rcds equ,ftlel.d Robertson eqdad; i.""pt the fundamental difference thatFishet's eqrntior and Roberaori eqruriur orcept the fundiment l difi#;-t# ilhffitffion considerm(Ircy as medium of exchange while thatof Robertsoi equation as storc value.

4.4.4 CRrTrcrsM oF CAMBRTDGE EQUATION
'. ,.'i l.

l' Ttcaadr: ! r*ro.q,*- exrylain {"p.rg* ur,io*'io a dynamic sociery sirrceitEiqums rsrifonn unimy erasttity oranrina f"; d;i.;ilG*i",""lriy ttiGi"iii for moneyis dways 
ry ttrC!, *iry.

2' 
. T" demaa{ fprtr:{ ||Flgn ," tu ggf-lgg:guatign is.not comprehensivc. rr ignored rhespeculative &mand formc*rey W{rictr is yeqy pmirrcnti-n G".i.o"i"ty.

�eit�‰ �� �ƒ�¿��llu�V  l m,

�q
�E
J�P�¥�Õ �D�D�Õ PF�A�†�Õ �p�Æ�í çW�ì,b�V

,Changes h

�� �fl �à &�Ø �ì �P �]
i�b lS��

|�E �@h�V

’l level J�V

çq �\ �� �‡ s ttd inves�Ó mL

:�b �ł ª� �_ �à�Õ �v�� �| :lÆí �R�Ù �R

�V�� �˚ �M�fl �D�P�DÆ��ƒ�Œ�§
�� �� �| �| ;�Õ �[ �ƒ �‡�ì�R�í �o �z �� �fi�H�D�� �•
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q.4.5 SUPERIORITY OF THII CASH BALANCE APPROACH

Inspite of the above defects in the cash balance approach, it is considered superior to that of
Transaction epproachbecause of the following reasons.

l. The.Fisher's equation is mechanical in the sense that it e.stabiishes atruism-ttut YY = PT. But

the Cambridge equation is realistic since it considers the human motives also in determining the price

level.

2. The transaction approach uonsidered only ihanges in supply of money influence the price level

gin* tfr" O".anA - where as the cash balance appioach considered that changes either in supply or demand

influence the price level.

3. The ransaction approach ignored the level of income as determinent factor of price level where as

the cash balance considered level of income also.

,4. The role of K in the cash balance approach is more significant in determining the price level than

the role of M in Transaction A.pproach even if M is cons-tant the changes in K comes changes in

demanO for goods and services ariil prices.

5. Apart flom alt rhc abovc, the cash.balancc has provided tlrc foundation I'or thc building up of the

f"yr.iia', iiquidity pr"i"r.r." itreory o[ intcrcst. It is part ol'iltc gcncral theory of income, employment

ani output. li also focuses attention on the limitation of the monetarylauthority to control the business

cycles tirrough the uses of Moneary weapon also'
*

�‡ �~ rOMPARISON BETWEEN TttANSACTIONS ANDiCAS�¤415 COMPARISON:
BALANCES APPROACHES

Transaction APProach

l. Explain the value of rnoney over a period of- 
timi byincorporating the velocity of (V)

Money is considered as.a flow (MV) as medium

of exchange in transacuons'

Do not explain how changes in Money supply

influenoe ihe change in price level'

Considers only changes in Money slpply

influ"n.o priies uking the demand as given'

? is concerned with 0re prices.of everytiy
*frU,"ntot into ransactibns that is settled

with moneY

E:rolain equilihium between MV : S) Mgev
*epiy *i demand fq money which is a trursm'

CashBalance APProach

Exolain the value of Money at a point of time by

inciuding the concept of demand for cash balance

(K)

Money is considered ur rtoct - store value -

i.e., cash balance (K)

Changes in K influence the Price level via the

"n 
rnlt i, demand for goods and services even if

there-is no change, in M-

Considers that changes in both supply and

OemanO in money ipfluence ttre price'

P is concemed with only the prices .o[ thosc

goods which fum partof country'srealmcome

i.a., 
"or.r*Pdon 

goods'

The K which is an important facor tg expfain

orice chanies is not mechanical but lnvolves
'h'r;;;Ifi eRti.o.,.E:msactionorprecautionary
motives-of the PeoPle.

2.

3.

4.

5�B
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4‘611NCOME THEORY OFIMONEViK�FYNESIAN EQUAT10N

equa�g
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4�B 7 RESTATEMENT OF QUANTITY OF MONEY o
MILTON FRIEDMAN

�p Œa�í [1Œ�1�‰�£�à �ò ��̀fi�N |

tors.

0  �Re tOml wealtt to be�V eld in Yarbu,10rms,

�Ł  dle"�g and�� urn On�R �¤fOm Ofw�Vlt’anl Jtemate foms,

O thetssandpreferencesO�V eweJttOWnittunisif

�t �—PI�† �í �yR�Ł�� �Ö�r�‘ �� ��b�V �í �� �� �·WSåK�P�µ �æ�X�£�fl:

dirmntfOms.

. MoneY (M)

Bonds (B)

Equities (E)

Physical non-human goods (G) and

Human caPitat ([D

M = f (", t, rb, re,

The supply of money is independent of the demand for mo-ney' The supply of mortey is unsBble

due to the actions ot monetiry auttrorities. O, ;;fi;;-h-d the demand ior money is stable'

lvt = total stock of money

Y = total Permanent income

P = thePricelevel

rb=ttPYieldonbonds 
t 

'"
p = theYieldo-requities

price leve1 0.

Æ�l

�h�a�ôÆ��Ł�|Œa���Q
�R
�c
�m

���v
�� �o

�Œ�¡

�P
�Œ�o
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�� �o
�Œ
�æ

�P
�Œ�o

i", .r.

= the expedred rate of change of prices of gotlds

W = the ratio of non-human to human wealth . 1

u = tast€sandpreftrencesardallothe

l[oney which people want io hold [g cash qUlmk deposis is related in a fixed way !o their
pcnnarrcnt income. If central bank rncreases the supty of money by purchasing securities, people who
sell securities wiU find tllan theh holdings'of morny harrcrincreased in relation o ttreir permanintirrcome.
They will spend their excess holdings-of moneypatly on alrsets and partly on consorer goods and
services. firis expenditure will reduce their money Udances and at ttre same time raises the nationel
incomq. On the contrar-y, a reduction in the money supply by selling securities on the part of the central
bar* will reduce the holdings, tif many of the buyers <if $.rcqrities in rrotation to their perman€nt incomej
They will thereforre raise their money holdings narttf -btfetting their assets and par.tty by reducing:their
consumption expendiure on gqods and ssvices. This will tend to reduce the naiional ihcome. Thus an
both counts, the deman! for money remain stable. Accqdirry to Friedman, a change.in the supply of
m'oney gau$e's a proportionate ch$tge i1 the price level or income or in both if the economy is operating
at.Iess than frtU employment,lev$, an increase in the supply of mgney will rise output anderpioyren"t
withariseintotd expandiurc. Butthis ispossibleinth dhon run. 

- :

4�B8 SUMMING UP

�� �fi�Ù Łc �| ª�
ritt�Ì :�Ó àF �' �{ �{m�æ �S�À

�æ�w�¸�aŒ⁄�ò WTI�QThTTI��
O non ofth6 above:    |2  

����ITyTTI�u

Check Your Frogress :

@ liquidity o cryial function

IL Answerin five lirrs
l. Vetocity.oflVbney

. 2. Money illusfurn

m Exrstence of full employrnent is the main assumption of

IV. The value of money is explained in terms of real income by

- Dr; M.S.S. Somayajulu

theory of Money:

CCOnomisO.
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V. �× tch the�g IOWing:

1.Robemon  9P�‹ �í  | 
�]

21 Pigou              (�Ü )  P = �P

3.Keynes   ,)P=��
�g

+hO�] 0

4.Marshali   (�Ł P=�L    :

49 MODEL EXAMINAT10N QUESTIONS

I. Answer the lbllorving questions in atrout 30 lines each.
l. Critically diScuss the quanrity thcory o!'m(nrcy givcn by Fishcr.

2. What is rho Milton Friedman's approac,h in his rcstatcrncnr ol'quanrity thurry o[ rnoney?

II. Ansrver the t'ollowing questions in about 15 lines each.

1.. Explain the cash balance approach,as givcn by Pigou?

2. What is reat balancc equation?
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UN:T�] 5.: SUPPLY.OF MONEY IN INDIA

Contents

5.0 ^Airnsand0blrtives

5.2 Concept of Supply of Money

5.3 Supply of Money in India

54 Determinants of Money suppty

5.5 Summing Up

5.6 Model Examination Questions

5,0�¡ �� II�Ù S,AND10BJECTivES

. The plrPgse of this lesson is to explain the concept of supply of money and how it changed frrom
time to time in Intlia.

After reading the uni$)rou will be ab,le to

i "rpf"in 
views on supply of money, and* analysefactorsinfluencingthesupplyofmoney.

5�B l INTRODuCTIoN

5�B2 CONcEPT OF SuPPLY OF MoNEY

Traditional approach

Moretaistryprmch
Gurley or Shaw approach

Liquidiryryrorch
Reserve Bank oflndia approach

Much is aiscusseo in the previous units ubq!.Sq definirion, importance and rhe value of money,The value of money is determined by the equilibrium between a"*"nu ild;pply;( money.Theoritically some eiconomists discussed the variations in oemaroloi money given tfidr,irppry. soreothers discussed the variarions.in suppry of moneygiv", rht6;;; iil;":y.1, dr"*if ne suppryof money and the relevant factdrs are-cliicussed

The supply of moley is meant the total stock of domestic meani of payments which is held by thepublic. P*hlic impfies individuars business fi.,*: rA;;;G;;;"ffi;;;ffi;:'-M;;ey held by
;Tffi::ffifff";flfasur.v' central Bank and commercid B;A",L nor Eken into ac"ouni us they are

aswei,asno,icorrc#':I&x')iffi:l;.tP-3*tt;iff :im;f*$rtf:,;"t*r*jnlmltimejt tuIor concepi. simqrar gdi;;;;ry;i; ffi;Aff;# #ffffiiii,'il#iliir"*nr rromsupplv of Monev' rhe.sgr. rty of monev 6r th; y"G;;;#";;;i;"circutation refers ro rrre vorume ofmondy held by tl'" p"oPl" 
in the countryi.e., stoct meansiffi';r"i*ti.r, i, held by commereial banksas cash reserves and with the central uant. hemonel stqf hgl{ r6.y ne c"nmr u-iir'non--oi.poour"form is nor regarded as money suppry in tr,e ecoro;t:il'";i;ft,ii'tion or money supply is graduarly

�O
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�O

�O

�O
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The raditional apprroach stressed the medium of exchange function of money and according o it,
money supply is defined as currency with the publie and demand degosits with commercial banks.
OemairO Oeposits ae current accounts of depositors in a commercid MF'They re the liquid forni of
money because deposiulrs can dra*n cheques for any amount lying,in their account- and the bank has to
,4,"'i.rn"Oi"t" payment on demand. Dernand:wiih depositsbaiik plus cuniiicy with the public are
ogether denoted as (Ml).

The Monetarist approach is developed by hof. I.'riedman taking functions of stse valire of Money.
According o him literally the number of dollars people ar-e carrying around in their pocke.ts, the number
of dollars they have to their credit at banks in the form of demand deposits and also commercial bar*s
such deposir-s.- Suctr deposis eam a fixed rate of interest varying with the time period for which dro
amount is deposited. The supply of money according to Friedman's approach is indicated by M2 in
America and tvB in Bri-lain and India.

In the Gurley and Shaw approach the money supply consists of M2 plus deposits of savings
banks, building suritics loan associating and deposits of other credit and financial institutions like equity
sharc and the units of Unit Trust of India.

In the fourth stage, the Redilifl committee offered'a new line of thinking which is mone wider one.
It holds thar money supply is just a part of the wider struchre of liquidity lhat is relevant !o the spe$ing
decisions of the people which in tum is determined by the general liquidity of tbe eeOnomy. It further
observed that moneylupply in modern economy cannoi be sricessfully-measured emprically is ttre degree
of liquidity of different constituents Of money supply are varying in nature and are relative in time
variation.

5�B3 SUPPLY OF MONEY IN INDIA

D�˚ md depod�g �@��0�R�ådepod�à J tte RH�B
,7�[ �æ�F�í �I :�[ �}

=�Ò

Œ⁄IM:ba4S and dme deposits ofpost offices.In recent y

M2,M3and M4.                              |

Ml=(�ß Currency notes and coinS with J�_  pu�\ ic

+�B  Demand deposi�g wi�R �� mmercial and 6ooperative banks Cin�fl bank deposi�g arc cxcludedl.

+(0 0her deposiS held�¡ th �V RBI.

Ml is the salne as m�L itional view of money supply with th�v  public.      ’

�c

T8æo �� �@ �P �� si�˚ RQ�c �� n�Ñ �V �G
��  :

M378��
à� �‚ �V �\�Õ �]

�'9�t �� �U     �]

�µ �R 8�æ depOd�g�� �R R�‹ Savhtt B�ç �å gh NsP�vs�à �V �Vdedl

ln lndia according RBI Report on C�� �˜
’Cy ttnd FinancepM��

ney supply with ale p�� blic is as fouows

esi crorel
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II. Deposit-.money with the public
(i) + (ii)

(i) Netdeinanddelnsits
(ii) Ottrerdeposits wih RBI

Mgney supply with the pubiic, i
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6�BO AIMS AND OBJECTIVES

Thepurposeof.thisunitistoexplaintheconceptofinflationandiseffectswithemperical
evidence in India.

After reading the unit, you will be able !o'

* explain the meaning an{typ"t of inflation'
* analyse the causes of inflation,
. ;*dib" G 

"m".* 
of inftation on different aspects of the economy,

* discuss the measures to bontrol inflation'
- id;;rify G importantcorcepts-pertaining to inflation' ard
* examine ne measures a[*-in rnoia o c6nrol inflation'

6�Bl INTRODUC��

6�B2�¢ EANING OF INFL^T10N
it aPPear's to each one of 

'them'Different economists defined'inflation in different ways as

Inflation is understood by more peopre .. u ,ui*ffi;i.ffi rrpi.c generar'increase in rhe level of prices

and conseque.nt o"t"rioraiil" i, tti, ,dru".f ,;;i;";;.oJ;;ili-'dt' Some importantdefinitions are :

chthevalueofrnorrey.isfallrrqgi.e.'pncesarerisrrrg.'.
Prof. Crouther : "Inflation is a state in whi'

Itof. Ilawtray : "lnflation is the. issue of too much currency]"
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6‘3 TYPES OF INFLAT10N

, :,1 Keynas disinguishes bethpo['pqfial inflation and full .inftatiotl. The rise in pnce level upo
:.tilIenrpbyment lcvel is psthl om sirye Sgprhe rise induces'rncrease in orprrt.also. Wtren economy

rcrhes full employmenq thc price rise rtray not caurc an increase in-goduction. It is called full inflation.
Generally thapr.bg,r,ise in developing economics is called partid infhtiqr. Thcrefore, these are explained
alB stagcs of inllation - Pfrtial inflation is.the first stage and full inflation is the second stage. The
essencc pf all rhe definirions is-rhc risc in pricc lcvcl or fitt in mc vatuq of moncy.
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6�B4.3 MIXED DEMAND PULL AND COST PUS�U INFLAT10N�L

Some conomi�o

�g

not accept thiS dicho�í �i y m inhtion ls eitha�æ mand pull or cost push.

ls sorne dements Ofboth.In ttrt exctt denttnd and

in�\ ws whib i my bethe tt way roundin dlc
start With eim of tt twO f�\ but the inttationa

other km�c ��               �M                     �L

6.4�B 4 THE STRUCTURAL INFLAT10N

:    
�� �H �å �í �fi �@ �í ��

�fl �� �vçW�R�ô �ü �TçW
iT�Õ

�R�ô �D�fl�à ��%àY�Ô �H
�í �ç�Yt�� �ßf�í �í�ô �§�~�l �º �u�� Tl�@�í �� �Õ �í �a�b[�ï �ƒ:�a T

l)MarketimpeFfCtiOns          .

a Capital botd,n�å k                   ‘
�‰ Food bouleneck         �E    ‘, 1_  _ :            �L
�¤ En"�ó �c1�¡ urial bOuleneck          ._�q     �c  |     �¡ 1 : |

: :         ..     :   l�E
  1    

�E

�´  htt�A mctulbomeneck

o Foreign exchangebotdeneck

�´ Re�� Œ⁄e gap            �E

Due to these botdencks the agrgate supp,is dWayS less�R �R thelaggrega"demand and causes

price�v

�g

:                     �� �L     �¡

6�B5 EFFECTS OF INFLATIoN

�Ø ŒtŒ⁄�å �O �r �O ØÜ
agriculturiSts.

6�B 5�B 1 0N PROpucTION                I             
�L

profl�˚ �whm me�ä�r ;�d �P�ß �H�µ �� �ô �ß 1�Ù �F1:�œFSlhV"�˜
earn

�⁄  �¡ Creates�b J adiuSmens in FoduCd01 and d�¤ r�@

�g

�]the w�¥ ng Ofthe"�å SyStmi

�Ł Capital accumulatiOn�¤ hndered,y uncOntrollttiini�g i�Œ ,t�g �k �ˇ �‹ ’t Savi�d �]pmn�g

�g

�b

d�¿ �Hettes         :           .                         .               :  �E ,
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ing nesp�Ü .

:�‚ �Õ�§:�” :�Õ i�� �ß�fl�~ 1�Ñ
=�¡ ri�¡ i�¡ :ii�g

nm pro&rctqr ur undesir$le lines result urd ittreaks down dre economic sysEm.

- - -:l : ' .:,' .:

Ts.2 ON DI.$TNIBUTION

�\
ng tt plap�E        :�] =    �R ‘J �M�¡

of�r �z

�g

tion�B �˚ �É �â �� �B

�g "diVered ttm FontiOn Of�c

goodS

T d€btorcreturn in ftesarne
o price risc. Crcdion toose

the incwrc of all fctors will not increase in Ure same proportion. ProliB incrpasc because tluc is a lag
b*trem a rbe in prices ad rise in the cost of prodrrctiur.

‘.5�B

3 0N GOVERNMENT

�� �O �Õ �F Æ��â �R �z �� �D �£ �O�í �c ��
Ftt gov�\ enti�g �ô

�g

d�˚ �j �A�ß äF �R �q:Mom�\

�F�í �R �º �Ó �� 1�Æ�†�ˆ ær FITTt�V �æ 1
::  

�E �MF::

fl�E 4 9�A ’�x ALANCE:OFIPAYMENTS

iæk :�R �� �� �� �ƒ �� Œa �H :�£ �ì �í �H �Õ �v �R �D �R 1�í �| �� �b
markets. This tends to lncrease impores and rcduce,xI�_ rts. 1�R e rcsdt is unfavou�g ble balance of
payments. �] _1  .   :            :�A �¡                     �u::�]   1

6.55 ON EilXERENT SECTIONS OF PEOPLE
- ; . . ,l_.

\1.. .: . ...

Dcbtus i& &efrrors.' During infuioo debbrs garn ald crcditors loae.
amqutt after sonrcpcriod Uy wliietr time the valrc of money falls due
tecause thcy gptsomc amoutt with less value of money. :

�Œ     �E�ø��
�V�V �V ,won tt mngn OfTndeunim and�E
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Peasants and p,qprie@rs who oryn and cultivate thpil farms gain. Prices of fu-m poducs incrreasc
mqe than the cost of production. For prices of inputs ard land revenue do rpt rise to the some exbnt as
the rise in the prices of fsnr p,roducs.

The landlords agricultural wor*ers are hit hard by rising prices. Their wages tre not raised by the
farm orvners because rade union is absent among them.

6�B6 MEASURES TO~CONTROL INFLAT10N

�í �Ý�P �� ���£�º�‡ l�  ��1�Ł l�fl :�˙ 1�ò �Ý�Õ �R�R�| �d�ł �]�TçW
and other measures.

�� . DEyAND SrDE MEAS1/RES ��

6�B6.1.  Monetary Measures                                  I     
��

Aim atredudng"mtty mpply and the consequentt fall m demmd.The weapons mder
monetary measures are(�¤ Bank Rate o)Open mrket opeFatiOns and o Variable Reserve Ratioo The

Omer meas_are cdl de�\ mtion and(o isSueofnewc�\ Tcy.  1 1   :  :

�¤ 3�¯ R�¿�� r�M is the Fate Of interest charged by the CenØS Ø[bank"theloans nen by CO�\ mial
bat.Atthe ime of hhtion,it rises the bank rate which ultimady leads to i"in the,mmtate
charged by the commmial banks on tte loan �Ö  business men.As a result the loans andy aken will

be repaid and dle new loans are sttc�æ .Thus tte mO�g y Circuhtim is cut down,�R e demand for goods

fan,prin fan.        ��

1  �] :   :  :     1 :: ’11�]    �E  :

�µ �Ó �Ô �” �| çW       �¡ �| �N |cenmlbank tt asa sult�g moneylcircuhim,der

�Ó �ß �� �Nlm�~ �º�� �F �o    �í �� �‡�q
�rthe scope of giving loans by the cOmmerial baA

fa�¡ ,,prices fall�B                 .

�z �¿Ø� �ì �ø ���§ �À �Æ�E
�å �Ü �å i�W

�I �¿
.     : : �˜ :       |      :  �]  :  ti.�¡  �M

6.612 FiSCAL MEASURDS                �E
.1 �¡ :   �E�E  �] 1 ’:

�¾�N�Õ ��   i�D �í
rmncng�B

�Ó �` �r�� �A�R�{ �� �˝ �� �� �� �§�í �d�÷ 7thl�µ "�y �] ett dW�� Sable
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B. SUPPLY SIDD IWEASUtrES
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c) -Donnstic pernrul constonption: Can be cut down by improving trcavy indirect taxes like excise,
sales uxes. These axeg when imposed discourage unneipesiry con-sump{on rno Oeo,",a fgr gmOs.
In this coNWcdfiL it is n€cessary that increase in -rhis tax* shdH not ue so r,igh-tt,"ffi; asc&iragi
savingq fumsrnentardproduction. - -- ---r

d) Promoting saving.'--suYinq* in.the public |]!r ue promored by qroprq incenrives for savings inper-sonal income tax, corporate Ex. If necessary rrre'goreinm"ni rav ,oopt rhpporicy of forced savingsIike compulsory deposits schernes erc. It can ats<l iioar pubric inuir on'.onarii--6i'i#yment afrersome time. All these restrict,'*te money supply ancl dcrnanrfitir gi*1, un.l serviccs.

e) Now a days in developing economics goJemmelt adopt-the policy of deficitfinanc,r/r8 ro fill the gap
betuteen thepoposeddevelofumental expendiure ana trc juutic r"roio".-rr* d"ffi;iffi"ilg itself may
lol-k inflationarv, bul w.hen ilis speit on rong- gesation projece ;a;;il,irtilfr'" ii'h*rr.,*"facilities it leads to inflatitm. Thercfore, it woild be proe& o 

"*ia oencii-ii-nafcirg ,i'i* time ofinflation ''..'
65.3 OTHER MEASURES

:i
consists of direct controls.on prices an! ratio-ning of scarce goods. price conrols mean a eeilingon the price of goods - then the rices are not allowed to lr*.rr". - - -

�Rose com�¡ Oditis whOse supply is�] 3�c �ô )and.d_d
But the"have tte scOpeOfi�˚ ited apltation,

�x�E�í
�Œ

6.7 1MPo                    F
INFLATIoN

There are some imporant corc€pB in the economic literature connecM with inflation.
Ttryae:

S�‹ �} Ø[m

�Ì

�Œ�Ł

�O

6.7.I INFLATIONARY GAP

fri3is fl imirqumt concopt exprained.by Ke-vnes^io,lF pamphret ,Honl, to pay for the t.ar, inl9{o. Srycs ffift ftiinqtmffi;i-m;1px orpruic J,pJiroiu,re over thd availabte opryut atpn+inr!9t or base pices. lt impfieilfirift;ffii,;;#;;ffi'te"a*q of excess of expetrrrir,e
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over income ar the full employmepf lgvel. The larger the aggregate ex@itqte the larger the gap andite
more rafld the inflation. Tl.e concept gf inflationtny gapil $gq by Keyaes,iust only to show'the slsin
determinans that cause an inflation0ry rise of prices

In dle followilg table and diagmm this conccptis expl�v �V �V

l.G�_ ss National lncome at curent prices

2. Tax3

3.Diworable increase              t

4: GNP atprc�\ inflation pnceS

5�B  GovL CXpendinvc   i

6.Outputavauable fOrcOnsump�� on at

pre�N hflation pnces

lnfladontty gap is(3-6)

El
l

Rs.

250 cr‘

60 cr.

190 cr.

200 cr.

80 cr.

120 cr.

�×vd�I �P �I�� �í�E lt�� �£ �ßrçW�R�o 1�ł �P�Ô �[ �L�E�˙ �¤
Rs.32 crores.                                             =     �]

In the following diagrarn:on OX axisincome and on OY axiS expenditure are shown.

190 cr.  -  120 cr.
70 cri

�Q
�M
�¡ c�¡ �•�†

C+�H�� G

irt @)ie
Fiq..6.3:T* 

. - _

yF is the full employment level of income which is arrived at be equality of aggregate consunption and

"gg*g"" 
inresuneni (C + I + G)'

- -l- ^r -^l45o line represent otal supply of goods at point E'

Duetothereasonsexplained'theremayby.excessog*T{.Ilmaybeduetgmoregovernment
ex.pendirureetc. fnen-6r" b*I+G .o*J#ft.Upo"arq i.e:, C+i+G'' Asaresultthenew

eouilibrium ooint would be E'. It means ]trougi;-td fU.rt, of 
'goods 

remain constant at YF the

;;;A;il;oora u" E Y'. Then the inflationary gap is EE '

�t
�Ù
�R
�m
�…
�y
�h
�˙
��
�t

�E

�w
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6.7.3 STAGFLATION

stantion�§ a simioniin which the�˜ �í�y�|�|�ºàY�K�º��P      �fl�J
�§ ª� m:�b �í �] 1ªJ :�“ �Ó Æ��À lnation)   i

hc��
"b stanti�V  sttm h�� �Ó �� �¿ :�� çW�ø i�| �I âî

Œ⁄
Øª � Ł̊Õ �]

the commodity market which w�¡ l push up�˚ e prices.

�G other�y �“ on fOr fall in aggregate supply is the i�� �� �Q in in�R

�g

ttaxes by cenml,State and

�n:�R �ìT�| �ç�Ł�F�´ æx�fl �Ñ :�� �¾ :

:�k �I àÛ �Ó �í :�£ �¾�u �Ó
xŁ�

"in additiod demand.

The meatt�_ stO�� meoutofstaratlon are

l. TO keep the minimum wages constant,

2. To fOllbW tax based income policies,

3.Limittg the increase in ttoney Wages with pFOduCtiViv inCrean

4.To reduce persom andltthess taxesbecause they b�ˇ
tO redu labOur costt and ralSe d�\ nd fOr

labour.

LES TAKEN SINCE6.8 1NFLATION IN INDIA�] MEASU��
INDEPENDENCE

aenuoifift .'if "tlfii'#,ff?r&Tl;i.xli3i,ti.H,lfl 
'#i;fjr:ffi [f, :?H:il:xx[T:

year plans t are ue"n cfrp*lgtei-"ia rt 
" 

rigrr,n-ir"'iti' ttt rnerefore it is appropriate to c

in*ationary siura'on ,"1"ffi:H;*ii;ffi-#il;;;;;d; -a rc co'ns,mer price index are used

o *"atotd the inflation.

In India, inflation started in the second five year plan when long nrn' heavy indusries stategy of

Economic develoPment commenced'

During the First Plan i.e., lg5l'52to 55'56 there wm price stability' In fact the wPI for ail

commodities decreased by l1%^ggnngn"tgtio6 f' to*t of 'Cpl ttltiog ri'e Uate year 1949 = 100 it

;Ai;Ai.* lOi to e6 in le56'

In the second plan p€riod i'e'.-1955-56 to 1960{1

Simlariy;i ild; wo'kiil;g:f cit increased ftom 96

Iornp"oiro inn"m rate was 5'3%'

Durmg tte mm�˘ �c’�� �”�à

’�…

|�˙ �ß�° �y �� �¿
�wŒ⁄æx�W�\�g�ß �Õ e.

The the index number of prices have been revised with a n"* tut"d y."t of 1961{2 in order to

have a *ealringfU comParism later'

�~�B�° �Þ �q1�Ô f�� ªN

i.e., the annual
6l-62 !o 165.1
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--- - -Sg q tr,r* veu'period -{-rryA--pfry-ffi;; ry"*sion with severc inftatiqr. The
compqryrdannu,alrrrewryT.S% by 1969-70 (wpl 6t{2 = 100) stoodat lz2. 

.

-^ Iq thc Fourth Five Yor Ptan 69-70 to 73-74 the inflation rae was g%. Tfu WpI rose ftom

lte lrcars lg73tt4 iltd lg74-?s wiuressed,o% priccrise. .This severity consed imposirion of
em€rgoaA}t a$ akin_g_ttp lhe drastic measures to conuol inflatiqr. As aresult the fuce inOex timpoaify
@lired b|!.4?o, whg qyrqsencr was lifted tlrere was political ctange and li,Oia agin ei$+ncd
!|!I€hflarion- EventheJanathaGovernmentcorildnot6ontotir Diingthepaiod-oftwo-yearsthe
WPI, went up from 182.I b 191.1. But frrom 78-79 a 79-80 the pr$" tir; wgs2t%. dr.d*lly
the prices rose and the valuc of nrpoe fell down o the extent of 13 paise iri reccnt times.

PRICE RENDSIN INDIA 1970�]71 T0 1979�] 80

h WhobsabPFiCe
lndex�\ all

co�\ dities

AEud Flan Chamgas
in Percentage
(Raeof Inflation)

1"�˙ 71

1971�N72

1972�] 73 -

1"3174..

1974�] 75

1975�] 76 ��

1976�E 77 1

1977�] 78

1978�] 79

1979-80

1980�] 81

1981�] 82

�E �B  82

198687

�A

,�A 10p.

,t’|::1082

�M�]
121�B �S�E 1�E

158.0

173.9

162.6

182.1

182.7

191�B 1

232.0

270�B7

277�B1

1287.1

376.8

6)

+82
+ 12.2

+3m
+ 100
�æ 64
+ 11.9

+ 0:3

+ 4.5

+214
�M 16.7

�L 24
+ 24

+3.6

SOwe:Gove�\nt�ˇ �m �` �i ���à �‘
�g

C4VS�n:F40R 10N IN �Y DIA
�E �º �i ��

�g

�¶�� Fled
factB,the�� �˚ mt�g :

i) Orrcrelpanslnofnroncysupply '

ii) Erpnsiar ofbd crrdit
iii) DeficitFinancing

iv) Imrrsein hlblit:E pcndiue
v) Itgc invesrnentm infrasnrcnne aldlang gesutim prrolxts
vi) Btdltur€y

ino Monetary and Non-Monetary factors. Among the monetary

571
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Among the non+norpary the imfortant ae:

ii) National calamities

iii) Ilouding and Specativertivititx

i9 Ldustrial ImpctContent

v) Uder utilisation of prodrrction capacity

The nrcasrres takel o conrol inflation in Inilia are: .:

i) filonetryPolicy

ii) Fiscal Pglicy

iii) DirectConrols

The Reserve'g-L of Itrdi" adopted bank rate policy, open'matet operations and maniplation of
reserve rpquiremens

In the case of fiscal policy, Governmejnt emptusircd ur axatiom, public barowirgs and changCI in
public expenditlre.

The Direct Conrols congips of price controls, rationing and sr,engXhening of public disribution.
In respect of miscellaneous measures, the.measures cortsist of irrcreasing production of necgssaries,
control of wages, checking the gpwth of population growth, import of essential gmds erc.

Inspite of the measures taken, the effect is quite insignificant. Because of various reasons, thc
policies indicated above could not be implemented effectively - hence the inflatimry rend hc becsne ut
integral partof the development prccess.

' Dr' M'SS' SomaYqiulu'
Check Your Progress :

l. Inflation means too much money chasing goods.

2. The price rise in develdping economies is called inhtion.

3: Ganoping in�¡ ation FeferS to�� e simation Of �ƒ wlse�B

4. Inflationary gap is explained by �—ttOnOmiso.

5. Phillips curve establish rclationship between

‘�B

12 MODEL EXAMINAT10N QUESI:10NS.�]1

LL�V
�h�¿ �ò ll�r �� �T�æ �i �� i�z il�P �Vnation.

2.What tt the tttors oOnsible for hnatiOn in lndia�\ Explain �V meaS�\ �� �_ COnmliL

IIo   Answer the fo�a owing questions in 15 1illes.             .

1.Inh�R �c �‹ Gap                           .

2.PhinipS Curve          l

3.Monetary Policy and lntion

4.Effects oflnhtion

:  �\
�E

 :_�¡

�m  |:�u �¡
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Bank Mm,y:=�]

.Barter  i

Capitalist Economic

System

Equilibrium Ptice�]

Fiat Money

‘’Pi�� �• 11�¸ �¿

",Cn:

FullEmployment�L

Inelastic Demand

Legal Tender Money

Liquidity Preference

Managed Money .

Marginal Efficiency of
Capial

Money Wages

National Income

Purchasing Power

Real Wages

Socielist konqnic System

Velociry of Circulation
of Money

, Wage Freeze

I�‡ :1�E

GLOsSARY�E
"hits:�æ ‘)

Bank De.posits against which cheqges can be issued.

,l

Exchange of goods for Soodl without the use_of money.

An economic system where private ownership of real capital is
permitted.

Equilibnum price is one wherg ttre quantity demanded of a commod-
ity is exrctly equal to the quantity supplied.

Money rvhich has absolute elasticity.

TheGovernment'spolicy either to increase or decrease iaxation to
stiniulau: or check consumersrdemand.

'An 
economic situation where unemployment isht a rninimum and

the nurnber of unemployed is no greater than the number of
vacancrcs.

Where a considerable rise or fall in the price of a commodity has
little effrrct on the quantity demanded.

Currenc'l and coins issued by a canral bank and Government,

''ihe e*tent to which investors prefer to keep their assets liquid
(i.e., in the form of money)

Money issued with less thaa I00Vo metalhc rssorvss:

The relacion between the prospective yield of o=ne more unit of a
type of r:apital and the cost of producing that unit.

Wages paid in terms of cash.

The toutmoney value of all goods and services produced in a
country during a specified period, generally one y*..

The quarrtity of goods and services a unit of money can buy.

Money isued with l}AVo merallic reserves.

An economic system in which the entire economic activity is
planned and controlled by Government agencies.

The avemge number of times each unit of money is used
during a period.

An attenlpt tct hold wages at their existing level for a period of
time.
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�R411

BLOCKI�U
BANKING

�¡ iS u�å k deals witt the�� mmeFCial and cenral bningo lt eptts ttc hdian�q

�g
�� ŒtØ[hhg�¤ ban�� ng sector sich as lndian battng SyStem,�� BI,money market capital malo=�R �æ
operadve b�c �z and egiOnal mral ban�ð                :

: �¡ i�˜ BIockcoltains�R �–fol�¤ wing 12 1�c �˝ �R          1�L �]  ~
Concepl&Rlle Of 3anking

C�¿�� ia1 lm�¡ :Func10ns,Principl�å &credit CreatiOn
lndian 3anking system

C�bØS11�· king�] PHnciples&FunctiOns

Rex�] �\eBankoflnliattFuncdOnsindworkig

MOne�g�V

=diCy:0�´

eCives�Ó d lnS�i �� en�Þ

�a i�V
 �V�å �Mdi�å

‘�l

nce �_ In�g �¤

�I
�]
m���w&�DäDI�ø �gT�ï

�N
B�VkNamnd�¤abn ahd�gvan�¢ O Riori�Ł S�å tors

Cooperatiivc Bank�V �lg

R,I and Agric�Ł �Yral F�c I POlic’and�� Ø[tions i

Unit�] 7

Unit�] 8 :

Unit�] 9

Unit�] 10

Unit�] 11

Unit�] 12

Unit�c 13

Unit�] 14

Unit�] 15

Unit�] 16

Unit�] 18
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|:UNIT�¡ 7,11:(Œi �c�ä �¤iFT ANDinOLE oFIB

COitl�Ù tS i    :      ~

7, ���� �R �� �…0�� �R�ÜV"

7.1 ,�\ ctiOn

72�E �] �� OfBanh

73 �ï OfBat in hdia

7.4 Role�° �£�ß�Vg   :
7.51�] �ü Of�c :�]  �v

:

�� �V �V ��S�i �i
�¡7S�c �¡�V ,I
�¡ 8�ƒ

�\ imtiOnhiOns
:   : : :: .1 .�] �¡ 1,||,_ ,1�¡

117�BO AIMS AND OBJECTIVES�¡�\ _

The purpose of tlls*rnlt is 
1q explin hon, commercial banks have pome into existence and howthey cane 30 aacuffy o il@ixreble pi"cre in ," *ode* *il'ir** ar over rhe world. This unirarsoerphiru diftrrart t,rpcs of bants.

�j �fl Stlldying thi,unit yOu wtt be abb tO undemnd:        :

�� �� �� �¶ �÷ �ò �g �g �Õ �Õ �ì�¡ � 4̊
7.l INT=ODuCTIoN

�¡

�@

�ł

�@
�z

Banks have becsrmc ian an{ parcet 
"l**11 t{ liviqg: Bur whar *m

ffifl1Y#lm.liffii##fr#*d# nfu r.,,i .i i-io;Tf or inon ey *i,g*H#Jffi ,*"m:,"miffimtr"ffi itrj:ifi"ql,,i;lhHT:,'*"tr*�c�c �¡7�¿ �Q�t 41�ì �‰ �» :�¤ aT�� i�˜
�˚ �V�i å¥ �« �Õ ���ï �A

.�f :1:�M f�¡ 1�v F:  ��  �A   :

t�L
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ThOy used to receiv,and itt Fmaps as claittsal

�� �í �í æ~rçW�` �d�ß çW

�í �˘ çW T�c �í �F�B
=��

�Ø 11

haleR�v �o�B�h�ò �„�� �c�R�V�� �Ł:�¿ �� �x�{�| �o�ß�V�� �Û �F�� �oPi

Earliest of all the banking institutions was the Bank of Vente fomded h l157.�¡ �Q Œi11�¡ t

ª� �R �� �Ł �ò �£ �� �Q �m�Ó �v3�� ª� ª� �I �R �ì �r
Œ�

�Rn�D�I �µ�w�r �| �Û [   �g
�g

were�gared o kep tt swluS�ï ���R
them�B �� I Surplus funds were depoSlted with goldslnms�¡ hO w�å doing the�� odem commerc�M

�� �¨ �„�É �� l�í �Ł�r �O�Ó �£

7�B3 0RIGIN OF BANKs IN INp�¤�n

�¸
àYtoeach�g �¶ .  :  1 1
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�¿ �M�� i�x

�· l�À �D �fl �Õ �O �I
�c

�R :�¨ �� �¨Ø[m.m exist�\ in l�k

Bttk’�« Ø[�R11�‹ �a�¸ �R�µ�� �� �s wm alisbdinl��

7:4 �� OLE OF EANK�EINC

:                                                                                           ||:

i�E  Œt�¨ 31�g �»

�g

�å iCa�¡
�» FoFm=tiOn

H�E
Œt �� ::PromOtl B�� Ø[�@ ,rinde and lndus�¡ 1      1 �¡

40FSI                                 :

�H�V PT�b   ��
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�R

iv.  Reduction oF RegiOmal and Economnc lnequalities

v: BanLs:h�¡ tence lnterest Rates

The interestrate in theecOnomy tttS the k

�æ�ò �Õ �h�i �¿

vi.  Banks Monetise Debt

W�r çW �ð�¿�Ù �h
vil.  Banks crttte Credit and,help in buOiness expan,lon

vc10pment.

development.                                                             t

7.5~TYPES OF__BANKS

àp �Ô    �º   �Õ �r
spec�M�œ�Õ Im�¨ �V upOn�k

types.

i. Commerciat Banks

They are joint stock banks which accopt diff€ront tinos o{ aqosits 
' 
ftrom dre public and grant strut

term loans. Their main aim is ro provi$q r*.#iviIi""ir r rr,e i"p"ti,* ano inate prolits for their

sharerrolders. es trr"i, olposits*arl*ri;ly #t* ffi;;,h"], d;; fiJ tno"ev t& tong periods'

rhey mainry nnr,* uollHi;u.*d' f;;'*t;##t ;; d"i' *tffi';ff*m ffi SI
.r-ride finance i" ,r'J-rffiifeactt cteaits oi overdrafts or loans ' -

discounting bills of exchange'

�g
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�¥

fto hkssc &# Invesment Ba*s. Tlpy prwide bng rcrm financeo industriee ranging
oyer a few decades...llltey finarce hqg qm prcj$ts and devclopmenal plans. They rcceive htg tpnn
deposis ftonr &e :prblfo:-. They may also raisc funds by ttrc issuc of sharcs and debenunos. They

ryiiiali* Ir.d uritert*c lr0rririat ftroce. Thcy may puir,hase the new issue of shres, debennnesard
securitics of ncw cntc,rprisos. They may also provide urd€rwriting facilities. Unlike commercial banks,
thcs h&strial banfs do not exis in all coun8ies. In some countries, commercial ba*s un& the mixed
bs*ingslscn ro rindertaking both commercial banking and indusrial banking fiurctions, Thcy mect
6e hng erm capial reqrirernens of indusrial corccrns. They al.$ Eotnote new industrial unfts. Tlrcy
Fo,vide notonty firmcid Gsistancebut also technical and manageriat guidance for cfficient worting of
indusrios. In the developed world, especially in Germany and America, these banks are assumingt*lTq
iii. Agriculturat Benks.

1tr0 Coqnmercial aldln&$trlal Burls are not able to moet.the finarrial requir-emens of agriculurc.
Agirulqne raquircp botlr short.term and long tcrm finance. ' Short perid loans are,prcvided by Co-
onmdrr.bmts nfiih long tcrm loans are provided by lard rnortgage banks. Funers require short tbrm
fturre b buy coqds, f€rtitisers, implements, etc. They require long term finance o malcc pennmeni
impvcmcnron tlreir lsrd like diggrng wells or prnchasing farm machinery and equipment of a
poflnanent nfirc. Ttrey provide long term loans against the security of land. As the loans are given
mqnly fa development lrrrlrce, tlrese banl$ arc called as "Iand Development Banks". these banks may
birrow funG ftom Gqv€mmeat. They may also raise capiat by issuing bonds and debentures. They'
harc bogsno prominent ih lrdh and aher counries like Germany and Japan.

iv. Co-operative Banks

The ba*s are fonired to supply credit to members on easy terms. The do not aim at prrofit in their
operatiom. firey aUrrct @sits from the farindrs and promote rhrift by offering slightly higher rates of
inqoct Qm bdEt Tttey edwi& credit facilities o needy farmers and small scale indrrsrial
uni8l In India we hrvo Surc Qoqerative Banks at the sae level, Supplying co-operative credit through
C€ntral Conperaivc Btn&s at the disrict level. In India cooperative banks are assuming an important
rob in providing agriculural finance. They protect the farmers from the clurches of the money ledbrs by
supplyturg cheap uedir

v. Exchange Banks

They'ryecialise in financing the import and export trade of the country. They purchase bills ftrom
gxpo.rters?ndg*l them to importers. Exchange banks discount these bills of exitrange to promote
foreign fiade. Tbey open many branches in different countries and settle the foreign exchange ran-sactiqrs
betrreen traders:of, different countries. _They may also undertake the usuil Uaiting offitions. They
provi& remicance facilities and trade information to their cliens. In rerent years, commirciA banks t1avl
also entered this field by opening their branches in foreign countries.

vi. Savings Banks

Tk banks collegt srnall and scattered savingB of the lov and middle incorne group people. These
bar*s aim- at promaing thrift among ilre low incomE people who otherwise il;ia noildii'd1;;;*y
for unprodrrtivc pnposes. firese banks receive smal[amounts of deposis and withitrawal's are resricrcd.
Banks offer minimum intmst on ttrcse &posib.

vii. Centrel Banks

Tha Ccntral Bank coilrcls tho cntirc banking syst€m in the country. 'It opefiates tlre currency ad
crcdit syrrm in the country. It rts as an agent alrA-Avis o the Govlrnr"irara-*onts-in d;Giinqrsof the nation wihout uy prcfit nrotive in its qcratins
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aling ln hundies Or lending money.�¡ py maintain
v_cmr syStem of4ounts and do not maintain any audited accounts,         1 �¡

7�B6 CONCLUSION/tSUMMARY

The basic prerequisi�g for a bank is �_ cOmmand tt�˙  abs01u�g con�¡ denc10fthepeop",Poople
should feel that their inoney is safe in a bank. They can getit back Whenever aley need ito More m

the rate of interest,itis this conidence of dle people dlat mkes a�E �r �£ to do business s�g cessfully.The
factthat one should knowi about a bank is thatit deals with otter peoples=money.           ’

Bank phy a piptalrole in the cconom�‰ development Ofa nation by providing Capital fomation
by promoting busines%ær �˚ e and induSL�Ł and by reducing regional and economic inequalities.Onean�¡ ot
imagine thO rapid economic d�] iclopment of an underdeveloped count�fl WithOut a dynattic and well
cocdinated banking system in ttat country.               �\

Revised by �E Dr.Mallanah

7:7 SUGGESTED B00KS

1.

2.

3.

R.S. Sayers :

S.K. Basu :

K.P.M. Sundaram :

Modem Banttng�A�Y Edition�v Chapters l and 2.

A Survey ofcOntemporary,anking Trends,Part�] II,

Money,Ban�¡ng�� Trade and Finance,13�R EditiOn‘

Cttp"f II.

Part�] II,�] Chapter I.

7�B8 MODEL EXAMINATION QUESTIONS

I. Answer the following in about 30lines.

l. Describe the evolution of Commercial Banks.

2. Explain clearly the role of Commercial Banking in a modem economy.

3. Describe the different types of banks

IL Answer the following in about 15 lines.

2. Co-operative banks, Exchange banks and Indigcnous banks.
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8.O Aims ttd Ol"�g Ves    .  :
8,l   lnttuction

l.2 Main Fu,ctiOns Ofthe ComhechI Banks

� �̈B3 �• ncllesofBankil�ð  
�M

:

8.4  Balarlcesheetofa cOmmacial ttank   _

151.:�Q �h 9�Q�–dlCrea",byomT�¿ �Ł,ankS

�¡ 6 uhintb�� �BicFed�ŒCreation    i
8.7  Signittcance of Bank:Credit

8., cOnC�V SiOn/S�ï �b�Vl(1   .1

�t �n�Õ �� �P :�¡
�]

�hD OBJECTIvES

Tte trd#-rirthi* unirii.tjl-1are rou un<tersand,*rc functioning of a commerciar ;;;
trffiff crcdir, ri:ori rt proviges filanceq rn aiir.ffi;fi#r#'*&i;ffiffi;:;s;mr* 

of an

^hiaC��
�� i St�] gyof�—ªà mty�k �tu,will bc�] h a po�˜ �ÙOn to unaers�˚ ndi

*

��   �¡

�¡  �¡�E�¡

�¡    :

the main functiolrs of acommercial.banks 
'

,how banks nor onry deal with ,o*i uui urso manufaclurc money in rhe form of creditEiEificalrceofcredircleation " 
----*

8�B1 II�¢ C�QON
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8�B2 FUNCT10NS OF COMMIERC:AL BANKS

I*t us now study in detail the various lunctions pcrformed by commerciat banks. We-can broadly

devide the functions into two categories :

l. primary or lundamcntal functions .' These functi-ons are generally performed by all

colmmerciat ba;ts. These inclrde ttri receipts of deposis and lending of money.

2. Subsidiary Fanctions... These functions vary from bank to bank depending upon the

Primary Functions: Ali cttmercial banks perfom the following functions.

8�B 2�B l RECEIPT OF DEPOSITS

A�� mmercial bank accTts different kinds ofdepos�¡ �¡om th�v �æ �E Th�¤ iS tt mostimpomnt

function ofa commercial bank.peposlts ac of arec types.           
�]      ,

i.e.Rs.250r�] �_ be mah�˚ ined h�R �B|�å �Bunl�¡ c depOI�_�w�mgiv"�R 9 1911i�`  9f�¡
thdrawing money

by means Ofcheques.                     �E   �M
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eoonomic conditions in the comtry ard prblish monthly c quarcrtyllurnals which are vgy useful and
informative to the public. Banks may also dcd in foreigr exchanga They cottect fqeign bxchangeqrd
makepaymentsinthelocalcurrcncy. Theyakoforgsforcign.trd0cgf.a-csntryaddi*ountthebills
of exchange_of the expatcrs. Bankers also help tlc importer$ by rcccfting therbills drawn by foreigrr
export€rs- Bmks issue lcocrs of credit to help the hadcrs and businessrnCt,to Otrin credit at disant
placcs. Thus bar*s pcrfqm a large nunber of sr$iary sorvices which are y€,ry,u$fu[ b dre peof,c in
ganer{ ardcusomers in patbultr

8�˘ 3 PRINCPLES OF BANKING

Share Capi�� 1�g d custo�� er,=depOSits,onttitute a m�´

"portiOn oF the to�g

l capiml of h

�X �ˇ �D �� �µ tltti�Ì çWF
�r 0�¡ �� tO Shmholders,wh�å e providingiadeqmte l

�� �‡ )no hard and fast Fu�¡ fOF inVOSment of f

COun�‹,the invesment policy is not unifom in al
differ bm locality b locality.rbngtem dwosi�g
term loans. Hence local conditions also inauencI

�ì �µ
�M�V iSinaumcd�fl �R

i

8�B3�B l THE PRINCIPLE oF SECUR�uY

�Õ�ß �[ �O �r �§ �I �v�æ�� �V �I �R �í �I �ì �ô
portion of hirfunds and mtt notearn much prom:‘h the Oner hand,r�Q �� mm(�K�Mbanks are veFy

rdy and lend more funds�� dlout l�� Ø[ng intO the wurity aspa,they may have to face sevml�Ü s�£

�`

a danger of natul calamities like floods,famines,ctc.,causing�ƒ �@ damage md misery �_ tt people

of that area.If the people of ttat area have taken a high portionttLhe ttn�g of a banki the banrs

inancial position would be endangeredo When thO fmds�g d�…�J rled and investt in diffeFent plb�â Q

losws at one place may be compensated by gainsin onerpLcsi  : i
l l

8.�¡ 2 THE PRINCIPLE10F LIQVIDITY ,F           l     ’

Liqundity�¤ �ó otherimpomnt gdding pFhCiple ofinvamtt Lmttty refm to the ability of

bankS �_
"Cash agaitt d�¢

L A bank u:�R
ml�� �I �R�⁄ �D�] �d �À

�� �í
�Z �[ [�¾ �� �§ �c �O�Õ

æk�Õ �[ �I    �] |

�R �R �w �í �Õ �‰
�� �˚ �� :h the m�˛ L�À in�\ mt�ˇ bat f

�� �£
�Œ �¿ �R oftt bmk�g

�c

�M �˚ cOnti
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iv Natwe oJ Moncy Market

If the money martet is well dcveloporl in a colntry *ith I lrf n-n8rter of bankfuU and oth€r

finarrcial institu. tions, the liquidity ratio may be kept ai a low level. Possibilities o borrow from others

wig be more when itre money martet is well developed. Banks rnay bqrownetody from otherbanks
but also frorn the Cenral Bank.

v. Size of Dcposils

If the number of deposis b large, banks may function with sotall cash reserves. Tlre wifhdrrercds
ofsomedepositorsmaybemadegoodbyreceiptsfrornothercustomexs. Whentherereasmallnffi
of deposi6rs each having a huge amount of deposit, bants may have:to keep mae cash reserves to mgd
their claims.

vi. Nature of Depoiu

The nature of the account also d",rrrin", the liquidity. If the bank maintains more current
accoun6, the funds may be withdrawn by the depouors at any time.without notice. Hence banls have o
maintain morc cash reserves: On the other hand if banks have huge funds h fixed deposit account,
liquidity may be lass.

vii. Busy Periods

During a certain busy season like the harvesting period there may be more withdrawals from the

banks. Hence the liquidity ratio may.be high dqrng such periods.

viii. Economic Conditions

The general economic conditions in the country also inflrrence:the casir res€rves of commercial

banks. In a-period of rising pncing and inflation; business conditions may be prlsperous. A small caslt

reserve may 
-be 

sufficient o meet the with&awals.

ix. Nature of Mvance and Invesfrrunts

If the banks have invested a major portion of their funds in short period loans and in other

liquid assets which can be converted ino cash easily, ttreliquidity ratio may be less'

8�B 4 BALANCE SHEET OF A COMMERCIAL BANK��
STRUCTURE OF ASSETS AND LIABILITIEs

The balance sheet of a colqmercial bank is a statement showing its financial qo-sttio.1 on 1
particora,0"t". rt cons-sts-"r-".eir *a ii"tititier. Genetally assets arc strown on the right side and

liabilitiesare shown on trt" rrrt iioe or tn" balance sheet. usuai'ly this saement is prepared at tlre etd of

ffiffi;;;-il;i;no oniro*ity in presenting ttre baiarpe streetanmg the various courities'

But all balance strees reflect their business rirnsactioi"s. Let us exallfne thp sructure of assets and

liabilities of a commercial bank.

8.4.I LIABILITIES
mcprrr trrhers,claims on bank. [.et us discuss these claims in detail.

The liabilitie.s r€prpsent others claims ol- ---"

Capital

It is the paid-up caprtal that agtu{y -bring! 
ffrs Q ,t*.,b.flilk faiA-up Capital represents the

amormtof c4i12l atrcaiy'ffdby uE rhr"hdld*""Ao[*ir.arryitalrepqsqnstl' maxirnum amouotof

caprral which a compuy can ptse Py 1a1 of tlril:- .d C.pl"t is irat part of the auffrorised capital

which is issued , o" piuil" il;$il$;lon. 
-fri 

souscrruea &piul is the-rtual capial subscribed bv

the public.
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Bitance.sheet,of a Commercial Bank

Liabilities Assets

�Q

�@

�@

�R

�@

�@

�S

�@

�@

�T

�@

�@

�U

�@

�@

�@

�@

�V

�Q

�R

�S

�T

�U

�@

�V

�X

�@

�O

�@

�P

12.

�X

�@

�O

SnrcCpital
' Authcised Capital
Issued Capital
Subscribed Capial
Paid-up.capial

Reserve Fund and other feserves

Depoqis and other accouns
:

Borrowings from orher Banks or Agens

Billspayabb

Billi for coltection being bills receivable
asperOOntra l

Other Liabilities

Ac�c �¿àY,Endommen,and Omer
obligations as per contra.          

�M

PrOrlt&Loss A�å ount

QntiEenttttilitiesdescHbed �V the B/S

1. Cash in hand

Cash with other Banks : .

Money at'call and shortnotice receivable

Investments

Adrances

Bills receivable being bills for collection
as per contra.

Constinrents; Liabilities for acceptances,
endorsements and other obligations per
contra.

Premises less depreciation.

Furniture and fixtures less depreciation.

Other assels inbluding silver.

Non Banking asses acquired in satisfactiori
of claims.

Profit and Loss.

g a portiol of t�g acCu�ßuh�g d l�_ �N
�g

of the bank.

:�ˇ �� àp å¥ �V �R�I � �̇I e�Ł �\Bmk

�Õ �Õ �ç� �̀'    �T�Nbank.Both ttc"mary andbecOndary depoJ�g fOm l

�í �Õ �f �í �¸ l�b Ø}I�Œ:1�� �â Łc |
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Bills Payabh^: .The bills payable will be shbwn on the liabilities side. These bills are payable to the
custonrers to facilitate remiuance of funds. Bills of cxchange acceped or endorsed Uy rirjUank of on
behalf of the customers will appbar on the iiabilities side as the banks have to make paymerrts. They also' appear on.lhe assels side as the bank has !o get these payments f.rom the customers. 

' '

.--
, Bitls for Collection : On behalf o[ customers banks collect bills, cheques, draf6, e-tc. After

collection, they become rhe liabilities of the bank. They are rr."teo ,r:iiaUiiiii* ,r ttre-Uanr rt r lo.p.y
the proceeds to the customerc.
Other Liabilities : Under this item, other liabilities like gratuity or pension,to the employoes,
unexpired discounts, insurance fund, unclaimed dividends, Urancfiaajusrinensl erc., are rt o*n separately.

Acceptances, Endorsements and other Obtigations : The banks accept or endorse the bills of
exchange on behalf of their customers. It means they guarantee the payment 

-of 
Uins at maturity. These

obtigations fall on the liabilities side because banks,have o make 0re payment of maturity.

Profit and Loss Account : The profit earned by the bank is payable to the shareholders. Hence it
is also shown on tlre liabilitie.s side,.

Contingent Liabilities : Every bank makes some provision for these liabilities in is balanco
sheet. These are unforeseeable as they are not known in advance. For examlle, liabilities may occur
when banks have to meet he guarantees given on behalf of cusmrhers.

. Having discussed briefly the liabitities side of the balance sheet let us trur !o asses side of the
banks.

8.4.2. ASSETS ,

The assets of the bank are shown in the balance sheet on the basis of .their liquidity. Following
are the various items thar appear on thc assets side. 

:

Cash : Cash is the most liquid form of an asset. Hence'it appears first in the list of assets. A bank
has to maintain sufficient liquidity to meet the claims of customers. Cash is the first life of defence
against depositors. Though'cash is not an earning asset, io avoid any risky situation it maintains

sufficient Cash balance to moet the customers'demands. Furiher, a commercial bank has !o maintain a

minimum percentage of cash against the total deposis to satisfy the requirements of law.

Cash with other Banks : Banks alsb keep a certain percentage of tlieir total deposiS with the

C."truf guri'and with other commerCial banks for the purpqse of inter-bank qlea1angg adjustmens.

Small banks may keep their funds with bigger banks for t-hlpqrPose of safety a.s w.ell.as cl-earance.

Commercial banfts mainAining cash reservei r"ittr the Central Bank have more prestige in the eyes of the

customenl.

Money at Call and Short Notice : Short periodaoans which are repayable to $e bank on demand

o, 
"t 

sirort noticeare included under this category. These are regarded as a second like of defence against

Oepositors. Thesi toans are highly liquirl aithly can be conGrted into cash in a short perigd of time.

These toans are given fpr a maiimum ferioO of I'rfteen days and the bank.can recall them at short nptice.

Investments : Banks invest thcir funds to maximise their profis.- The different types of investments

are shown r"putu"ly.on if,i itt"ts sitle'of the balance $teet: {nfs qr91!ly ilTtt in Government

securities. me n^ea'interesryielding securities are called-'gil-t edged securities. As 4.1" {e no risks of
i"ri U"rk pr"fo inr"rr*ent in GovJrnmenr bond,and securities. The investment made by banks in non-

Government securities is also shown separatety in th6 balance sheet. These short term investmenB of
tranks are regarded as secondary reserves.
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8.5‘2 PROCESS OF CREDIT CREATION
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flow out of the bSnlq but ransactions may 1219 place by bqgk adjustments. Hcnce ttre banker.main-tai$

iifi liii1rlii ;f;is ,"irlihpasrs in tt i fo$'of oas[ q meet t]re claims if customers and inter-bank

"tairnr, 
The remaining UaUnde is used for rhb purpose of credit creation. He ped.not restrict the total

il*n," oi ir"Oit opo-tt e arnounr of this b.alance. He can lend. much more than that. Let us study a

"orr"[t"L*rple 
to uidersnnd the extent to which the commercial banks can create credit. Let us assume

Gr".ur1g*6r Oeposis an a*ounr of Rs. 400 in his account in bank A. All this amount of Rs. 400

;;;;;G [nr 19 oiii"r p"rionr. n prt f it must be kept with the bank as the depositor-may withdraw

ro,n" .*oo"r fh" urfrnt of mon6y kept by a bankeiagainst the deposit is called rhe liquidity ratio

oi tiir Uaol.'ior example, let us asiurO that the bank maintains 20Vo as the liquidity ratio. Then the

Uun[ tr.. to prepare is Ualance sheer in the following manner as far as this transaction is concemed.

1labiHties

Balance Sheet of Bank !A'

Rs. .Assets R�R

Deposits Cash 400

�í �ß �º|�a �í �� �F�—�¯ �w�E11ªJ
�DTà� �í çWl�Ô �í �£ �{�ô �˘

e Liven as 19�¿ to a pers9n named’Xl.Then the

balance sheet ofbank:A’wili be written as fo1loWs:

,       13alance Sheet()�w  Bank  :A�E                          �E

Liabilities i�A    Rs.              Assets        Rs.

DepoSits 4��           Cash               80
�R           LOan to Mr. :X1       320

400

400400

40040()

, Bant '7i' irtayigrarit a'ioan ro'X'and crsdit his account with the a'mount of his loan. 'X' may issue

a cneqiri io one of:hlS creditors 'Y' who m:iy be having his aicount in bank 'B. After obtaining the

chequi from 'X', 'Y' may not withdraw cash from bank 'A'. he may deposit the cheqJq with thb bank

'B' in which he operates hir uc.ount. Bank 'B' realises the amount from bank 'A'. Caih'is !"p! *i$.
the banks. Only 6ook adjustments are matle by clebting the bank 'A' account and crediting bank 'B'
account through the olearing house. Thus money is with banks and not withdrawn by individuals. Then

this transactioi is entered in the balance sheet of bank 'B' which is bs follows :

Liabilitts

Balance Sheet of Bank 'B'

Rs. Asses

Deposit 320

320

Out of this amount of Rs. 320l- the banker 'B' may retain 20Vo or Rs. 64 as cash to maintain
liquidity and the remaining -balance of Rs. 256 may be used for granting a loan or discomting a bill of
exchange or purchasing a security from another individual 'Z'. lt the amount of Rs. 256 is used for
discounring a bill of exchange this transaction is entered in the balance sheet of bank 'B'- in the
foflowing manner.

Balance Sheet of Bank 'B'

Liabilities       Rs. AsseLS

Deposit Cash
Bills discounted

Rs:

320Cash

320

Rs.
�g

�Q�T�U320

320 320
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ci"�g ���y�îPal�R �í �O�Ó�aæo�aIw�[ �[ �ø�� �Q �I �Ù�í �� �´�R

Liab�a ities

Baiance Sheet oF Bank  oC�E

R�Ì .         .   A�Õ
�g

RsI

Deposit 51.20
204.80

256 256�B00

.-- - Thpt.the process ggts repggted in the banking system by creating new loans and new deposis
till the original deposit of Rs. 400 is completely used. When we take the toal amounts of depgsis
created by all the-banks with the original deposit of Rs. 400, it will be equal o Rs. 2,O00 including the
original deposit. It means the banking system could create or manufacturc additional deposis or derived
deposits of Rs. l,600.with a primary deposit of Rs. 400.

In the same'way, eventhough Rs. 1,600 crores are granted as'loans against Rs. 400 crdres of
original deposits, people do not withdraw all the amounts in the form of casf,. Only l/5th or ?fi% is
withdrawn in the form of cash and the rest of the transactions are settled mostly by cieque, drafts, etc.
Hence the cash balance of the commercial banks acts as the fouirdation or basii for the ireation o'f Oe
entire superstructure of credit. Out of Rs. 400'crores of deposits people may withdraw g0% of deposits or
Bs. 80 crores which the banks maintain to meet the claims of ttrese people having Rs. 400 c'rores as
deposits. It means the remaining Rs. 320crores will remain with the:Lanks asldle cash balences.
In order to conven these idle balances, into active balances, the banking system as a whole witl lend o
the extcnl. of 'Rs. 1,600 crorcs. Thcsc loans are grantcd gn papcr, by bogk adjustment, as we have
sccn carlicr. Actual cash is not paid to thc individuals. Thcy may requirc cash only to rhe extent of 20%
of the total loans of Rs. 1,6fi) crorei granted which is cqual o Rs. 320 crores. Thus these idle batance of
Rs. 320 crores lying idle with the banks will become activc wher Rs. 1,600 crbres of rupees deposits
i'ill answer the claims of dcrived deposit holders to thc tunc of Rs. 1,6(X) crores as theyrequire only
about 2-O% or l/Srh of the total derived deposius. Rs. 80 crores of .cash held by banks will answer thL
claims of primrry deposit holders to the tune of Rs. 4fi) crores. Thus banks may pay interest on some
part of thi total primary deposits but they collect a higher rate of interest on soml part of the otal
primary deposits of Rs. 400 crores which are in the form of fixed and savings deposits but they collect'a
higher rate of interest on their loans and advances o the tune of Rs. 1,600 clores. The.differerrce in the
rates of interest is the main source of profit to the banker. If the liquidity ratio is less, the bankers can
create more credit and get more pmfits. With thc same amount of Rs. 400 crores of primary deposits,
banks can create Rs. 4,000 crores total deposits if the liquidity ratio is reduced fuom 2O% to l0%.
Thus by lowering the liquidity ratio, banks may create more quantity of credit. hence it can be rightly
stated that one rupee deposit create 4 rupees credit or Rs. 400/- depos.it creates Rs. 1,600 additional
deposits with20% liquidity ratio. It is evidcnt from the above that bonks can lend much more than whdt
they receive as depoiis by this mechanism o[ credit creation. Similarly if we assume ihe total deposits
as P.s.400 crores the banking system retains Rs. 80 crores as cash when the liquidity ratio is 2Wo andthe
remaining balance of Rs. 320 crores are used for creating additional deposis of Rs.'1,600 crores in the

deposit credit ratio of l:4. Including the original deposir the otal deposits would grow from Rs.400
crores O Rs. 2,000 crores. Hence R.S. Sayers rightly. termed the commercial banks as the manufacturers

of credit The process is known as.multiple expansion of deposits or creation.of credit.

8.5.4 DEPOSIT MULTIPLIER

The amount of credit created by the banking sysiem as a whole depends upon the liquidity ratio or
percentage of cash to be kepr by rhe-banks against theii deposis. This percelu$e will determinp the

beposit Multiplier. Wirh the following formula the degnsit multiplier can be calculated.

in which K=depOsit mJtiplier,r=peFCen�I ge Ofcash rewrves to depOsis.r the percentage
1l

cash reserve ratio is N% then the deposit multiplier will be ,^;rr- or fr or 5 times. If it is 25%
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8.6 LIMITAT10NS ON CREDIT cREAT10N

|
NLR)�Bfthe commeFCial banks.If the FeSerVe FatiO iS

�_rch:banks to create crctit will d�å rease�B
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CE OF BANK CREDIT

Bank credit refers to the loans and advances grantf4-by tlte banks' It is an important source of

investment o exploit tfr" ,ruif.Ufi i"rour.", in"-"orf,r,'t*frdn cre.it is productively invested' the total

employment anO incoriJffi;prdi; will also irrcreise. During periods of detression more credit is

created ,o stimulate the economic activity so that rhe economy may move into the phase of recovery and

prosperity. Thus the t"t i-p.Or.U* ffi.:o.lt"*rtion of eqgAs. i1a services in a country can increase

with the additionat i";;;il;aoe avaitautelui uan1. c.6dit, indusrialists, traders and businessmen

generally rely on Uo"r, .i"iii;o pin*orc unA'.ipuioitt.it enterprises. As credit increases.consumptiort'of

goods and services, there wili be encouraggr..lifot the development of large scale enterprises in a modem

capiratiss economy. c-Ied.t, pLy. 
" 

pii"tat.'rott= in the corpor.ale ro'.' oJ uusinesl-o1u31jsarion which

issues shares, bonds, securities, etc. Instiruriona tlt" *'mc.rciai banks'.insuran3e companies and other

tinancial institurions deal with thcsc issues in.t"oting ci"Oit.. Credit enable the q91^to lneet its

expendimre over and ,Uore is revenuc. Above ali, .r.Oiii, very important in an economy as it provides

a convenient anO economicai meAium of c*cttange in addition.io othe' types of money' As changes in

the quantity of credit t;;e 19 changes in *te toul money supply' it 
-renders 

the mone'tary system of the

counrry elastic. Wfrife iiif*ningitre irportunce of ca"pitai,'-t.S.lvllll writes though' credit is

il;; ff;fer or.a'pit r r-;; #4"r" trano iris generally ind.naturally a Eansfer to hands more competent

to emplciy the capital rr;;;ffd;etyin proO,iction". 
-Credit 

has assumed such an important role that it

i. ,"w Jiff"ult fbr us ,o lrrgi"" ,ftc iunciioning of a modem economy without credit'

=�‡

 cO�MCLtS10N/SU�ƒ

�â�' �í �í i�v �¿II�– �I ª�l�� ª� �í �W

disturbed,nO baik can survive.  ,

Banks are in a positiOn �_ gmnt mOrc loansl

�bJŒ⁄�� |.�d �W:�[ �[�b�Ô �h�Ù �í �ò :��

Revlsed by�]   Dr. Maualah
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8.10 MODEL EXAMINAT10N QUEST10NS

I. Ansrver the follorving in about 3(l lines.

l. Distinguish bctwecn hirnriry antl Sccontlary rlcrposits. How d<l banks crcatc sccondary deposis?
2. What arc fte main l'unclions ol cornrncrcial banksl,

3. "Loans create deposits" Discus.s.

4. Explain the main bankirrg principlcs.

5 . Why a .balancc ,f,."t nt"u"t rnk always balancc.s?

l. Explain how a bankcr strikcs a balancc bctrvccn liquidity ancl prolirabiliry.
2. What arc the main a$sers and liabilirics ol'a cornrncrcial banks?

3. What are thc limitations on crcdil crcation ?

4. Wharare fic advantages oFcredit crcitrion:)

�¡
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UNIT�c 9:�E INDIAN BANKING SYSTEM

Contents

9.0 Aims and objectives

9.1 Introduction
g.2 Money I\[arket
g.3 Composition of Money lvlarket
g.4 The BiIl tvlarket

9.5 Feature,s of Irdian Money lvlarket

9.6 R.B.I. and Indian Money Market

9.7 Indigenous Bankers

9.8 Defecs of the Indigenc;- Bankers

9.9 Indigenous Banks andR.B.I.

9.10 IndianCommercial Banks

9.ll Growttr of Baniring in India
g.l2 Nationalisation of Commercial Banks

9.13 hogress of Commercial Banks after Nationalisation

9.14 Summary/Conclusion

9.15 SuggestedBmks

9.16 Model Examination Questions

9�BO AIMS AND OBJECTIVES

The purpose of this unit is to explain the nature and grolvt!- of Indian Banking System and the

different constiitrents of Indian money market and recent trends in In(ian banking system.

After studying this unit you will be able to understand :

* Nahre of Indian Murey Market and is defects
r, Indigenous banken and their importance in Indian money market and the defect of Indigenous

banken.* Na$re and growth of Indian Commercial Banks. . . .* Circumstances which led to the nationalisation of Indian Commercial banks ard the prograss made

by commercial burks after nationalisation.

91l INTRODUCT10N

Bank is a plan yhere transactions in molpy take- place. So all the banks put together may be

carea mo.ii-r"it"t. tti"iod.n.rvJng 
the Indiair uanting system, we hpve to understand the basic

Ioir.sJrifu-Moneyldrker 
-

Indian money is characterised by its dychoQmy -. that is, on one side w9 have d ttig.nv organised-

and modern banking rvriil -a on n6 omii *" m'rl a crudg -Tq a, unorsanig{;11-o1 in the f9q 9f
irft;;;;;-6i"ri'rt" org"rit"C-s991or 

"ot 
prit". g.f".lt th: commercial banks' All the big

comrnercial tar*s 
",ere 

na,ti6[1iiisea in igOg. erur'nationaisation tliere werre far reaching changes in tb
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912,:MONEY MARKET

|

�Õ �«W�Õ �_�c �V�cmkets tt m
�L    _   .)Wing are sOme Of�� �Bimpomt

�]
CM�`

i�v Th�– �–�Oit’�B m�ælMalk‘:

ACCEPrANQ
MA�\  t

BIL
MARIcT.

æ] �ƒ �� �° �ł �Õ   �R ŁJ :

�E�a AccepØS

�g

lMailrtet                l      �R
:                 :
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It shouH be noted that a Banker's Acceflance is different from a cheque. The former qP9yable-a! a

i"u"r-A"tr whereas the latter is payabie on demand. The banker's acc0ptances are mainly used fc
frnancing the movement of goods in int€rnatioital trada Jlrey 1ry also uq -fo: 

domestic shipment and

Jt*ugr if gooOs. The bankens'acceptance can be easily qolda$ discourttod I St a".rpt nce marker In

tfrc de ldndon money marlret, tliere re specialised firms dealing in bankeds agaFptanc€. They re
known as Acceptance Hotrses.

9�B4 THE BILL MARKET

The.Bill Mrket is also an imputant segmen! of,$g-mone-y market. The'Bill Market'or the
,Oisoognt martet' refers to the mar&et in which sfiort dated bills rc brotghtqnd so!{r- This market often

dr.fiil *"h strort dated papers as bills of exchange and tneasury bills. -These 
UrJlt o{ exchange ar-e

aiJo*t"a uv oe commerclai banks to lend money to-drg c$bfers'and redi$counted by the cenual bank

o g*nifr*ir"ial accomodation to the co*mercial banks in the country. The bills are pormally of 91

Lyl O*Jon. All the discounting ad rediscounting is undertaken ln ttris market

The money market is ger.rally composed of the following instinrtions :

l- The Cornmercial Banks

2 Ttrc N,ce4ance houses and bill brokers

3. Non-bank financial institutions and

4. TheCentralBank.

The commercial banks are the prominent group of operatrirs in the money market lley pro"ide

short-terrn ftrnds for Uorinor anO inOirstriat .oni"*1 ThAi banks.also offer call morrey loans to bill

brokers and dealers i" tf,"*rctlxchange tlarker they'dlso provide short term funds by discounting

UiUs otexctrange s any other eligible cdmmercial paper'

The acceptance houses and the iitt broters are the main institutions gealTg-i*-bill martet'

These houses speci^rise in-acLlunc" gA g""t"r-t""i"! oi t 
"A" 

bills. In the London money mrket the

acceptance houses p"rf;;;;;t"reru dte 
"r-*"r.f,-t 

bankers'.' The bill brokers also participate in

b;yrt and selling the bills &awn on acceptance houses'

Non-banking financial institutions like insurance companies and business corporations also take

p.n i, tirit'uino.ti'o*;itil;;;trrrt"r wittr their short-term investible funds'

The cenrral Bank of a nation occupies a piyotaf position in the money Tgkel a* itis regarded as

the gurdian of tne moiei-rri"t, It controlffi gri ie,tht institutions working in the money market'

firerefse, trreprrro*llit;itr."A;#;# t";;u*[y iqld,,,rr"tv dependeniupop the characterand

composition of.the moneY market'

�R�FY MARKET

��
�| Œa�O�¸ �a�¿I�‘ 1  �]�O

�—�„�o
lthis mrket.

�v�F�� �ô �I �V Œa:�ø l�x �í �í�À �—�U’�¿
y�Ł

T�¿
�]
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t. The Cell Monc[- Market

In India the call moiid market refen o the lending and borrowing of morrcy for a very snort period
by the Indian commercial ,bant<s from erch other. Uoni*ing in O" 

"aif 
*oiliffii<et dfir "";;;d;any collaleral seggl$e!. The operations of the Indian cgllmoney marker are mainly confined to cities

like Bolbay and Calcutta, and to some exrcnt, to Madris. fire otal funds borrowedand lent vary from
, 9v. o day and do not exceed Rs. 70 crores. The main operaors of 0re call money market in India ir,re ttiet{i- conmercial banks and somEof the exchange banks. Ttle S.B.I. Ooes noiparticipare in opqarioilr

gIO:_9!roney market. Exchange banks like the Grindlays Bank and the firsf Nationa City'Bank of
New'Yort @ the major participans of ttre call money market. The call money market iriindia has
nimained unde$eWloned. 

-There 
are vide variations in rhi rates orinterest crrargeo i,ig"rb"i and Calcuta

ma*ets. The Indian."ll Toq? market experiences two $€asons. l. Slack season (May-OcoUer) and 2.
The busy seasion (Nov. -= April). . 

.

ii. The Collateral Loan Market

Anothe: imponant constituent of rhe Indian money market'is the Collaterat Money Market.

In this manket bans are offered in three forms : (i) I-oans (ii) Overdrafts and (iii) Cash Credit.
tS f.qYq against collateral securities such as go;**enr Londs, sharesof firsi.f*;;r;;i;
and agriculuratffi'mAruft*nfficommodittes which arl easily marketable.and do *t 

".ry 
,,u"n t-rrr;;.

A major part of thO scheduled commercial banks consists of these collateral loans.

iii. The Bill Market

In India' the Bill Manky was esublished..in 1952. The Indian commercial banks and the foreign
bantsdiscountthe,bil|s,of exqhange andoher etigibte commerci.ip;d;irh;6;;; ilii"r. All thebi[s- ihteriial ant'foreign and shor]t dated Governmenr securiries of-90 days duratidn ,r" o[tt wirh by the

There are very-few bill markes in India. Even fiough the R.B.L has announced speciat facilitiesto qnco.yr.ase bill markes lol T,g9-h 
progress has been achiEved in this respec,. Sir"r ,trr-rii";;#;;i

trade of the country q90sists. m?inlypf ggricultural goods, rhcre is a fauciiy of internat billr. Th;;;fr*:the bill mutet in krdia mainly eiists loi foreiln rrioeo iooai ,ro 

"t 

ort daed Govemmenr securiries.
1TT. are beings constantly inroa uy:ir,e *on"r,ury aulhorities ro develop a good bill marker in ourcountry.

9�B 5 FEATURES OF INDIAN,MoNE�}�M
MARKET

i,  Lack OF Integration         ��            .               _           ,

li�E
1�¡ |lt,T,911n‘�� enbuS 3ankels   ’

å¶ �ò �V �r �� �r �A
‘1�¡ �] Direr�¡ 9es.h MOney Rate,oF Int�† re" �¡              l:

�]�D�ø�� �ï ���a�‡   �R
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iv. Differences in Interest Rates in Different Centres

Disparity in money rates of interest in different, regions including Bombay and Calcutta was
arntherimportantdrawbackofthelndianmoneymarket Differcntialintercstratesindif-ferentcenresled
o fluctuatiqrs in the pices of seCuritias. Inryite of the exisance of R.B.I. these differences coritinued o
persis even today. Howerrcr, 0reResenre Bank has rationalised and changed tlrcfystem of remitance of
-furds 

benveen Aitrerent prts of the counry and thereby paved ttle way forequalisiilgmqrcy rates all over
the country.

Y.ScesonalStringenciesofthe.MoneyMarket

The Indian morrcy martet experiences seasonal mmetfry srigencies during tfre crop orbtrsy seaPn
(Nov-June). There is a greater demand for-funds in the money market ar.rd- as- a, regull tlrc. martet
ixperiences paucity of frmds. Qrr the other hand, in the slack seatpn (July-October) ftrnds_ lie idle. This

rcifs o *ide ,riaiions in money rates and the rates vary from l% in tlrc slack seagn O 15% in drq bosy

seilx)n.

vi. Absence of WelI Developcd Bill Market

The Indian money market does not have a well developed bill market.in which strqt term bills

could be bOught and sold- A w9! organised lill mar$t is essential for the sqgoth-wo-r$ng of the sedit
;t;"r. tt is-also necissary to tint u[ the various crediq agepras o-the csrral benkofthecoutrf. One

ot G 111ort imponant reasurs for the abserrce of the bill market has been the !q!&c of financing fqrcigl

t .or Ui ior"idr e*ctrangi Lantr to discount_bills of exchgge in the London Bill }vIar*et or hold ftem till
ilo"try" Td R.B.I. in"r,oduced in 1952 a Bill Marke-t Sc[gqg_wtrich was ry! really a nrarket f9r Dtps

ilri , Jirrc* o in"Uf. .orr"r"ial banks to _borrow from n.!.].- B-ut in 1970 the R.B.I. inroduced a

pup"i 6ifi.r*"rn"t ictr is tno*n as the New Bitl !,Lte!. in-.*trictr str.q rcfm trado bills are bought and

sold. To bssuish 
" ",.uT"r"iopqd 

money market'in India there q," @-b.int464re.$e various

componenrs or tne ,onll;;fi'firil;;'rt"bd;;rerary policy. The R.B.I. should devblop the bill

market and open Discount Houses. .

�uINDIAN M

The earlier discussion has revealed the role plafd by ttre R'R'I' in removing-Sme of ihe defoe of

o" rnoi"n .o"ei ;;i;-I h* been able o *i,o* ttre difrerences between different secfons o{.t{
Indian money marker iiie Oistinction betw€en the tndian and foreign loint stock banks has.been wi@

out. The variations i" A;';ffi;-#id;hi"h exhted in different ptaces and at different times have

been mitigared. a roniiffir;dffi;;;teen trougt t about in m-onetary stringencies through open

marftet operations and bill mrket schemes' '

.However,manytooptroleshaveremainedunplugged,T|eallnceofthebillmarketlimitsthe
ability of the Reser* riuri io *ithdraw surptui iK* ffi money market by discounting of bills' The

inadequare developmeniii,rt-t *on.v markei p";{ plg}t"f'}.d 1T" banks becarue thev do not keiep

fixed ratios between rheir cash reserves ano oeposiis.'The indigenous bankers still occupy an important

ptace in rhe money ,.*., ."Jrit"y ; y;i" d il"gt 
"'d 

wittr-the rcst of the money market'

9�B7~INDIGENOUS B�n�^ �˜

�^

�k
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comindasan esntid_uitt fOr calling a person an indigenous banka�B           |
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The Hundis are called the indigenous bills of exchange. They are of two types - Darshini and
Muddati. They are similar to Demand and USANCE bills of exchange.. Darshani Hundis are used for
remittance of funds ftom one place to another whereas the Muddati'Hundis are employed for financing
trade or for mutrul rccommodation

Reletion between Indigenous Bankers and Joint-Stock Banks

The indigenous bankers depend principalll on their own funds. They have very liule contact wi0r
the organised sector of the money market. However, when they are hard pressed for money {uriry_busy
seasons they re-discount Hundis with the Joint-Stock Banks. They also borrow ftom the Joint-Stock
Banfts urd the Strite Banls against ttre demand promissory notes and signed by one or two bankers and one

merchant. However, the Joint-Stock Banks.and the Sate Bank lend money upto a certain limit and only
to those indigenous bankers who are on their approved lists.

fire indigenous bankers are made to act as a link betwwn the Joint Stock Banks and the trad€rs.

They advance nioney to the merchants and draw Hundis on thery. These Hundig are e1sily rediscounted by

the ioint Stock Banis because they bear the signature of the indigenous banker. Such endorsement is

n..".ory before the Hundis can be rediscounteO Uy ttre State Banks becailsQ the State Bank of India Act

stipulates that no Hundi can be discounted unless it is endorsed by two fudependent persons.

9�B8 DEFECTS OF THE INDlGENOUS BANKERS

�˚�å �fi �ò �I Ød �R .��

�£�ÔL�V�I �F�ô �D
25%to 100%�B                       �A
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9�v 9 1NDIGENOUS BANks AND THE REs�FkV�F �S�VNK OFINDIA

Though indigenous banks have been ,plajring 
-a.prominent role in the counrry from timeg19rGlar,'rfrey_have rcmained ourside the ;o#;i1r-d;il;;t#f,inil;;;i[Hl rhe central

P-"'tinq -Eruuiv committee .tf3.t eqntgsiseo ttre;*"ssitt ol"Jnirying the rwo segors of the Indianlfiutcy Itfia*et. It recommended that ttri ino-ig-enou* uun[io"[""ra ri" uilret r'irtoi;r retation wiilrRescnre Bank of India. The commiree atso.reit trrat inalerous u-t* should u".n o*ue; il;dij"
*:.:?-15T9 ff_il,1t !o areas where there i. ro u--t_ii-pr!-.e"ni'ano io serve the population wtiosercquEements are not gengrallv catered to by the Joint-Stock Banks or Co-npro[""1;;.;. "Ci";;i;
inception of rhe Reserve Bank of India in ti35, efforts f,ur" Gn ,{e repgatedly to bring indigenousbankers under its contlol ln 1937 the Reserve aant prelareo 

" 
oon r.nil" rrin"-a-iLt mting orindigeno*s bankers, The salient features of the ."t "*i irr'r, iJrl*, ;

1) 'The indigenous bankers should confing Eemselves.o the banking business properly. They shoutdgive up their rading and commission uuiiness *i,ti[ q-**JilbE time.

2) They should mgnain qryner books of account in a recognised manner and should get the books ofaccount ardited by quaiifi& auditors.

3) They sho,rd swirch bver to the westem.type of accounting and banking.

4) The should submit periodical re$rts of their accounts and activities to tlrc Reserve Bank of India.

O They should develq rhe deposit side of their banking activiry.

O They shoud have a minimum working capital.

. o rhe ambiguous syttem of Hundis shoultl be given up. Ir must become a negodable inst u**r.
E) The indiger-ro,s bankqs shourd pray rhe rore of a discounr house as in London.

9) They should subject themselves to supervision.and control by-the Reservd Bank. The Reserveffi fl 
,ffi 

:fitr.Hif i#:p;'f *,rqtetrreb,;i;;;ih.sa,e*"".u.,i1^onbanking
banker, ioiiitil ffi,ffi;;,;ffir?#ndia shourd be obliged o one,iiei;ilild inaieeroui

. - . I" indigenous banker lefused to acceptrtre above conditigls. Thqv w.ere unwilling o separate theba4king business from orher u*ir"* *if;gr,Jt*;ffi?i,ii*"d with the busiriess from orherbusiness rctivities' Thelalry {og-t"a iiit ry-*ugs"siions oracc8pting rrep.sits. rney iuntrer arguedthat rie facililv eroudeg.bv$"R;s;di. Lrr;oii""r rili.f,ii'id,rpqpe$a* neiiross in bankingbusiness. rn'1e54 the shrorf co;;r;-;;irJil;;rl;r#lii1'5irg 
indigenous bankers wirh rheReserve Bank of Indi" n* co*t"ittt";JJil..o*1"1oec trrat ne n.il.r. shourd encourage the Hundis offfiI*:'trJtr$"fi;r" tooin" e,i,ffi.ir,.na;;;i;#;ail"a pea ro, a direct rink between the

9:�� O INDIttN g�¶
I�„ � �̂´]RCIAL LANKS

�‘���W�y���í�«1�‹ çü ��
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1. Classification of Commercial Banks

The Commercial Banks at present can be classified as (i) Scheduled Banks (1i) Non-scheduled

Banks (iii) Licenced and Unlicencei sanks (iv) Foreign Banks (v) Merchant Banks and Banks of Deposits.

i) SCHEDUI,ED BANKS

According to Section 42 (B), a scheduled bank is one which has been includgd in.the second

schedule of the Reserve gank of Inaia Act, 1934. To be eligible. for such inclusion, the aspirant

commercial bank has 1p be financially and economically sound, and satisfy ttre following conditions.

a) Capital and Reserves

It should have a paid up capital and reserves of an aggregate value of not less than Rs-5 lakhs.

fn" e*pr"ssion 'rutoa;; 
-."-itfr" r*l or exchangeable value and not the nominal value which may be

,t o*n 
-in 

the books of ttre-Uanf concerned. In iommon parlancg, it is called 'networth' ' realisable,

LliUi"--Aintangible assets ,inos ourside liabilitie.s. The Act further p.rovides.thlt in case there is

difi;;* ;iopiniin u"t*""n o" officials of the Reserve Bank of India and those of the bank concerned in

assessment of the values of various 
"rr"t 

unO ti"filities, it is the Reserve Bank's valuation that will

b) Operations rat detimental to depositors ---r--^.-J :- ^ -^--^-,r^cThe banks' affairs are not being conducted or not likely to be conducted in a manner detrimenal b
the interests of its presenior future dlpositors. A,b"nk will be-said qo be working agains the interests of

th; a;lo;i1o^ wnen ttromanug"*"nt is acting dishonestly or doing hnything which is not in consonance

with sound banking principles or practices'

c) A company or other notilied institution' 
institution

The bank *urt Ura'corpuny as defined in Sec.3 of the Companies Act 1956 or an

notified by the central g*;;;t h mis Uenafi or corporation or company incorporated under any law in

force in any place ooi.iO" fnOiu. Thus the Banking RegulationJ Act preveffs 
-any- 

sole trader or

;#;irip-ffi *r.yirl o, uanling-uosin".rr. wh"tt 
"i 

ttieiboue conditions are fulfilled or not shall be

ascertained after an in.p&tion or the"bank's uoot. *o accounts. only when these conditions are fulfilled'

the R.B.I. may direct ,ilir*ilri* of tne Uant in the second schedule. A bank which had been scheduled'

but later fails o cornpti;;r;-;il;i m" ."raiii*sde.scribed above or goes ino liquidation will have o

cease to carry on banking business'

ii) SCHEDULED CO'OPERATTVE BANKS

For the first time in 1965 the provisions of ihe Banking companies Act were extended to certain

cooperative societies ffi 
. 

i"rdingry ,l. r tr,Jri sal-cr.p6rrtire'Banks, crnral co-ope-rative Banks'

and primary Non,egrrloiioJCreoit"sircieti;;hi.h d;" d pqa up capital and reserve of not less than

one lakh rupees t u"" uJn U.u!r,t *itt i-r.n" ;ilid fi"-lti*t or tfre R'B'I' Consequentlv name of

d;;"rt'["g bo*panies Act was-changed into Banking R.egulation Act. !

(i) Status of Scheduled Banks

ScheduledbanksinlndiaarejustlikethememberbanksoftheFederalReserveSystemofthe
united Stares of er"ric".'t" s.r,oi,orro u,tr"i"i-rdi;;;ttit" 1-4 nationalised banks the Sate Bank

of India and its r"n"n.iili"rr, r, m" fg*-igil;,rkr "Jtr,. 
stut" co-operative Banks and the 74 other

Indian banks. These are eligible for cerrain f*ilftt*;d are subject to c"ttain obligations' The privileges

; 
"hi.h 

they are entitled are as follows :

a)Remittancefacilitiesbyb-ankdraft'mailo'.,"1"g11p-li"I::fb"throughofficesoftheReserve
Bank of India and its agencies free of charge and/or it ioncessional rates of tlAW ot lR2% with a

minimum of Rs.l/-.

b) Advance.s under various sub-sections o.f Section 17, and an emergency advarpe under Section 18 of

rhe Reserve gant of I;; o;;. rti, ruciiiiy is allowed on a pority iemporary basis because the

marimum period fo, ;fi; ii ."rio, G 
"r"iiJa 

i;;a'd.;vr -in"i" .rri o.t tiken for general banking

DurDoso. Section rs p;rid; for facilities i. i"lri"U*iral'requirements of scheduled banks' This

*oito be when rrr" n"'Jl"E-i"ffi rt 
"i"" 

in ilrr"i, h;r.,i*" ;riere a scheduled bank, due ro a lack of
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trd Merchant Banks or Banks of Deposits

The business of merchant bank is 0o render advisory services to entrep,reneurs in setting up new

indusrial ventures, acting as issue houses, organising and extending finance etc. It does not open an

acgount for any member of the public and does not ordinarily issue cheque boo-ks to^iB cuslomers. In

U.K. and othei western countries merchant banks have been operating for the last 100 years. In India

separate merchant banks do not exist. However, foreign 
-banks 

have_bee.n nlOyq $iltusiness thrmgh
a i"prot" division for quite some time. The lead was takenby the National and Grindlays Bank. Iater
other foreign and Indianbanks have set up tlreir merchant banking division.

9�B 1l GROWTH OF BANKING IN INDIA

Banks consdtute an important segment of the rlnancial infrastructure in any countw. The
3onomic development and the growth of financial

th of the financhl infrasmctur�v ,there can be nO

�ß �ß �r �¿ �H�w�µ :çW��T�ô
���w

�u

�� �ÆªJ� :́�ò �Ø�E�� ���í�º
house of Birla�A the lndian Bank widl the Rttahs o

One of the reasons that p�_ mpted nationalisanon wa

�å �QŒ� �� à� �a�`
�Õ ���E�Ó �Vâï �� �ô 1�ç �ƒ�Łl�� �Ò �btam produc�v o�¡

When lndia took to�å ononllc planning imlned
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Socisl ,Control of Bants

Social Conuol &note.s a level of regulation either through policy measur€s or through legislature
enactments for the richievement of certain desired ends. Social 

-control 
mainly aimed at-reducing the

influelce of p,roperty inerest p,rofessionalisng the management of the banks etc.

T,lp salient features of the scheme,are l) the setting up of a National Credit Council to bring
atiout a re-oreintation in the Iending policies of thc banks.- (2) the appointment of nori.indusrialists,
as fuIl time chairmen of banks, having deposits of Rs.25 crores or more, with the previous approval of
the Reserve Bank.- (3) to prohibit all advances and guarantees by bankers to director and consumers in
which they are interested. (4) setting up of a raining institute at highest level to impmve technical
expertise of banks' executives and instilling a sense of independence and integfrty into the banking

. 
profession.

1. The Banking Commission

The Qovernment of India appointed the Banking Commission in February 1969 under the
chairmanstrip of SriR.G. Sarap. The terms of referencc were related o the improvement of the structure
bf commersial banks, their geographical and commercial coverage, improvement and modernisation of
operation methods, management policies, cost and capital structure, requirement of personnel and reviqr
of existing legislations. The recommendations on which the government tq)k a final decision are
summerised below :

- 
i) _ Bat*'s operatiig mct-lod an( nroce&tres.' xhe two recommendations which were not accepted by

the Government of India relat€ to theesablishment of a common inspection agency for all banks-an6 foi
ithe banking system. But all the recommendations peraining o opera:tionar meitrodi ana frocedures were
lrcceoted.i--:--r--'
I iil---S-pecialise-dlnstirwions: The government did not accept the recommendation for the
;esab.li.$m31t 

o.f a.separate merchant bankilg institution. The recommend4tion for the setring up of a'specialisd it!-stiutrion Qr,gonlumer credit was a,lso not accepted by the government. The government
accepett ote fiildings of the Commissi6n that there was no need for a specialised savingf bank or a
specialised discount house.

Based on the recommendations of the Commission the Government accepted certain reforms.
fo1 e.xample, the Commissioner recommendeg th"t rega piovision should be'made .;;;;';ii
individuals who maintained rccounts with banks in curreni oringr oin*.4-O"poslo -O"r* for the safe.cusady of articlesflockers. Suitable amendments have been mide o tte santi,g nis"E#i-i.il;

2. The Emergence of pubtic Sector Banking

-Jhe.colcent of the sun scclor in banking is not new ro India. A number of such banks werestarted in rhe princelv.sgre^r jf.My:glg,Travancorc, saurastra erc. aur,,"aiGii;;;il was madewith the enactmenl of the S.B.l. Acr 1955, which recommendccl *,ri rt 
" 

business and slatf ol'rh; ;;p;;;;banfbe transferred ro rhe State ganr or inaia. wh* rh; ;;i *rne iii"r"rce in Juty 1955, roughry one-third of the toml banking deposits and one-third of thc ,nroitonL-officers were with rhe S.B.I. andits subsidiaries. with the narionarisarion of rhe t4 major uontr,ioug"rrry;%;;;iffi; b;;iiil;;terms of deposis and bank officers came under th*i .state .ecror. ai'ottie, O Urrt, ,urnrly rhe AndhraBank, tho Corporation Btk, t" vijaya.Bank, rhe New B;k- o] inilu, th" ori"n,ul Bant< o'f csmmerce,and the Punjab and Sind Bank weie nadonaliseil subsequcnrty 
"" 

eiriirl,-i;gg.-ffi;are now zo
pubJic segtq banks besides the Stale Bank of India and lti suusiaiaries covering nearty 90?o of the oralbanking bupiness in India. In l969 ttrq basis for rtre nationalisa;i"" ;i uan(s ias-n.i tt 

"'[unr. 
shouldhale m9ry than Rs.50 cr.oresgr depo.srbt tn tsttt trrnrr t rrirs ;;;; ;r; ri;)ffi#:; jJ.posits 

weresslecrcd for nationalisation, The main cbnsideration for nauofrarisation of banks i, t e second phase wasro spe€d up thq implerncntation.of 20r*point procrrril; iy ;trffi d;ii; ;inJ-irilri,y secror,a*v3tc6 in 'thc total banking credit and ensuring elfcctive 
"n'rt 

oi oG the implemenarion of the creditpoli,cy in thc Banking system. '|suv, vr '. - -:----
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{
2. The kad Bank Scheme - An Arel Approach

Sugggestion for the development of credit and banking in the country on the basis of the area

development approach were first made by the Gadgil Study Group of the National Credit Council.
The rnain idea Uehind this was that depending on their field of operation and location, each commercial 

,

bank strould be assigned a particular area where it could act as a pace-sett€r in p'roviding credit and banking

facilities. The group suggested that the unit of area to be adopted for this purposewould be a district.
All the disficts in the country excepting in metropolitan areas and a couple of Union Territories have

been alloted for the developmini of the fubtc sect& and private sector banks. A lead bank has to assess

the resources and potential-for expansion of branphes and diversification of credit facilities in the disrict
alloted to it It ac-s as a conqortium leader, !o invoke the co-operation of other banks. It has to keep in

close touch and maintain a liaison with other development agencies particularly the State Government so

that bankable schemes may be evolved and taken up for financing by commercial banks for the economic

development of the particular disrict.

3. Deposit fnsurance & Credit Guarantee Corporation

The Deposit Insurance Scheme was started with a view to qiYe 3 measure of protection to

deposi3ors, particularly the small depositors, from the risk of loss of their savin-g arigil$ from bank

faitores. Such a measure is intended to infuse confidence in the minds of people and facilitates the

pro*otion of the bpnking habit and the banking lystg1j- F9r $is pypos: the Deposit, lnsurance

borporation was scr. up by-an Act of the- Par- liameni in 1962-. In the wake of social control measures

,rt*t"o in 196g tblre;*ed by the nationalisation of banks, the banks were expected to ensure.an increased

flow of credit to small bonowers, who found it difficult to have access to institutional credit.

The Deposit lnsurance Scheme ensures automatic coverage.of deposits of all commercial banks in India.

a simiiii couerage is also extend6d to deprsits of co-operative banks in certain states. The coverage was

initi"uyp*uided'for Ri't,soo per depositor per bank'-and has since been raised gradually to Rs'30'000'

U;d;'rh-i, scheme 75?o of'tlrctitl Aeiositoriandgg%o'of the accounts have been covered so far..

With a view to giving an impetus to the commercial banks for ttre extension of liberal loans given

to bonowers *r, 
"onriJ"r"i 

n"""5ury. For this putpose, the Credit Guarantee Corporation of India was

;*p il i+tt l"nuury 1921. It is an agency to proridea simple but wide ranging'system of guarantee

for loans granted Uy ciedit institutions to small and needy borrowers.

9�B12 NATIONALISATION OF BANKS

Opinion was crystallised in favour oi nationalisation as far as Central Banks are concerned' But

there are diverse opi"io"r i" case of nationalisation of commercial bants. The supporters of

nationalisation or.orrli.ial bants stare rhar nationalised commeryial banks function more effectively

rhan those under private management. gut tt e critics of nationalisation statd that the evils that are

associated with Govemment department, atro percotat" ino 
"o*rercial 

banks' These evils are generally

a.*riU"O o t O-oPism and rigiditY'

-On 
the other hand it is argued that the highest.degree.of cooperation and coordination between

ttre central bank and commercial banks.can u" p"r.iurJonly.when bottr of them are brought under

Government control. if,"t" *t" are against 
"'uti"I"Ai*tion 

on'tt'e other hand state that nationalisation

;i;;;;i^l banks ,t ooro be the tast but nor rhe first step for this purpose.

The suporters of nationalisation of commercial banks put forth their argument that legal tender

money and bank *or"i'ffioiO G onOe, th" ;;;;Gi mi ttut . Thev furthei argue th?t all fields of

oroducdon including ;#;"";;i-bil;;h;;h 
'u" 

ur"rgt i uro". tt 
" 

sate control where socialism is

;;6il; 
"a".ir"u1 

form of economic organisation of acountry

Therehasbeenademandforalongtime.fromtheleftistsectionsfornationalisadonof
commercial banks in tndia. It is pointed out tfrat Indian commercial banks neglected agriculture, small

industry, exports 
"nO 

tfr"irtt.sts of weaker *"ti"* "f 
the society' They provided finance mainly 1o

business, commerce "rd 
til t*, to ,ict peofie' ti*t ttt" it""" riue YLar Plans' the bank credit ,o
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Tahle -1 : Branch exDansion of nationalised banks

June 1983
i Num   

�í

bank brancheS       tOtal
Numberof

bank branches

1,832

3,322

1,447

l56l

�_
�M

��

�_

Rural

Semi-urban

Urbart

Metropolitan

TOTAL 8262 100.0 42:016 100.0

22.2

40.2

17.6

20.1

22,618

9,036

5,575

4,787

53.8

21.5

13.3

11.4

�íçW�Ł�Ł�¿�í �d �x I�a � �̀fi�Ø :�ä �¸�] the end orJune,lyOy�ì
�ˇ �{ �S �ƒ

�E
�Q �� �Q1�i �� �� rural and unbanked aus.

this diution by opening mOr

ii. DePosit Mobilisation
Ariother 

","u 
oi:i'o"g'." 

u:l"ll#[],:"1ffJ"r_1T#:"T,t:il:llfiill illH;*.t?ir3:f:#;
geographical exnl$o1 

ores (in June 1969) ," ilr.iiioo "-i". Cin June, 1983).
6v 5*fut, Oepoiits increased from Rs'4,646 cI

Deposit mobilisation "f6;d;;kr 
.tiir r"1l strorior the needs of the present economic. environment'

There is vast scope tor mobilising deposirs ftorn Oiff"t"nt sections of the economy' particularly in the

rural areas. Most of the deposit mobilisation sc"h;;;; ;; tailored !o the convenience and preference

of urban depositor neglecting the th9 
pot"ntii iu*ioeposirot' The banks have to tailor the scheme t9

march convenience, preferencles and the needs ;' ffilft;Gioi to Ue able to exploit thb untapped rural

savings. Besides tt is,Tn-a'nasi 
"oont 

y frc 
",tt'"q'it"it*nls 

ang preferencei of various groups of

people in different r;;;"rg" p"rioai. crrariglsl' rri" g""kt have dchange their schemes in the light

6i ti".y emerging situation'

The success of any deposit mobilisation scheme would very much depend yTgg^.rtsonalised

services of the staff ; ;-,r;"i branches. rr"g*ii* *itrt tt 
" 

ruial community' participation in local

acriviries and development of personaf .retatioiffiil;;"k;"ii witienaute tire Bank to top the rural

savings. But rhe pr"*iiiirii'.rrii*itr, u, o.ilun"iii-riJiinr" r.""*t"dn" about rural areas is unable to

deal with the customer properly. The Banks tt''"iO gittpt"ftrenc€ to rurai orientation in their recruitment

policies.

iii 
"3Hll:l"Tlrtr3ffi,"d upon en{erta}i1s "e".{T:1"1i11"e 

in P" v.".' l:91f11*ost 
from

scrarch. But emphasisTJ'L-ia or'"gri.oruJr riiunii onty arter-nationalisaiion of commercial banks

in rhe counrry. Several measures *rr" o# ilfi";,;;ilr"Aii]"*"" in agr'icultural sector viz"
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�AThe ch�_ nic p�_ blem a�Ì sociated with rlianci,g of Small industrial units is�¡ at 9f their growing

sickness.Consequendy the banker is facihg the p�_ blems like moundng overducs and poor recovenes.

The efforts adoptcd by bankers in thiS direclon did hotprove effeclve.ItiS essendal alat bankers evolve

�à
"�¶ �g

Jm�˚ �˚ �d �Q �¨ �  mtt b�˚ �L �â kæo
�` :�Û �Ł �æ �Œ �ï ª�

:�E
�º �ßThe bankers may also adopt the measures like l

concessions such as lowering ofintestrate and reduction in margin,re�] sched1ling of repar"10f10anS

alld the like.

|�B   Self�] Employment

htt M�K �– o�« �� �P �ß�d self�] e�@�fl
rfttTtt�Ì �í �k %�� �R �BBank advances to self�\ cmplQyed persons increasec

(June,1981)�v To help the self employed or an entrepreneur,the bankers havO tO spend a little more time

outside their offices trylng to acqual,t themselves with the small entrepreneurs and assessing their

nnancial nceds.�� is movementslould gather mdmentum and re�¤ h out to thOentreprencurs in an walks

of lifc and take care Of their�R ’aticty of financial and�� on_financial needs including rnanagement Of the

�⁄ �H
�E
�ç �o llttX�˙ �� �[ �D F�í �o �í

ertht tR�g e ad mtrepre�g

�g

�¢ ebeen �V ga
lthett attitude of bankers.Bankers in ordeF tO help

çW�F�ß�£�V�ò �Q�[�ł�£ �N1�| ª� i�� �O
�ßª� �Ó �£ �å�º �Q�� �Ti�Æ �í 1:�u �| ing tt p�g �K�å�¿OQ�]    I
vi.  Assistance to Area Priority Sectors                            .   4

�¿�Ł �ï
�Æ :â˜ �i e,1.an may be�v ven �_,an hiVmuJ Or ah iss�å hbn 00t mOre ttan d��

Æ��â�� I�� å¥ �ò
�b �í ::I�b�w�~kl�ø �´ �] :�í :,�Ł �c.

T�E å¢ �Õ�Ł1�å �D�ò �| � �̀Q�ç
crores cme,1981).             :                           

��

�Ł Assis�� ��

�g

�e �� �æ �i �Õ �i �Om�˚
1�Ô �˚ �H �ŒPL�� �k �º �M�ô ��

�]

basls. Banksl rlnanclal asslstance�L tO educatlon bool

June,1969 to June,1981.

The Commercial banks have ro strive further.wittr all sincerity to [chieve the objectives for which

they have been nationalised

9.14 SUMMARY�mCONCLUSION
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9�†16 vopELIEXAàÛ
�� NAT10N QUESTIoNS

I. Answer the:l'otlswing in J0 lines.Ii Examine the role of.indigenous bankers in Indian money market and suggest nieasures 19 link
^ $:* up wlttr orgalised .sector-of money marker. - -- -rvo :v ''lr^
2; What are the main features of Indian money market.
3' WhydidGovemmentof Indianarionatisei"sortonationaiisationof leadingbanksin 1969? Whatarechangos that were-brciughtin the.banking system after the nadonalisatio"n. 

' - - -i

Answcr the following iR 15 lines.
Yl?, qf the main constiiuenty of money markcr.,
Critically examine rhe lead Bank Scheme in Indla.
Explain the problems faced by commercial banks in financing the small.scale industries.

�v

1.�] StR.K.Rao  ~
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�¡

�Q

�R

101

|�O �]11�j �� :111,1�A :�Ü ::�æ ::�æ
|:

B R
 A

 O
 U



1�T :

Łâ
�C

��

�æ

�Œ
�Œ�Œ�u�Œ�Œ�Œ�D�Œ�Œ

(

�Œ�Œ

�Œ

�Œ�@

�R�u�Œ�Œ�Œ�E
�v
�v�Œ

�E

�S
�E�Œ
�Œ�{
�Ø
�Œ��
�Œ�¡

UNIT�E10: CENTRAL BANKING�]PRINCIPLES
&FUNCTIONS

Contents

10.0 AimsandObjective.s

l0.l Inroduction - Establishmentof Cenral Banks

10.2 lgfrnition of Central Bank ,

10.3 Principles of Cenual Bank :

10.4 Functions of Central Bank

10.5 Rde of Central Barrks in Developed and Develqiing Money tv[atets

10.6 Relationship Between Cenral Banking and Commercial Banking

10.7 Summary / Conclusions 
.

10.8 SuggestedBboks

10.9 }4odel Examinetion Questions 
'

10:O AIMS AND OBJECTIVES

�¡ �_ unit explains tte necesd�Ł ofa Cenml Bank and principles,functions anl �_le Of�V Cen�æ
Bank�B                                

�L  .

After reading tt un�¡ ,�� will be able to            
�M

    ��

I�� �[ �O�v�Ô �æ ,  �]
*  

�g
"ribe therole ofCentt Bank,in deVeloped and developing moneyimarkets and     

�E

�z   disttnguiSh"tWeen central banking and commercial banking.

10�B l INTRODUCT�UON

endre�I ØÜ��̂|:]R�ó �Tl�� �Gs�˘ ��
II�ç �aIIIIIIII�r 1l11�a l�a �H�«banking institution controlling the activities Of�] the l

,hich Was established in 1656�B f The tenml bank Of

m   [
�Õ àYå¢ ��iF�ß �� �Õ �� �n�à �[�ó

�a �D �ł �í �£�‹�§ �Ó �æ�Õ �ÕM�A �§ S�R�\�w�ô �| �F
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�¡0�B, DEFIN:T10N OF CENTRAL BANK

10:3 PRINCIPLES OF C�FNTRALIBANKING
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10.4�B 2 BANKER,AGENT AND ADVIsER To THE GOVERNMENT

Another impoFtant function of a cenml�� �æk�E is to act�� J�É �à�Ú �Ü �å ,agent and adviser to

Œt �I ªà
�D�D

i�í
�ì l�Ô    Æ��P�� �º 1�Õ �Ó �� �w1�Õ �Ó �C�ì

_�RL cenml bank perforns enormous servtes to dneiGove�\ ent as i�g agen=as a cOmmttH

�ł �k �í �Õ Th�»�ô lm�o ªJ �—�y�‚�o �r �[ �¥ àu �A�R
Govemmm i nlanages publ�‰debt"d�g Vemm�º

Œ⁄�æ�Ý �ø�fi �i �ß�� �ômoney in c�g uhtion decreaseso Wh,people pay

I�fl 1�H�Õ �ø�í �R�R�{ �Õ ªJ1�o �� Ł' �U�ô �Ô �{       
�]

���ò �Õ �Õ �� �ø �r �R�I �  �í �O�I �R �í �“ �⁄ çW
bank is sought by tte Govenlment3o fomulate mon"�‹

�g

=iSCal pol�� iCS�E It�� ays an impomtrole

�º�b�I �Ô �º�¥�ì �RIP     �‹�ø�]1       �I �Ô�Ó�ƒ�y
Øª �˝�–�í �I �ô �⁄ �Õ �¥�� �Ó �F�yingimpOmceofdescit�O

�˜ ing h the ph�˚
the cenml bat and Govemment have to IEEmtam

�D �‘

�w

�Vmand�N�� �˙
:m�A1�¿ TTttandascJmtters�¡

m mdn�Ün grow�R �¿

10.4�B J BANKER.S BANK ��            ��        .
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In all th,counties�˚ e central banks act as the banker d all otha bankS.All othg h��
�g
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�A�V �I ravttc�V �VsrttS�¶ �¡�¿�å�V
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�ä å� �‰�� �M�� à£�˙ Œa�� �fi�Ý�n1�†�í
and mother bank�à � �̊¤�¤done�fl �R�v�\ �‹ �¢k=:��

�Õ �î:â˜ �£I�ò �Q�í T�• �R�@

�@��̀OçWàp �N �íreserves can be FoaliSed by the bankilg sys"m by

cen�¡ lbank and o�� er banks in the count�Ł .  _1       �L        .
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k m mke comctive measures
cial banks.

10;{,4. , CUSTODIAN OF NATION'S RESERVES

',. fuS and fueign exchange teserves are mainairied by the central Uants in all countries. 'The
ccffial bsnk is required bi law o maintain a minimum rcserve against its note issue. The reserres 8rE
mainained by.all central Uu*s to meet deficits in balance of peyments- and maintain the extcrnal value
of its currerrcy. T-he foreign exchaltgc re.scnres are mainained to avoid fluctuations in exchange rate.

; Fc this pry$ it has to so[ s buy foreigr cunb:icies in the exchange marker It is the responsitiUty

|:�v �V:�� �� �m�V�V �V�V�V�� �i �i |�E Fotign�c reswos help the cenml banks

Łc�� �Ó     :�R �ç�o�V�“ �× �c�O�� �I ���V%�QCmml�V���Rtake��
For this purDOSe under the 2old�Ó

"nsi�Ł

i�fl J maintaining �V 16 intem �Bf�ß

"9urrency�‡

I Forthis pu�V se m�V the gold
saiOm sysi,m, ttrc central banG uqed to maintain sent percent gold reseres alainst the toal corrin"y.
After, the anontion of thc gold sandard system, many central banks maintaii'both gold and forei[n
excharge as a reserve ngains the norc issue. Thi central balrk holds some pash iesenes of ccimmercial
banks'staurtuily. Foi meetinglhese reserve liabilities of the commercial banks, central barrts mainain
a reserve. { ceniral bank is t"qlited to maintain cerain minimum reseive against its currency.
For uarnple il India.at present, the Reserve Bank'is required to maintgi{ a Rs.i00 crfiEs uronh 6f
re$erves consisting of 'a minimum of Rs.1l5 crores aad gold and Rs.85 cfi)res worth of foreign
securities agaiust its note issue and deposit liabilitieri. Thislmount of reserves is immobilised in iiie
cenFal $1k and canrlot pe used fG rneeting any intemuional transaction. Only the additional foreign
exchange lcs9rv€s cili bo us€d to avoid fluctuations in exchange rates. Thus tiro central bpnk aims-at
stabitisinS-the ext6rnal nalue o{ the currency, besides providing safdty o note isue and proteCting the
interests of the depositq by being the custodian of the nuion's reserves.

10.4.S cONTROLLER OF CREDI�u

of a cenual'trank in the cdntext of:the present
�ı �� �£ inost�† :�g �† �Ú �EW�£�` �q �v�Ô �M �´ �Ô�� �� �h �� �Ô im‘
due to unwEnaffed expansion in the supply of money and creditin the economy. Thli Commircial banks
create cr€dit whereas the central bank controls cr6fit iri the economy. The central Uant infroin."s
economic.ac$yrty in fie couqqy by discouraging expansionof improdrrclive ano uneesiraOte 

";.dit 
lfiri

the help of the various tff-l;iqies of crftt-control, the centrat uant con-t oir ;h;fi;;"'Hd
contraction of credit o.stabilise the pnce lwel. We shall study these methods of credit ddfi'gr.;;

Check Your Progrqss .- I
l. Wharis Cleaing Horse ?.
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10�B5 ROLE OF THElgrH=141 BANK IN DEV�FLoPED &
�O�æ�v::DEVELOPINtt MoNEY MARKETs       i   :
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develwed money�� �R �¡ �� MdeS Fedi30mting l
the centtlbank is in a position to osue�g sh C�\ m

reinid.In l�g vdoped mOney�ß�� et the central b

controls effective,andefaciently �_Egulate tte�V l

the avdlable funds in l�{ mttey marketth�v  c�g �» b
�Ü se in the bank rate the centtbank atmcts huge short t�\ funds tom other counties and allow its

exchange rac to mOvein favour of�¢ Ooun�Ł�BIf tte cenml bank decreases tt bank ra",�V n�à may nOw

l:

erective�� ntrol ofthe cenml�Ý Æeover tte moneyçW

maFkeL�R9-ri,’the smoomess�¡ itt which�R ,cental.bank ctt eXeri"9on�V 1 0VeF tt b�] ing

�¯ tem�E         !      i

10�B5.2 ROLE OF THE CENTRAL BANK IN AN UNDER�]DEVELOPED
�A
�� MONEY MARKET                    .    :

�M
The cenld banks have m play a mtt impOm

çt   �Ù
Hence L has to develop J�É

’bill market,amptancO�R

�ˇ �VL�v tCredit needs oftt business�g cl�Õ          1        .   
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10.6 RELATIONSHIP BETW�F�FN cENTRALBANK:NG AND�ECOMMERCIALBANKING
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10�B 7 SUMMARY�mCONCLUS10N

Central bank is dre apex banking institution conrolling the-activities pf tt,re rqoney market in a I

country. The main prirrciples of.the_censal U-t in"toO" naiionat welfce' hainltai'ling financial and

monetary stability, 
"rc.--'i[" 

*ior fur-r.ction-s-* ffi;p.ty on lot]e 
iryr-e, b31ki.1.ind advisor to the

dr*,ri*t, Uan[C, O ift"6-i",".rtOOi- of nation's rese-rvLs dnd controller of crediL'

- Thc central banks have to play important role in developed mor-rey markeS' Their role in

underdeveloped ron"iltrt*"Tttld;id bddft;; "tO'A,'a'"iiil 
*" dcvelopment of an efficient

monetary sysrem. Thuffi;; i;;';ilit#fir *io irir*"r.ial banks tfte aealing in monev and

crcatinc crerlif But in nlany aspects like notd io"9' ntftl *Otive' foreign exchange transactions' etc' the

;;t i'b"tLt h-tmajq dirtexirces with commercial banks'I Revised bY ' K'Sateesh ReddY

�N �vOESTED B00KS

1.De Kock M.H.:

2. Shaw W.A.   :

3. San S.N.      :

Ttpory and Principles of Cenral Banking

Cenral Bar*ing in Underdeveloped Money lttlarkes

I. Answer the followirig questions in about 30 lines each'

l. Wrat ue dro frnctbns of a @ntral Bank?

2. Give an accourit of the growth of Central Bank

II. Answer the following ques'tions in 'about 15 lines each' : -

l.HowdoesthecerrtralBarrkconroltlreCommixcialgar*sinsErvi'lgasaBmkcr.slBsDk?
2. Wtrat is Centml Barrk? 

'lVhat arc its principles'
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:UNIT=11 l RESERVE BANK10F INDIA~�]
.FUNCT10NS AN�¡WORKING

ll.0 AimsardOb|rctircs

t.1.1 lrqodrction - Need for esabli$ring Reserve Bank of lndia

, 1t2.1., Issue of Notes

11.2.2 Banker to Government

11.2.3 Contnol of Crodit
- t12.4 Banker:s Bant and Lender of I-ast Resort

, 11.2.5 Custodian of Fprergn Exchange Rqserves

: , 11.2.6 Assistanoe to'Agricultural ari{ Indusrial Secors
' :' 11.2,.1'Devehpruenal and-Promotional-Functions

11.3 Summary and Conclusion

ll.4 Sugge,g@Books '

11�BO AIMS AND OBJECTIVES
- 

Ttre pryOqe S this rnit is.o analyse the circumstance that led to the esablishment of the Reserve
Buk dhdia and to examirp its vdrious functions.

Afterreading the unit you will be able to -
kof Indiaand,* explain tlrc functions of tlre Reserve Bank of India.

11�E11,.INTRODOCT10N�]NEED FOR ESTABLIsHING R.BII.
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11�B 2�B3 CONTROL OF CREDIT

ççnce�å mmt expandm m O�łCOun"�§
f�÷ :&�r �| �⁄ �Ô�K�Õ �⁄ �D?�˜ �˝ il

:�Ó
�… �ˆ

�í �[ �d�æ���ß �r �A  �c
i. Ba�v E Rate

Thl Bank Rate is the rate at whth the Reserve Bank of lndia rediscoun"�q �� ifld bi�¡ .

I   ŁÕ
�ˇ albat.It inCreased�¡ om 3%in November 1935
1.:   

�L            .         ��

it is understandabb that sinct tte inception of the Rescrve Bank of lndi�R
dle bank rate has been

�k �Õ �í Ttti�¿ �fl�R�Ô ���“�@ �A�a:�£ �í .�d �ß�ô �µ �ô
disorganised nature of money market�B

ii�E  Open Market Operations          �L

liio Variation of the Reserve RatioS,f COm�� �E
rcial BankS I 
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ofthe bank nit.II India,these measures are inter

aSsociated with the speculati�g hoarding of s�Ú �ms
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11�B2.4 B:ANKER’S BANK AND LENDER OF LAST RESORT

IThe Lanks may be scheduled�g nkS Or non=scheduled banks.A scheduled bank is one whth is

included in tte scOnd schedulc to the ReservO Bank of lndh Acto Every scheduled bank is required to

keep with the Reserve B4�˝ ’a cash balance of not tss ttan dl�ô
�r �É�vnt ofi�g �Ö tal Demand and Time

Liabuides.Tlic Reserve Bank has the power to increase the cash reserves upto 15 prcent ofthe Demand

and Time Liablities.ThOse balances are kept with the Rese�W e Bank,�¡ ot with a view to ensure the

safety of ale fmds ofthe depOsitOrs,but to enable the Reserve Bank to exercise control oveF the Credit

�ƒ �ß �[ �� �P�Q�† �V�k�ø�Õ t�� ª� �P �ô �o�R�Ì:   �£
resources oF dle banks.

,Very SCheduled bank is f�Y tter required to submiL to the Reserve Bçü �m,eVery niday,a retum
contalning such detailsä� :�⁄ ale amount olitS ttmand ttd Time Liabilidcs and its borrowings f�_ m
banksin IIdh:io the tOtal amount Oflegal tender�� otes and�� ins heldby it in lndia:�Ü D the balancc held
by it at�v L Reserve B�� :i�£ the balances held by tt at other bats in cwent ac�� unts and the m�g ey at

�� l and ShOrt notice:v)Ø[ t inveSmens in cen�V l and State GOvernment secwides induding treasuy
deposi reccip";vil the amOunt Ofadvances in lnJla;and�� D the b�� lS purchased ttd discounted in lndia�B

The Rcserve Bankæm�Q dle pOWer to give any direction to comme�‚ �v bankS and the htter are required to

comply �X�PJl such directions�¿

A scheduled bank can obttin inantial asdstance from the R�æ �¶�We Bank either�� the fOm of
redi�H ounting Jdttible �\�Vh�i fom Jl�L

�í �o�µ �F�I �Ú �í �Ø�� �„ ��bills that are aceptedifor rediscot,t and the types of

are specirled in the AcL Comm�œ �Ri banks can�¡ ot obtain rlnancial accommOdation tom the Reserve
Bark as a nlatter of routine.Apartibm the natltt of the security,the Reserve Bank tondtt a mmÆ'

ofother factors before �vxtending imnclal help.

11�B2.5 CUsTODIAN OF FOREIGN EXCHANGE RESERVES .

�i �o�Ø �£:�ì :�v �§ �ï�£�F�[ �o
Hty tO maintain tt Ofrlc�M �i �Bf ex�i �æAfta
tary Fmd,the R�v serve Bank Of lndia asdumed the

i  I
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0o lack q f adequate credit facilities io Ere agricutturisr It is rightly said ttrat the agriculturist is borri in
detlt, lives in debt and dies in debt. The ask of financing agricuture tus n:ceived the particular auention
of the Reserve Bank right from its inception. The Bank-tus recognised the need for expanding and co-
ordinating ttre credit facilities o the agricrtltural soctor, Under tlre Reserve Bank of India Act, tlre Reserve
Bank is charged with the responsibility of making its resources available ro agriculture within certain
limits. In order m look after this function, the Bank mainains an Agriculoual Credit Department. With
the setting up of the National Bank for Agricultural and Rural Development (NABABD) on July 12,
1982 the major functions of the Agricultural Cre<lit Deparunent of the Reserve Bank were taken over by
the former. The Reserve Bank has also been alive to the need for indusrial development in theeconomic
growttr of the countr-v. The Reserve Bank and the Cenral Govemment have established a few instiurtions

11.2.7 DEVELOPMENTAL AND PROI{OTTONAL FUNCTIONS

Now the Reserve Bank performs many.developmenal and promotional functions, whiclr were
earlier coniidered ou[side the purview of the c,entral banks. Now, Reserve Bank attempts to mobilise
savings through banks and other financial institutions for productive purposes. It is trying 0o reduce
the dependence of the people on iMigenous bankers and morley lenders. The Reserve Bank with the

objective of providing security to depositors took initiative to establish the Deposit. [nsurance

CorporaUon of India tn 196?. In order to mobilise savings, it played alt active role in the establishment

of the Unit Trus! of India (tlTD in 1964.

for the supply of long-term finance to industries.

11.3 SUMMARY/CONCLUSIONS

It is clear from the above that apart from the raditional central banking functions, fte RBI als<i
performs certain non-monetary functions like the promotion of sound banking in India. lVhile the
monetar)' functions like control of credit . issue of notes etc., atre significant as they regulate the volume
of mgney and credit in the country, the non-monetary functions arc equally important in the context of
India's economic backwudness' 

Revised by ' K. sateesh Reddy

11�B4 SUGGESTED B00KS

2.

l. Suraj B. Gupta :

Re.serve Bank
of India.

Bhauer and
Sheo Kessan

Monetary Economics -- Institutions, Theory and Policy(Chs. 4 & 19)

Furictions and Working of the Reserve Bank of India, 1983

The Reserve Bank of India and its Functions

11.5 MODEL EXAMINAT10N QUEST10Ns

I. Answer the following in about 30 lines'

1. . What are the various,functions perfonhed by Reserve Barrk of India?

2. Examine the role of the RBI as banker O the banks and to thg Government.

3. Whqt are the various methods of qpdit con@l adopted by thq RBI?

II. Answer the following in about 15 lines'

what is the system of Notp.Issre followed by Raserve Banir of Indra? '

Give a brief account of the circumstances that led o the formation of the Reserve Bank of ktdia.

,

|�˜              �u           �A                        �M                �E Fi

B R
 A

 O
 U



=�‡
����� 1̀�r

UNIT�] 12:MONETARY POLICY: OBJECTIvES
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12.2, Meaning and objctives of Monetary policy
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12.5 Quantiative Methods of Credit Conrol
12.6 Aufgtive meilrods of Chedit Conrol
12.7 Limirations of Selective Credit Conrols

12.8 Qualitative Methods of CreditConrol in krdia
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12. f0 An cvaluatist of Monetary polfoy
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I2.I.I INFLATION

If the oAl volume of credit is not kept within safelimls exoe$ credit may create inflation in the

economy. All the credit created by commercial banks may ngt be used productiveln A portion of credit
may beipent extravagantly and unproductively without resulting in increased.production of gmqs ald
ser"ices of equal value. Consequently; prices may tend to rise creating inflationary siuation. On- the

other hand if ttre Otal volume of credit is inadequate to meet the requirements of fade and business there

may be a decline in the economic activity and prices may tend_to fall. Hence the monetry aUhcity
should rnake efforts to bring about equilibrium between the rotal supply and demand for credit, so that
inflation can be avoided.

12.I.2 SPECULATIVE ACTIVITIES

Crcdit may create unhealthy growth of business and industry. h may encourage morespeculative
activity which may discourage productive activities. Hdarding and black marketing activities may

irrcrease if credit is not resdcted to productive uses.

I2.I.3 DIFFERENCE BETWEEN THE POOR AND RICH

Credit makes the rich richer and the poor poorer. Credit creates two classes of people in the

society -- creditors and debtors. The debfors hay tle forced to borrolv at high rates of interest.

niri"g prices and higher interest rates may accentuate thiq phenomena unless the volume of credit is

regulated according o the needs of the economy.

I2.I.4 TRADE CYCLES

The economic debacle of l9?.O-21was caused due tio unsound credit conditions. Uncortnolled

exoansion of qpdit against security was one of the causes of great depression that occured benreen

1{zi'iii tilg. Thua-hisrory is fuf if insrances ro show that urrcontolled expansion of credit can harm

It is evidbnt ftom the above discussions that uncontnolled expansion of creditmay make q mar

the economic progress of 
" "*"t 

y. Herrce to maintain a stable economy, the volume of cledit created in

Ou oonory ,luit te iont oU"A. In all countries, the central banks are entrusted with the task of

[gUlating totat votqmd of credit fu tbe smooth functioning of the economy'

12.2 MEANING AND OBJECTIVE OF MONETARY POLICY

The policy followed by a central bank !o contrrol credit is known as monetary policy and it forms

part of rhe economir poU.y-6f 
" 
*ynry. It nr"V-U" 9"nn"9.,T "the management of ttre expansion and

contrrcrion of ttre vorurii.ir."r"i i" iir.,rr"mifor $.: explicit purpose of-anaining-a specific obiective

such as full employrneni-'iildiid""rl oirctive ormqr&ary forcy were regrded as the maintcnancc

of price and exchange diliry -:;bj*ti.rer iylnfuUpAUy rc iniqurriurat arrangementof go, sundrd'

flowevef, depgnding "frG e"onirri. 
"srintions 

pretaitip ln the country, the objectives of monetry

policy r,"r" *orgon"tilail"liiffi;;F9.ior rc deveto-ping courtries, the objectivas of monetarv

potiqy have obviousf, jo U"fitrcO.inO the !dd"t;d ,ore coinpeUing needs of furthering economic

*** 
such , a large number objectives have been prnsued among which the irirputart sres uc the

following -'
a) Itfaintenarpeof sable exchangerates

ul Itdainterunce of gbe bvel and control of rade cples

c) .NeutralmorcY

0 lvlaintenarrce of full emPloYnent

"i lvlainrcnance of balance of payments equilibrium

D AssistingecornmicdeveloPmat

Iel us rliscuss tlrw objtrctives in sornc &tail-
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12.2�B l MAINT�FNANC�F OF STABLE EXCHANGE RATES

çÖ �¤ 1ØJ�� �R �ˇ �N

�g

d�g OfmOnO�r �ˇ wLn gold standd wasfomowd�B æm l maSOELS

fOrphlli�¡ �VSI�¡ �æ
"�‚

rhieVingtte s�o �aty ofexcttratesare:

)a�� �p eXChge�Z)Was considered as an essential condition for the pomotion of smooth

Di�@ �í �fl �� �i �P might hd o hck�g �Ó f�˚ �� m attcuåK �q �î �� md
�ï �¯ �¢h�Ó

�� �� �µ
raCTtthlead�_ ceminunpleasanterectslkwecuhtionh��

�c

,�c Of fOreign exchange rates as an o�´ �å tive Of mcäF �‹ pliCy l�B ben
dØS�¤

�g �g
�º dms at tteving th�_ ugh sac�Ü

�g

ing Fice s,"nity Whth is mo"mpmant�R �c
e�\ ge islll:1,11liitl�u .

12�B2.2 MAMENANCE OF PRICE LEVEL AND CONTROL OF TRADE.CYCLES

As long as gold sundad exised,malnmance ofa sttbL ttchange rate�ó �V ed the ttctiVeOf

ª� �C       ª� �â çW�º
Prie mŁc �¨ Ø[EyandttCaucantions in busi�z

�r d�Q�Rm md� �̈¨ b�Gm would arise as a ttsult o

�â �ß �À �˘    �I l�E
�æ�P�ß �r �R�§�� �� ���ø
�r �b �u�ŁWin aneml�˚

"t On disttbution.

|

�À �¿mtt and(D idoes nOt�r �ˇ mtee smbility ofbl

12:2.3 NEUTRAL MONEY

�Û Œaå¥ �H Łc  �E �@�˘
12.2�B 4 MAINTENANCE OF FULL EMPLOvMENT      

�A

�ä �| �X �Ô �ï �r
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cumnt utiIMtt of dle caprity.�R
�g

�Vrng,utthisottCJVe,the IIlonemry authdties are expcted to
corect tte dencicncy Of.demnd and lreventex�å Ss over�R �lavallable surply,         

�E

��à£Łc�^�oå¶å¥�ï !Œ⁄�—�oâ˜ �� �Æ�£
income,ou�Ł ut and employment.

12.2.5 MAINTENANCE OF BALANCE OF PAYMENTS EQUILttRIUM

�‘ �~ l�� �Üj�P �ª �Ł �[
�R u�� �� 1çW:�Õ �¥�˚

Drt�] tcm interest Fa"S in tte"untt are increased

�ó �Õ [�Õ �]1::�F
e�í

�b�í �ß�D

�|Ø¸ I�‰�ò�O �\
coun"y,and sustaln the confldence Of investors abroad in dle currency of ale cOun"y concemed.

12�B2.6 ASSISTING ECONOMIC DEVELOPMENT :       �A   �A

�ˇ     �˚  �fl�‰�V �r

�í
ld therebytO CWb ilflation�B            �L

123 MONETARY POLICY OF RESERVE BANK,OF:INDIA

12�B4 METHODS OF CREDttE CONTttOL

m�' �¾ �R T�� �ƒ �ò Łc�r �} �O
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selective methods of crcdit control include the various dhcctives issued by central bank rcstricring the
grant of credit o certain specified sectors of the ecoromy.

The distinction ft:tween quantitative and qualiative ,"tnoA, of credit contnol is that, while the
former influence thb overall volume of the bank credit, the latter influerrce the flow of credit to only
specified socb$ of the economy.

12.4.1 QUANTITATTVE OR GENERAL CREDTT CONTROL

The aim of the quantitative credit ooitrol is to regulate the Eotal'volume of credit created by the
iommercial banks. rhese are used mainly for expansion-or contraction of the mal quantityof credit in
the economy

- The commercial banks depend upon their reserves to expand or contract the volume of their credit.
The instnrmens- of quantitative credit conEol effect the cash ieserves and thereby loanable funds of thC
commercial banks. Hence these are indirect controls which bring about changes in the volume of excess
reserves of commercial banks so that the capacity of the commercial banks toireate credit can be attered.
These methods deal with the volume anc iost of bank credit in general, without reference to any
particular field of economic- activity. Quantltative methods includJ bank rate policy, open market

12.4.2 QUALTTATM OR SELECTTVE CREDTT CONTROL

Qualitative Credit Conrol refers to all those measures taken by the Central Bank to direct the flow
of credit in certain selected desirable channels and prevent its flow inio undesirable spheres. These
measures distinguish belween productive and unproductive crbdit. They restrict the credit 0o productive
purposes d]sco-uegrry the flow of credit into unwanted sectors.r These hiasures affict Oe OemanO for and
supply of bank credit. Hence both borrowers and'lenderi are affected. Unlike g"n.oi credit controls,
qualiative credit controls are discriminatory ili nature and attenipt to draw a distiriction between essential
and non-essential uses to which credit is used. Thesq *easu.es do not affect indiscriminately all the
sections ofJlrc economy. Priority sectors are given importance in the allocation of available credit in the
econorny. These measures have'become more prominent during and after the Second WoniA War.

Check your piogress -- I
1. lllhat is the necessity of a central bank ro control the credit?

2. What do you mean by monetary policy?

�X

�R

B R
 A

 O
 U



3. f,ist the major objectives of monetary policy'

q. What are the methods of credit control and what is ttre major distirrction between the two?

5. lVhat is the objective of neutral money policy?

12.5 QUANTITATIVE CREDIT CONTROL

detall.

12.5�B l BANK RATE OR REDISCOUNT RATE

120
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�I     �í �[ �Q     �ì�d �› }�¨
wtth�g ØÜ ted by CO�\ mial ba�] �_ tt entr

when customrs have pttmted them.As the discounted bilis are redimounoŁI by the cenml bank the

�V at�¡ �¤ �ROy are mØ‰�� mtt isca�¡ ed edi3ountrate=

�æ us now dªà

‘uss the working of bank rate h the cconomy.For understanding this ttt�E

Ha�\ y and J:MIttynes have exFeswd dirmnt Vtw in this regard.Lct us study these two�@ �Ł mches.

Thlories of Baik Rate

Rate=�Õ �s å¶ �� 11�‹ #�« �r L�Õ �ß �Ł �b �í :�⁄ æu �Ł �ß �� �V
y�i

�ß
about changes in empbyment invesment,i"Omes and prices.Hawtrey emphasises the in�¡

"nce Ofbank rate on shorttem rac ofinterest and the demand of dealers for hdding stocks of goodso According

to him�Ü se in the batt rate fonowed by a rise in the market rates w�˚ l increase the cost of holding dle

stock of goods as thu stocks aFe financed by shorttem loans.Hence businessmen prefer to sell away

�@�í �} �� çW �í �� �� �� �¥ l�—�x�| �§ �~�~ MI
mllin demnd:Invesment,employment and incomes may ttl along with ule demand for goodsI Fallin
dmand for consllmer goods ac�� mpanied by a O(�U espOnding fallin demand for capid goods may create

�g

mtiOne COnditiOns in the�å onomy.Thus conmry situation ofittation created when the bank rate
�¤10Wered.�� us acording to Hawtey,changes in bank rate operate in ttc econom�W �ROugh changes in

�ò �r �ø �� �Ø F��
�V �V å¥ �� ��

fg�� dso Moreoverpusinessmen and prOducers are
gunded mOsdy by prospcttve�g mand fOr their goods raner than charges in shorttem lates ofinteresL

�¨ �Ł�� S tt�¯ �� �¿G�É  i n his book Tttadse on Money=Keynes emphasises �� �l in�¡ uence of bank

�� �EI�� �r �¾ �‰�‰�I Ł� àÛ ª� ��

�R �R
S�º

�Õ �F�o�ô äD�r �v�¥

�å �x�‰eW5�º�z
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Both llawtrey and Keynes have explained the two different aqpects of the same problem, When
bank rate charlges, both short term and long term interest riates may change and ultimately the level of
economic activity may be inflrrcnced

Assumptions of Bank Rate Policy

The bank rate policy becomes more successful and effective when the following assumptions are
satiSied.

i. It is assumed that there. is a close relationship between bank rate and market rates in the
eoonomy. It means 0ratany change in bank rate is accompanied by corresponding changes in the market
rates in the same direction.

ii It is furttrer assumed that the money market is highly developed so that the volume of credit
created by cmrmercial banks can be controled by brining about immediate changes in marftet rates as and
when the bank rate is changod"

iii. It is alsO assumod trat banks have sufficient eligible bills and securities and have no prejudice
io discount their bills'with the central bank. The existence of a well-develo@ short term funds market
helps the working of banking rate effectively.

iv. It is assumed that the economy is highly flexible with an elastic economic structure. It
means that the level of economic activity can be'easily adjusted to the changes in the volume of credit
caused due to changes in bank rate. Unless the buslnessmen and raders respond o changes in the market

rates of interest ttre desired results may not be achieved.

v. tt is also assumed that commercial banks do not possess any srplus cash reserves with thern,

so they rct in accordarrce with the needs sf the desired siuration.

Limitations of Bank Rate PolicY

i. Banx rate policy may be successful in a developgd oconomy where- the majority of the above

assumptions can be fufUGA. 6ut in underdeveloped @onomies, the-banking syscms may not succeed

;tilfu may not be a close relationship benrein changgs in the-bank rate and market rates. The

*nu*y mdy be highly rigidbut not flexi-ble so as toallow frequent changes in wages, price 1d incomes

oi G p'eopfe. Chirgis ii ttre Uartt'rate may not be uniform throughoutthe money market to bring

*oot doiriO ctrangeiin picas and incomes. Moreover changes in the rarc of interest may not have much

bearing on enrepreneuriat rctivity as they are guided mostly by profis. There is no direct relationship

b"trin interesirates and the volume of investment as assumedty the bank rate policy.- The degree of
;;;r6il;r 

"f 
tf,e ecoromi influences the volume of investible frmds o te raised rattrer than the ratos of

interesi in the economy.

ii. In under-devel@ countries commercial banks do not possess many eligible bills of exchange

o get thern reOiscounred bl the gntral bank.. Moreover in recent times commercial banks have acquired

irEi fiqoiO funds to rnaLiit eir nnanciA ngsltion very strong ard soundr Tney pay not find it necessary

;il;p#[ Ur;"ml !-k;for any finaricial assistan-ce irrespective of changes in the bapk rate.

iii. The bank rate policy may not be very effective duriru friods of depression. The Bank rate is

reduced to allo.w ae ,arlet.ite.s t6 r"u * ttr,ai investment may inciease at lower rates of interest. But

this may nothappen ^;;ufri;** 
rnAUrSor*en arenotin-tluced toinvest moredue to declining rate

of profiti and Prices.

iv. Banks may not have complete control over the eqtire- volume of inrestment-as ttrere ar-e several

other no-n-banking fmunciat int"rrAfiaries. lny ilcreasq in'the interest charges of bank may not have

much impact on the toaf rofonr" of u.ot cr.oii if the interest rates are still higher in the non-banking

secttr.

v. A rise in the bant mte may harm the interess of productive investment as the policy does not

mate ani distinction Gt**" ii"Or"ftri ana unpioductive creair as bank credit becomes costlier, even

productiie credit may be disouraged.
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13�B1�E INTRODUCT10N: MEANING�LOF I�Y ARKET

In gene.ral Engtiqh 'market!. rneans a place where sellers and buyers 1ne9t to exchange goods. But
in Economics, 'market' does not refer. to a place where exchange of cgmmodities takes place. It refen to
the contact between sellers and buyers of one commodity or service. Thus we have wheat marf,et, gold
market or labour market and so on The sellers and,the buyers of whriat who stay at different places, but
main0ain contact through some means of communication such as letters, phone, telex r!rc., will constitute
a market. In this way we have different markets - foreign exchange maiket, comrnodity markets,.labour
market, share market, bill market, money market, capital market etc.

13�B2 MEANING OF MONEY MARKET

[,et us learn about money market. Money market refers o the dernand fu and supply sf,shmt term
loans. In othei words, it refers to the totality of financial institutions which deal with short term
funds in the economy. Those who are willing.to lend and those who are willing 1o borrgw short term
funds put together we will get what.we call money market. If a loan is to be repaid within 15 month$,

' it is called short terin lsan. Irtdividuals and institutions'and such others len{ and borrow money/
funds even for a day, a week, a month for various purposes and not. riecessarily for longer periods

. extending for a year or so. The borrowers in the money market are generally metchants, traders, brokgrs,
manufacturers, speculators and even govemment institu[ions. The lenders in the money martet, on the
other hand, are coilrmercial banks, insurancb companies, non.bank financial concerns'and the Cenual' Bank of the country. Thus mongy market consists of all institutions engaged in the operatioll of short
period finances. .The Central Bank, the commercial banks, discount houses; bill brokers, acceptance

houses et!., are the institutions which constitute a money markgt. In this.way it represents short term

rcquirements of tlie economy. As noted above the money mdrket does not refer to a particular place where

.orrey is borrqwedand lentby the parties concerned. It is not necessary for the borrowers and lenders o
eotabfish personal contact with each. other'at some definite place. They may carry on negotiations

though miil or telephone.

13�B3 MONEY MARKET AND CAPITAL MARKET
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The term Money Market may be distinguished from the.term-Capital-Ivlarket Thetloney Markct

deats only with short term finances, whereas the capital ryrlei deals-ryith long term funds. _Though the

functionjof the two markets are diiferent, yet they may be closely rela6d with each other.- In fact there

il, b";;" shorr of over lapping letweeir 9" tyo markets. The.financial institutions, atleast some of

them may be common to botfr'th;niarkets: In other words, such institutiors may be dcaling with both

13.4 CONSTITUENTS��F MONEY MARKET

�Œ
�Œ��

The following are the constituents of the Money lvlarket' 
.

13.4.1 CENTRAL BANK

The central Bank is the Principal institution in a Money MarJre-t' It suppties tt'gl.ry.ffi loans o
orher members of me rtionev frfrri"funO the govemment. Iiissuds g"d{.WP9"Jt S9 bank notes'

Bank nores constirure tt" U,iff of purchasing fr*"t of the counlry. ThP,q1ffi,1*$i-*'trols the

"r.oit 
otiriti". oe orci J#rner"i;l br"6. [r6n"" a Central gankixe{cisoo *ii* innuence intre Money

Market of anY countrY.

These are rhe most important institutions working in the Mo-ney Market fire1 takS short ppriod 
'

loans from the public i" G s'rrry" of deposis and give itrort period loans to the people who ne€d them' '

These bpnks supply credit to the trders and manufacurers'134
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2. WharaFe me fu�gtions ofMone,ph�� ��?

13.6 SEcTORS�EOF.THE��
SUBIMARKETS OF

MoNEY MARKET OR
THE MONEY MARKET

�L�Œ���A�Œ�Œ�E�Œ�Œ�Œ

There are different typei of shorttcrm credit raniactions in the'MoneyfrIi** For arch type o{
credit transaction there is adifferent specialised sub-markep in the Money Mrket. The various t1ryeS of.

splialistd submarkeu are :

This nurlret deals with exuemely;hort period loans. Hei'o lql* ry given fa.ai3Y' overnighl

i*"p, 
"?r,ffi'r.?i;;;; 

fiGft,'aro airur * srocl exchanses bv'commercial bankswithout

anv collatcral wc,ritie.s. ilJse lor* q" ou"a Call I.oans, because ttrcy can be called @k by lending

b;rk;;;;datany timeitdeems itnecessarv' :

The cau Money lvIa*et in India refers mostly to the inter{ank Call money market. !'he srplw

banks in this market lend o the needy banks'

L3.6.2 COLI,ATERAL LOAN MARKET

It deals only with collat€ral loans that is, loans backed up.by securities';tocks qd bmds etc"

where the bonower *;il,hrloon;rh" dt"te,;t is ieturned; if-ttrerboroser fails ro rcpay it becomes

the propeny of Bre rcri# 
-rr,i u**** ir, o" *ria'"r"r ,irti"t are mostly brokersad dealers in stodrs

and shares and these;;;;;r,ry ,an.r":aui-co.rerclat bantrs o privare putbs- IT" times even

ffiffiil*;;;;ffi;,*; ;;t-db1ui" coilagAt lgng hom the bigser bqds in emerspnoes:

' 
This market deals with short period commercial pap€rs andspecialises in ft-pryhnf-Il *:j

various types of ,o*fr;riJiiG ii[" uitt, oi:"i"t -gi, ireasury uitts erc. The bill of exchange covers

. some commereial *i*J,i"";=Aiween the ffi;;AE-""rnFy't$ burer and the seller-of the goods'

Treasury bill is a short term government td;fi;*liy 9f tit" Autatio" of th19 months sold by the

C*tt"ti"rk on behalf of the governmenl

13.6.A ACCEPTANEf, MARKET

ance mdrket is one where bankers'
This market deals with bankers' acceptaqce and hn agcepl

acceprances are air"oil'tea. 
-A 

banker's a;fi;;;-;;;;;fd;d; a draft drawn bv a busines firm'

uoon a bank and accepted by it whereby ir is-A;ired ro-pay to the gder of specifred puty q o the beaer

a certain specified suil of money q a.specitiei'dil-;fi;hLL. mescUairtets:rceptarce arise or*of

cornmercial transactions-bfltr *ifrin tt d 
"ountry 

and as well ab'road"
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�g

�| �� mesdfunal whether~�i �� �� �l �� �� �[ �Ô �� �Ò �� �Ò :Tn Fa^‘��
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��L^:1�¡ _�¡ ^_�¡ r‘L_�¡ ___J___ �L _   .      _  _In fact it is the lender of the last resort. The orher member bants bonow fromih" Celruai;.r" il d.;

13.7.3 EXISTENCE OF AN INTEGRATED INTEREST STRUCTURE
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:
In a develqed ecunmy the money m4ket is ctrrrcerised by the existence of specialised.cenrdma*ets s*ch as bi[ marker, iat mstei cotiaterai;rr*;;:d"* are various types of short term

ffi 
conducted i" tt* More; M;G:-d'h oirr,"r" transactions is covered by a

',.
13.7.5 PROPER COORDINATION AMONG SECTORAL MARKETS

*, "rklTffi mTffi;#fffim*r. do not toot at qoss p,'po*, rherc wru be eood
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13.7.8 CHEAP REMITTANCE FACILITIEs  l �¡ �]   1

�˙ 1çaŒG�Q �Ì�æŁc �å ªJ �o �ô �x�¿esential for the sm�� �R and emcient wOrkingof al�v

13.7.9 ELASTIC MONEY SUPPLY�E

The Central�E Bank mum be able to put more money into circulatiOn Or withdraw money�� om

�í �� �ð�Ì�£çS�P�eçW�E�÷�ì �ß �i �]    ::�] �� �b�]1�x
�¿�]
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:�Ù �� �ÕJŒaÆ��D�å �a�R�� �¸ �q�b �x 11
Check Your PrOgress I II

l.:�� are the sot�˚ �É

�g
�� a money market?

2. What ue the feanres of a developed money market ?

13:8 MONEY MARKET IN A DEVELOPING ECONOMY

As stated eaFlier,in a developing economy

lli�ı �Û
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13.8�B 4 STRUCTURAL iINSTABILITY       �E      = �M    �L
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"of lack of stability in the bank
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13.865 THE MONEY MARKET WILL NOT BE ELASTIC
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139:/SUMMING UP

Ma*ct for drort Efin.fimds isknown as Money I\[ar*et and it ditrers friorn Cryital il[s*et which
is a mlitct for long t€rm funds. The Morrcy Uarkit is composed of certain institutions like Central
Bank, Commercfotl Banes, discount houss eE: and perfcnrs a numbcr of functions by serving as a link
begecn brd€rs ad bou-opqs of shst tenn fuilds,. A number of sub-mal&ets integrsd ahd coordinced
DfuEyMstet" Ffunllyl[reytvla*€tinadenelopedocqx]mypresensc€rtainfeaffiqswtrichareabsent

.* 
., Dr. I(. C[qngal go . "i

,.-^.
rl39

�æ�O�æi�æª»Æ¡�fi �æ�n�Þ�����j :�¡

B R
 A

 O
 U



13�B10 SUGGESTED B00KS

Currerrcy and Banking
2. K.P.M. Sundaram Money, Banking and International Trade1'
3. A.V.Ranganadhacharyand R.R.pauI '- CurrencyandBanking ''; '' " '

13�B1l MODEL EXAMINAT10N QUEST10NS
1,. i

f. rAnswer the following questions in aboul 30 lines each. .

1. Whar is a Money Market ?: Exptain is conititiuents? ' ','

:

4. What are the feanues of a Money l\[arket in a developing Economy?

II.' Answer'the foltowing questions in abou't 15 lines each:' '..'l -''
. l. How does.aMorrcylrlarketdifferfrom aC.apial Ivtarket?

2. \Vhatae the functions of a Money lvlarket?

3. Explain a) Calt Money Vfr*rl and b) Biil tvlarket?
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14.l INDIAN MONEY MARKET
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142 STRUCTURE AND COMPONENTS OF INDIAN MONEY
MARKET

Structurally, Indian Money Market is divided (as noted above), into organised sector and

unorganised sector-andeach one made up of different constituents. The iructur-a andrconponents are

shown in the chart below and d details description of their functions are given elsewhere in this book :

Indian Money Market

,' | 
,

Unorgariised Sector

Co-operative.Banks
and Credit Institutions

Public Sector

‘ I

Organiscd tttOr

�–    |
State Bank oflndia 20 nationalised  Regiond
an{ 7 Subsidiaries B4ks Rural Banks

ØÜ�a��������

Commercial Banks

14:3 CHARACTERISTICS
MARKET �\

OF THE INDIAN MONEY

The lnditt MO�g y Market�¡ hth�¤ �¡9t Wel1 0rgâ˜ �V l�Ó d�Æ�And�� ,|’I�V �¢ ��
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India has renfained u.nderdeveloped. There are wide variations in the rates of interest charged in
Bombay aJnd Calcutta markets. itre InAian money market bxperiences two seasons. l. Slack Season

(May - October) and 2.The Busy Season (Nov.-Afd).
,,

Another important constituent of the Indian money mar*et is,,the Collateral .!v-{oney l.darket.
In this market loani are offered in three forms : i) Loans ii) Overdlzfts and iii) Ca$r Credit The loans

are given against collateral securities such as govemment bonds, shares of first class companies and

agdiultural and manufactureilcommodities which are easily marketable and do no1v4ry much in Ulee.
A major part the assets of the scheduled commercial banks consists of these collateral loans; .

.14.5.3 THE BILL MARKET

n India, rhe Siff M;k", was established in 1952. thb Indian commercial banks and the foreign

Uanrc Aiscooni'the bills of exchange and other eligible commercial p_aper of the approved_parties. All the

bills internal and foreign and short dated Government seciiritieS of 90 days duration, are dea[ with by the

bill market.

There are very few bill markets in India. Even though the RB.I has announced special facilitie's to

"n"o*ugittti.rrt"s 
nor much progress has been achieved in this. respect.- Singe $i9.gtajg internal

trade of-the country consists mainly oI agric_ultural goods, there is a pgucitl of inlernal bills. Tlierefore,

the bill market in india mainly exists foi foreign traded goods and short {ated Government securities.

;if"rd ur" U"ing constanrly irede by the moietary authorities to develop a good bill market in our

country. .,:, .:rj 
l

1. Whatare the components oithe Indian mongy market?

2. What are fte sub markets in the Indian'money market?
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14.8 VAGHUL COMMITTEE THE~DEVELOPMENT OF
INDIAN MONEY MARKET
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above.

ForanindustryttrerearetYotl".I,!lTurcesoffinance.rliz.,'intemalandexternal.lAnenterpnse
mav finance is inOustriLar-i&o"ti* iti..rgh #;;,;;;;' rn" O"ptl"-f iL r"na'l"PI" Fund' and

,etiinec profits ar,,*fi.il,ilir*i#*ur ,o;;ffiiii*,,. -e*t.*-i]tili' 
ii-iit*o.from external

.\

ENT,I�h

te "Money lvlarket" fo1 short teq

- 

I term runds' just 
^9?^:*':"*Hf5# loaning or

f unds",t'##r$T#i#{ffiiii]1f ilT*l*ff*-'m:,;gtim*tm:
,"flnfmds. It is a r,.nlte ttrroogh which tong term finahce is crrannet^Jl;;; "io"* 

n&ds of indusuies'

1�Ø

Check Your Progre

I . What are the me6sure,s adop[ed by ttreRcerve Bank of India to improve Indian money market?

2. Briefly state the major recommendations of vaghul committee.

NEED FO�Ø

’LONG TERM FINANCE�æ___�æ__�æ�Œ�§�æ�P_�æ�Œ�ŒTT~�æ
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marks cOntrol over resOurces to pass into the hanl

�ï �Ú ª� �r Łc�¯�˝ �@� c̨apital fmdS�] _  ‘�]

�_d financing agenOics and me gOvernment.Among
nvestors bit arO largely llterested in goveFnme,t

)The LIC is of growhg impOmnce.m:�R e Capi�ô

çW�I �� �� �æª� �ß�F
�å �Ù �¡ �Õ �I �å �� �£ �Æ�VStitution setup dnce independence nmely the ln

Credit and lnvementicorporation.oflndia dle Sta
B�gk of lndia,the Unit Trust of lndia�] all�¡ ese aim at prOViding long�g m capi,1�A �b arket iS JSO

composedofthosc whodemandfunds oOrrOw�¡)and thOSe who supply funds cenders).      �]
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pereqund�g J�å 010m�‰developmem md��
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vtt�˙ g�{ �ìW�°:�r �Ì�Õ�o��Ø×upon the ttailability oF Savings,institudons to br

mutual interets�] reguhtion ofinvestment eF.         1             .

14�B 1l MONEY MARKET AND CAPITAL MARKET �]

A COMPARISON
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market proper.             �E  :               ,   �A

nere isi bOwever,a cbse relationship between thc MOney Market and capital urket.F6r one
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finan�å .çÖ �¡s particuhly tte of�Q

.

�÷ Łâ   Łƒ 1�Ù äD�ÆŒG�£�E�R
~

ket may increase tte demand in theCapitt mrket

��
�”
�¡
�Œ

�¡
11=t

1�Ø

�u
�u�u�u

��
��
�|
��

�u:�M

�R�A

149

�‰:=��

�`

�R
�@
�@
�@

�R

B R
 A

 O
 U



|�¡ ,

�O

�R
�‹

�¿
�‹
�d

�e

�j
�@

�@

�@

�@

�@

�R
�@

�@

�@

�@

�@

�E�@

�@

�R

�‡

�Ł

�¡

�C

�R

�æ
�‹
�º

��
�‹
�¡

�ä
�@

�@

�@

�@

�@

�@

�@

�Œ
�@

�@

�i��

än

�{

�z�¡

��
�X

�ä�¡

�d

�d

�˙

�ó

�r

�¿

�L
�W

� 

�@

�@

�@

�@

�@

�@

�@

�@

�@

�¡�]

�÷
�d

�Ú
�‹
�‹

�°

��

�[

ä¿

�q

�´

�‹

��

�æ

��
�„

�@

�@

�@

�@

�@

�í

�œ
�d

�T

�m
�]

�R

��

�¡

��

�o

�ä��
�Œ��
�Ú
��
�R
�Œ�Ú
�O
�ß
��
�É
�O
��
�n
�ß
�r�@
�@
�@
�@
�E�@
�@
�@
�@
�@
�@
�@
�@
�@
�@
�@
�@
�@
�@
�R

��
�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�Œ
�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�@

�D

�›
�g
�¿
�y
�g
�y
�g
�m
��
�l
�Ú
�›
�k
�y
�ß
�›
�m
�y
��
�›
�Ł

�x
�n

�z
�g
�Z
��
�e�œ

�C
�Œ�›
�g
�x

�œ
�›
�g
�´
�m
�O
�´
�g
�m
�Ì
�n
�y
�å
�e
�n
�Ú
�ä
�‹
�Œ�›
�g
�n
�›
�g
�¿

/

�M
�Ö
�v

�º

��

�e

�Ł�e

�@

��
�@

�d
�‹

�l�d
�ä
�@
�W
�œ
�W
�æ
�y�@
��
��
�h�Œ�´�Œ

��
��
�n
�@
�@
��
��
��
�ä
�@

�@

�@

�›
�ä�W
�o

��
��
�ˆ
�@
�@
�n
�Œ�Q
���ä��
��

�@
�@
�@
�C
�O�–

�¡

��

�u

�Œ�T
�w
�W
�¡
�¡
�œ

�O
�¡
�q
�g

�¡
�à
�§
�œ
��
��
�O

�C
��

�O��
�‹
�g
��
�g

150

�‹
�O�æ

�@

���d
�C

�°

�@

�‹
��
�‹

�¡
�g
�L
�[
�[
�k

B R
 A

 O
 U



�¡ �h
�æ�R
�Œ�Œ

�C �Œ�Œ�Œ�Œ�Œ
��

�º�å         �x�¿�b

�b:çW�P�ô �f�à ��R�ì �R�ï
lm�ß �–aFmS and ala,Is�¡ O cbse contact between its

�å ª� �å �å 1�N�' �Ł�E

14:121:ICLASSIFICAT10N OF IN�»
:�î N.CAPITAL MARKET

14�B13�] INDIAN�] CAPITALiMARK�FT�] BEFORE
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14.14 1NDIAN CAPITAL MARKET AFTER INDEPENDENCE�A

The need for an orderly and well developed Capital trvla*et was felt with ttre launqhing oRfive year
plans to Usher in rapid economic development. Development - more so indusrial deiqelopment hinges
upon the supply of enormous funds for investment Purposes. Hence the Governmetrt of India toolt a
number of measures o develop further the Capital Market in India.

14�B 15 GROWTH OF CAPITAL�AMARKET IN INDIA SINCE
INDEPENDENCE �R

Till recently lndiO suffered for wanl of adequate institutio~nal frame work. HOwever,ycars after
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5. .Ceriain incentives ae provrded o encourage ilre sei;ings dnd investmen! in..1ares..- Yarle*emption
is given qp o cer-t4in amounffiincome derived from inveunrents in UTI or shares'in Indian Co-mpanies,

;-"r";ri;ilail;;il;b"",i& irc. rxemptions are agrff.cable evbn to wealth ax over inveitmens
rnade:

6. Triib rerunder currcgt constanily for the integration of oiganised and unorganised sectors of the

Capital lvfrtet 'The attemps to coodinate both the segments 6f the. investment market i.e., Capital
Irdatet and Morrcy lvlalket, arepro.grassing steadily,

7. With a view o quicken the disposal of application.for frestr capital issues by the controller of
Capial Issues certain guides wore issued and this led to ah end of a long and del4yed processing of
application for the isue of such shares by the Controller of Capital Issues due to inadequate information
provided by the applicant larg-ely owing to the absence of any codified guidelines.on this important
aspecL
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14�B16 STOCK EXcttANGE AND CJ�RPIT�{ L MARKET
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å¶ �ò �E�¾
���Ù ª� �N�| å¢�'�¿JF�� �Œ̇G�� �H7�� �I

�ï �ï �Ø �D�å �â�| Łc�Ì�a�ö �D�Õ #r�o �Õ

�F �Ù �Z �⁄ �I �Ô �� ISØS�æ

�˚ m"�Ø lyit h�c �@ itiOn�� H msuFe �V ØSdOn d

�Ł L�¤ h tt hterettJtt mdeand also m tt�v  htttpF"blic:and i

�V �Û �R �C �b
St�� CkThange�¤

ruing�_ Tttandabi�¤ �Ł �B�� �¢ and�� �ß i�k

"�g
Pa�grs�Q �� C‘��

"��
G�˝ �� ���� ���� f The Central Gov�¤ �' nt has been vested with powers b�� n�fl

the working J"ery stock exchge m tte cOu,�ø
,�B �¡ 9 90Vemment�¡the pow�å

""scriL dle

�z�� the gOV9�ô ing body�` and can 4SO�¡ ithdFaW

�æ�| �× �ł :�Ñ �n�F�S �D ’1çW�| �í çW�� �V �Ó �R

Money lvlarket and Capital tvlarket which are interdependent arc necessary for smooth functioning

and orOeriy lio*th of the Economy. Money \darkel in India-cornnoted of certain sub-markets lilry-Cflt
Money Mir[et, Bill Mrket erc., is divided in to Organised and Unorganised secors pfsents flI,{*
features of a ileveloping market. Reserve Bank of India_ took various ste_p tp integla{9 ttf -marfetpl'' 
bringing into its fold thi components that lie outside is purv_iew and its efforrs re fairly tivetl 

ryward$
whei sf,sn ter* funds are mide availa6le by the Money Ma*ot to meet their working @ital ne9{st

indusries further need long term finance. firis is met.from Capital lvla*et. Sricily speakieg CapiAl
. Market did not develop irnuEt Ufore we got tndependerrce_as"ttere was litrle effort for development The

real beginning was made with the esablishment of IFCI in 1948. Sinc9,thg1 it irfast devcloping.

lS4 e wide"variet-y of finaircial institutions have come u! b cater.to the neefs Of indusfial development

14�B17 0UTL00K

The Indian Capital lvlartet is now fairly well developed to make much needed rcsorpces available
for bolder economic planning in the economy. Besides instinrtional planling, we need enlerprise and
thrift to achieve economic grcyth,-The limit to financial rcs)urces is never an absolute one; it is related
to the quintity of effort that is broirght.to bear on implemehtation of projets; on enlarging thdir
surpluses and on preventing through fiscal and other measures of leakages of resourws end to
corisumption or non priority investment so what is needed from the long rerin interest of tho country is

ttre rightkind of effort o explore fte reSoutos,

14.18 SUMMING UP
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Alongwith thes institutions-StOsk,Exchanges, whiqh ar-c- hEgral for cogporate gr.owtti, hirve also grpwn
in ngmber and g;zq. Nevirtheless,Indian Capital Market has.O,go a long way !o become fully dweloped
andwellqganised. r ..,-. ':i .:'.:

. . Di. K. 'Changal Rao

14�B19 SUGGESTED B00KS

l. S.C. Kuchhal : IndusrialEcornmyoflndia

3. K.P.M. Sundaram : Money Banking aid Inremational Trade

14.20 MODEL EXAMINATIoN QUESTIONS

II   Answer the fo�a owing questions in 30 1ines each�B

1�B Whaare the feattres ofthe mdian Money Market?

2. Briefly describe the sub�c marketsin dle lndian Money brket�B               .   :
3. What are the defects i�¡ tte lndian Money Marke��     �A     �¡

4�B What are dle measures adopted by ale R.B.I.tO�¢ �Alop lndian Money M�œ �É t?

5�B WhatarethO ttorttmendations hade bytL Vaghul Commime?  :    :

6�B Whatis Capnd Mhtt?HOw doesit differ from Money Mbttt?

7.Trace the grow�¡ ofthe lndian Qpiml Marketshce 194�¡             :

IIo   Answer the following questiOns in 15 �anes eac�E h

lb How�¤ dle lndian Money Market di�� �¥ ?        �\

21 Whatare the componen�g 6ithe lndian Money Marke��

3.What are the features of the Unorganised settor of thc lndian MOney Market compared to

Organised S�å

�g

           �R

4. Disdng�‡ sh between�] Call Money brketand Bill Markct.

5�B What are the terlns Ofreferen�å ofVaghu1 0omttittee?

6:Why dO httstFiesneed 10n�µ �V capi�� 1?   :           :�]   :�]   |
7�E

Whaare thegovemientpol�‰�ì�˜

�g

��thn�g h�g

�g‘I,d�g

capi�� l trkcP ,|    :
8�B

�\IIow�¡ the Capital�\ etlndia dassi�u led?                     �]
9�E

�Ł �N�¡ �N the�V �ƒ S fOr�R �BJOWgrowttOfcapitalIIarketinlndiabefore 1947?

10�E W�gt iS�]

�g

PuposeOfthe Securitts Conttct eeguhdon)Act,195�˘
H.�L Whatisastocktttha,ge?Ettphin i�g rOt in th�v  Capital Market?        : .
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UNIT�E15:BANK NAT10NALISAT10N AND
ADVANCES TO PRIORITY SECTORS

Contints

15.1 Introductiqr to Nationalisation of Commercial Banks in India

15.2 Condidons'on the Eve of Saial Conrol and Nationalisation

15.3 Social Control in India

15.4 Causes and Case for Nationalisation

15.5 Nationalisation of Commercial Banks

15.6 Nationalisation and Progress of Banks

15J Prioity Sectors and Their Advances

15.9 Suggested Books :

15.10 Model Examination Questions

15�B l AIMS AND OBJECTIVES

This lesson explains the causes'that led to nationalisation of 14 scheduled banks in 1969.

nogfess aft€r nationalisation, both quantitatively and qualitativgly, and srides especially in the fields of
prrority soctor are presented, ofcourse with evaluation.

....
After reading the unit, you will be able to

* analyse the conditions€f banks before nationalisation of banks in 1969,
* explain the causes and reasons for nationalisation of banks,
t p:rogress and achievements in the modern banking system due to nationalisation_of banks, and
* discuss the changes in the allocation of advances o the priority secor a&er 1969.

15�B l INTRODUCTION TO NAT10NALISAT10N OF
COMMERCIAL BANKS

Commercial Banks are important in carrying out m-onetary policies in any economy. In India

money market commercial banki play vital roie in mobilisinq.and digtri$ting {eposits and credit.

Eln 
-il*v 

of the banks, coordination auoong banks pr_oqgtas rapid gro-wth. legu$tion and control over

ffi;;;;iJi;*i! in.r""ri"g ro meet th6 ends in tnoia. Reierve Bank of India was-nationalised on

ililr.y,lgqg a i"itiate thi process oi development and t-9 m3agg monetary:":tdT. Later it was

felt that our eoonomy can make ripid progress, with the nationalisation of commercial banks.

Nationalisation mean3 bringing the unit or.bank under the control of public sector or gov€rnment

tV rat tf"rring rfre o*nerstrip anO ilanagemenr

Left political parties, socialists and left congressmen y-ere.advgcating.1".,m:.Iil99isation to

prorote tiu:*tf, anO'*effdre. 
-llationafisation 

of c-ommercial banks along with development of public

I""tor,-ifrEy *guea, witt-Ue more effectire rather thari leaving the banking systeq to- th9 nlvate sector'

iffi$rilrs-ii capitarir* fr"".9 the prominence of private sedtor, as they- reet- $a1 it'promotes

iffirffd;; 
""d "ni"u.i*irang 

opii^uralutilisation of resoorcps. During 1991 global changes' and

domesric crisis, heraldJltire ff*g;.d"f 'privatisation (it) not in banking s@tor, but industry sector ard

other areas. ..
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�˛ �˚ �R �¥ to Rososaye3 thereasons fOrFe�˜ ultsof�E ationa�V tiOnOfBanksarett fOuows.

1�B
WaSCrd�]_ptition�¡ �� be dmina�c :�� e�ï

�g

nctiOn�¡ gw�V

�g

prOmttd.
2.HindepOfoO10pmtimandcoOrdinatiOnttbesntredand�E

in�g æx
�g

n�¡ im"realis�ô

:�E Œt�Ú �“ �o�fl�˛ :�V
lmm�Ł .�a be ac�ˇ �ģ�ì �R�†�µu�Œes of�¡ �æ�� ,

4.Tmnsi�R
�„

�¡ Om�c 30�i �� lmcan sm00thly ake pLtt thrOugh,ationali�Ì
ttm.

�– �H �@ �Õ �ø �¨ :

�¡ t�¡
’,

15.2
f�F �R�í �Ô�ª

�u

� �̇MV�v
�z�O �æ_�Ü

UllJ�R
�\ �æ3ZL�� �jUIJ U, Col�µ IIIERICIAL BANKS

:�L

=]

11

�æ�–�@�z�ˆ�Ø
Table 15�E 1      ’

�¤ �i �‰�˝ b�i �ª I�R çı 1�ª �� �v969 /

h
1951 1956 1969

NumUaCSc@@puts
Number of Nqr-scheduhd Banks

TotalNo. of Bralrches
Deposirc (in Rs..Crores)
Population ttrOftice
No. of employoes

�»
�ˇ
�Œ�ô

71

14
�Œ

�W�T

4,151

909

98,ooo

79,ooo

8,262

10,635

60m

2,20,ooo

�Œ
�@

�@

�@

�@

�@

�@

�Œ
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ªJ�¤�¤�E�…�I �§ �ŁlT�£ �ò �Õ :�fl �Æ�fl �ß �â
1 5ank branch�g :each�Ł nlF waS available for every

60,000 population.

InJune 1969,�\ l areas had a share of 22.4%of total bank branches,though�\ l population waS

80%"the COun�°S populationi

�å �æ
Ld�r �ò �V�b �í �§   �N�h�a �� �H �V�x�Œ�I

lme imminent�� in our econOmyt

15_3~SOCIAL CQNTROL IN INDIA�L
�˙ ’�� �V FW�÷

�ß
�g

�vŒi �B�X çW �J �P �Ñ 1�˘ �o �œ �d im�� �P ItCan we pv�c �ƒ
i#:,i,S"i:il*fr lll,'I"aili,Xil#"fi;-#;,h'"''il;'*-tio,"ri*ition rhem. rr can save sovernment

from paying *,,,p"n*iJn. t'ff;;ir*iai."il"" J', G-"ii"i"o 9"" o social control' It avoids red

tapism and conrinues 1o achieve efficiency *:ffi;*"t#;ffi 
't"' 

public sector banks as well as

prinate sector banks'

rbha on December !4'1967 bY the

Social controt o'e' <nmmercial banks was announced ia Lok Sa

then Deputy prime Minis^tJi"l,rr. 
-lrl"r"rii 

9"1i. ;;ffi;;F ;.t1rrs,.ra*s have to folow the directions'

advices of the governr"nt o, its agency * ,n""i i" J.iatr oie.riygr. Purpose of social control was

prevent concentration oi econorni" fower, p'o'i"i" ti"Oit-'nA tdu'oiatufaff6"ati"T antt misdirecdon of

N�gmfçWl�a :�ø l�Ł �À �P�§ çW�� ll:�« �� �Õ �ô �� �´ r�J �Pl�}

1968.

1�g nt SectOrs.

lil�ð
158

B R
 A

 O
 U



1_.

Wittrout permission c.f RtsI, no'balrk can grant a [oan, of Rs. 1 crore or abgye, Ac-t of l!68 gaye

additional power t$ RBI and ening banks can be taken over by government if they do not hetd the

directives.

Even before realising the results of social control government nationalised major commercial
banks.

The impact of 1965 war, filure of harvests, industrial recession led to the deepening of crisis in
India, bottr the real and monetary sectors. .:

' 
Social control made the direcors to find out the ways of evasion. Board of directors had no

As the alternative sources of credit were limited, even under the conditions of social con@l
commercial banks didn't change their lending policies.

15�B4 CAUSES AND CASE FOR NATIONALISAT10N.

Foi early. realisation of objectives of social control nationalisation of big banks was only the

alternatirre. Social confol Akes a longe.r period of trial, with less certainity and more misunderstandings,

Following are the causes of nationalisation:

1. To Realise the objectives of social control qirickly, certainly and correctly, political party,
especially thatin power was determined o nationalise commercial bant$

. 2. Commercial banks were owned and controlled by few share holders in numbers. It led o
concentration of economie power. To reduce such centralisation and concentration of power,
nationalisation was rpcessary. Hence unproportional concentration of econothic power is the cause

of nationalisation. Concenuation of weaith is another cause.

3. Failurc of the commercial bankf to open new branches in rural and backward regions to mobilise
rcsources. .:

4. Disappointing performance in advancing loans to priority sectors, needy people, and
under0evetrfeA areas.

5. Resources of the banks were utilised by the directors of banks to promote their personal interests.

6. Advances were reaching large indusrial and business houses at the cost of small business units:

7. Rural development rn.r r"*rlrod.

8. Funds were misutilised, as the loans were advanced for speculative, and unproductive uses. Credit
for undesirable activities led to nationalisation.

9 Violation of priorities emphasised in plans.

10. Iack of coordination betrveen differenrorgans of money markets.

I l. Profrt mptive dominated the banking system, ignoring welfare of all in g"n"."I, weaker sections in
particular.

12. Window dressing of commercial banks. Accounts were manipulated on the dates of submitting
accounts to the RBI.

13. lack of co-ordination and wasteful competition.
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In l%9,Indira Candh:Ø[ e then Prime Mhister,strongly pleaded tte case fo�¡ nationalisation.
She said thatit was m�g nt fOr early�b �]iSadon ofsOcid cOnmlcuecdve�¡ mey were:

�Ì Remova1 0fcOntOl by a few,

�Ł FO�� sion Ofadequac mdit,yiority SectOs,

O prOViding professional bentto management,

O enCongementOfnewclasses ofenterpreneus,

O prOVision ofadequa"�F ining as well as"ms ofservi�å s fOr bank st�x L and

0 0 Sadsfy�Æ gidrrlate awiration of weaker seclons.

From the�å Onomy�Aponm OfvLw ad from�í

::�]
�T Jde�E Was welcomd as i accomplittes

the goals of s�å iJ withih the ttme work Of Our COn

15�B5 NAT10NALISATION OF COMMERCIAL BANKS

1.Allahabad Bank,  2.Bank OfBarOda,   ,�E Bank oflndia, 4.Bank ofmharash�' ça
5�B Canara Bank,    6�B Centml Bank oflndia,7:Dena Bank,   8.Indian Bank,

9.Indian Overseas Bank,10�B Puttab Nadonal Bank,Ho Syndicate Bank,12.Union Bank oflm�Œ

13.United Bank Oflndia,14.United�] Commercial Bank.

�Vm�ß�ö �� �x�æ�I�L
�c

�A
d�í

�ç�º�A1�Õ 1ªJ�I �¥�Õ �|
t��

�˘ 1�N�T�à �Q
�]iiaya Bank.

�m�� �] �| Tttc�⁄ àh�}3�b a�Ì :�� �I
�“rET:l�í �ìlir�ˇ �k�R�r :

ry according to the study group Of National Credit
Council in 1969.This was accomplished by.nationalised banks.

Check Your PrOgress:
1.  Whatis lncant by social control?

2. The number banks nationaliscd in 1969 was
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�¿ �� :::

3, What are the causes ofnatiOnaiisati6n of banks?

15�B6 NAT10NALIsAT10N AND PROGRESS OF BANKS

�b�ì�˘ �£ �å�ü jttF�Ô ���@�«�M

�ï�Rå¶ ŁcL�I �E �ì�ü �ç�Q�V�y

�À �M�D�˘ ŁJ�T��
�ø1�í �k �‰�b�[ �£å¥�x

S�´

�bi�V �]�ìà� l

iS�B 6�B l BRANCH EXPANS10N

�ô �D�RçW�Ł�R�ø�˛ �g 11�I lmi�i Æ��V�æ��

"

�¡N�\ ricd expansiOn of�¡ chbankhLandlcreasemrural.banks is giveJin Tab�¤
15.2.

M�Ø �R�| �] �÷ �| �I �� �Æ�Y�p�Q�íVT�@�ö �£
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Tablc 15�B 2

Br�g � �̂É E�` �¿��sia�� �° Pab�� �  ̂tt�ˆ ��� r̆ d Or�� r(b��
�g‘rai��

B�g�‰s

Bat No.of Branch Offices as on

30.6.1969    30.6.1986

Increase in
No. of Branches

Increase in Number of
Offices in Rural Area

A) StateBankoftndia
and srbsidiaries

B) 14 Nationalised Banls
(in 1969) ,

C) Regional Rural Banks

D) 6 (Six) Nationalised
Banks (in 1980)
A+B+C+D Total

E) GtrerkdianSctrdubd
Commercial Banks

F) FueigtBanls

G) Non-ScheduledBanks

2462

4,134

419

7,015

900

10,815

21,694

12,729

3554

48,792

4,298

8,353

17,560

12�� 29

3,1,5

41,77

3,398

6

4,072

9,486

11,742

1481

26,781

1,149

1
�U

�@

�@

�X

�R

�@

�@

�R

�O

�@

�V

�R

�@

�P

�P

�@

�Q

Total of

All Commercial Banks 8,262 53,265 47m3 �L27,886

It can be known that increase in the number of branches in rural areas is much faster ttqn i1

non-rural **r. 
'--ii 

i.- Jr" to the policy of the government- and implementation 9f mq regulated

and nationalisea Uanrs. ouring tq'80 ati the 20 nltionalised banks made a profit-of Rs. 150 crores'

Cenral nar* of fndi", g"rk of ilaroda accounted for Rs.44 crores, i.e., about 3O% of profits' But as the

pront, are ptougtreO back into developmental activities by nationalised banks, ata9l8lre9at9 level it may
-noi 

*"U"r *ucil-, but shows the efficiency of banks at micro level.

Branch opening in rural and uhbanked areas is increased rapidly. Siare of bank branches il ry$
areas has increased to S\%'in 1982, comparea ti zzqo in 1969. Regional imbalances are reduced after

nadonalisation.

Aggregate bank deposits Iq19 Rs. 5,9-06 crores in 1970, they increased toRs' 1'00'964 crores

in lgg6 (December). Due to mobilisation oii"rour..r both from urban and rurifl areas, deposis are

growing considerably, to steer *onor"iJ-i"n"loprn"nt. Maharashtra leads all other states in deposit

mobilisation Pe'rformance

.I5.6.3.GRowTHoFBANKADVANCESANDCREDITS
Lcndingactivityreallyincreasedatagreaterspe*dT-lgTsaresanctionedwitrrtberalconditionsof

surity and guaranteei. Svdn on personal ind group surities.-loans are advanced' Hither6 neglected

regions, sectors, trades, persons urr -g"ttirrg 
tfi" .i'"oit facilities at low possible rates of interests'

Commercial banks' (including nationAiJj i."Oi1 utol'1ted to Rs' 4'684 crores in 1970-71 and it was

Rs. 60,551 in December 1gg6. Thoug-n i.ro"".i"r of demands have improved from 5l% to 56% in

L62 between 1984 and f 986 it is not satisfactory'
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15:7 PR�_ RITY:SECTORS ANDitt�F�b IADVA�¡C�FS

�ß SeCtOFS Whin were neglected ttfore were glvenl"ority while ad,ancing loans to dlem.Such

sectors are agFiCuliure,small scale mdustries,retail tttde,self employment,educadm etc.

�ø1Ødl�Ô wl�˙ �ß �I ’�|
1�E
�Õ�V�I i�� �µ =�‡

�F )�ç :çW
ilities,with facilide�Ì  of low rate of interescs have

�c

uSIyincreasedprodu91Ve acttVity. .

Table 15.3

�¡ava�� �ˆ
‘sraDttren��

S�grars by Pxb�� �‰�V� �̂�� �̆�B�¿���¤

June 1969 June 1984

Æ…tor �M :�V :of A/cs

Kin�� 0�QandsI

Amount.
outstariding

(Rs. in Crores)

No.of A/cs.

�kn�� OuSands)

Amount
ortstanding

(Rs. in Crores)

Agriculture

Small Scale IndusUy' '

Reail Tradeand 
'

Small Business

Professional and
Self Employed Persons

Education * &,*i,rq,

Toal Priority Secor

164

�]
 51

33

8

1

162.3

25110

19‘3

119

0.8

13,317

1,306

2,962

1,317

215

6,429

5:549

1,201

427

79

260 19,836 15432

�‰#�Ø |�M
�a�É �J�‚�æ�¿� 1̂�À �r �@�L�� ��

]�' �] �à �à �w�À �Ù ��

�N�º �I1�r �ï [Œt�˚ ��i:�Õ ���� ����

Łc�¨ �S�†�g�B�� �í �ø1å] �ï �«�Mçpl�‡
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Various facets of economiC activity are co-vered by the iiatbnalised banks to improve conditions
of the people in the country at rapid rate.

Bank credit 0o the export sector increased from Rs.270 crores to Rs. 1,799 crores in between
June, 1969 and March, 1982.

15.8 SUMMARY, EVALUATION AND CONCLUSION

Nationalisation of banks took place in 1969 and 1980. Before that, imperial bank was nationalised
in 1955. Nationalisation of 20 major commercial banks was done with the objective of realising the'
objectives of social control rapidly. To promote growth and welfare in the economy, and to provide
social justice and balanced development, nationaliszition was felt imminent. Poit nationalisation showed
encouraging results in branch expansion, deposit mobilisation, credit extension with multi-dimensional
ramifications

Nationalisation had its demerits also, though there was rationale for its implementation.
Evaluation has shown that it led to bureaucratisation of the banking system. Lack of initiative, lack of
perception, scanty managerial skills and lack of their application caused inordinate delays. Red tapism
ruled the rmst.

Branch expansion was tardy, especially in the later phase of planning. Unviable banking units,
overdues in the banks, misappropriation of funds are adversly affecting ttre confidence on banking activity.

Political pressures are rising in the selectign of personal appointment of directors, and in the

workipg of the nationalised banks. Recert experience of waiving loans upto Rs. 10,000 has vitiated the

atmosphere and many felt that it was an unnecessary gesture.

Trade unions of the employees are taking ulproportional grip over fte banks and the danger of
paralysing the economic activity due to their strike is (peeping and) striking

Uneconomic branches, lack of motivation, overdues increase are casing doubts on the achievement

of progress.

Inequalities of income is not reduced, concentration of wealth has increased and social control

objectives are partially fulfilled.

R.K.Sinha, chairman of Estimate Committee of Lok Sabha bxpressed disappointment at the

failures of the nationalised banks.

Agriculurre sector could receive only 17..6?o of xbeduled banks' advances in 1985' Credit available

to that sector *as insurhc-ienil iven ttre credit requirements of the sector, areas and weaker sections are

not worked out ProPerly.

Reports of Era Seziyan Qon-rry1teg 
(1983, 1984) say that public sector has negligence of

maintaining of public 
"""o-o'nt*. 

In 1982, the lfumber ottfraud casei *ete 2'065 involving Rs' 19'53

crores according to Seziyan report'

It can be concluded that nationalisation was helpful in-implementing the social- objectives' Yet

improvements in the ronctioning both at quanirt ii"e 
"ria 

qualitative tevel ie expected from the publie

."Jt*.Uuntt,astheyarethepnomotersof growthinmonetarysector' -.Sri G.V. Ranga Rao

15�B9 SUGGESTED B00KS

1. Sanyasaiah and Ranganadha Chari

2. K.P.M' Sundaram

: "Money Banking and Intemational Trade "
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.3. ftrdfuDasandKPMsundaiam : ,TflitrpnEuirionry"
4. MisraandPuri i ,' i'ddfiEconomy"

15�B10 MODEL EXAMINATION QUESTIONS

I. Answer the following questions in 30 lfnes each.

1. Explain the nationalisation of banks in India and whatis the rationale behird it.

2. Eltrcidate the role of nationalised banks, and their progrus after l!69,

II. Answer the following questions in 15 lines each.

1. Whatis socialcontrol?. Why was it imposed?

2. What are pncity sectcs? What is sharc in credit adv.fmces?

3. What are the causes of nationalisation?
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UNIT�] 16: CO�] OPERATIVE BANKING
Contents

16.0 Aims and Objectircs

16.1 Introduction

16.2 The Cooperacive Clredit Sructure

16.2.1 Origin and Growth

16.2.2 lvlajor Functions

16.2.3 Three Tier System

16.3 Three Tien

16.3.1 Primary Credit Societies

16.3.2 Cenral Co-operative Banks

16.3.3 State Co,operative Banks

16.4 TheCooperative Banks andRBI

16.5 The Futrne of Cooperatirre Bants

16.6 IandDevelopmentBanks

16.7

16.8

16.9

16.6�B l Structure

16.612 Finances         �R

16.6.3 Working      :

16.6.4 C�Ü ticism

16�B6.5 LDBs and RBI

Summing Up

Suggested Books

Model Eiamination QuesuOns

16�BO AIMS AND OBJECTIVES

The unit aims to examine the role of cooperative credit in assisting the rural ryolo-r 
in general and

small farmers in particulars' It also examine the iole playe6 by the land development banks'

After reading ttrc unit, you will be able o
* explain the stnrcnre of co-operative credit system'
* , ;-dt* the three tier systernfollorved in Indian co-operative strtrcture,

* discussthesfgctureoilanddevelopmentbanks, and
* examine the worting of land development banks'

16.l INTRODUCT10N
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The commercial banks and cg-operative banks ae trvo wings of the organised Uanting strrrctuire
of pr counrry.- The operatiurs sf the-cornmercial banks atimo*t! confined 6 rh; ;gd;;di"orrriar
and commercial sect(tr, while the Co-operatile banks are plimaity engaged in providiijcreOit frcilitiestotheagriculuralsects. i

16�B2 THEiCO=OPERATIVE CREDttisTRUCTURE
[ :i‘‘�¡                      ’

11.2.|�ß .�L �� �R TH?�¡
99�]

0�ƒ RATIVE��MOVEttNT N

16.2�B 2 MAJO�í �Ü �† Ns’0�§ �Þ 00PE�Ó �� vE LANK‘ �¡

1.

11.

111.

lV:

V�B

�E hdi�� �˚ dtt Jthesebanks are:    :   :
to p001 ale nlustsOurces,ifany,ofthe Fnember"�†

�“ es:

��niS,depOS�¡
itOmi�V pi�E �¡ |  |   ��     �E

t�� �Q�Rer�g mtteSfOrlendngbtteneedyå]

�ßItL�F åK1:11::�ø
�í�_�æ

"�˚

1�˚ nagerid skilsreqnied h a

OS�@�·

�g

ianlgllide�g �� �i �æ societie�¶   ,�u

16�B2.3 T�� �nF�‰::T�¿ 11‘INi Co,oPER^T:vE BANttING

I  �] �q�ì�Ô� �̋ß  �Ł�å�O
167

1

B R
 A

 O
 U



16�B3 THREE TIERS

ne primary Credit soctteS Lnd money to�� Hagers�] 16wer m"s of interest They supplelnent

their funds by borowing from th,Central Co�] operat�s e Bank either d�í àY�ßy Or mugh the banking

unions where such inions exi�g The banking unions or federattons of primary co�] operative sociedes

act as a unk between the primary sociedes and the"nld cO�] Operatlve bank,Th CenmlCo�] operative

�q çW çW �O Œr

banks,RBI and the Government.This three�N der sys

�| �� çp �V�Ü �Ù
and affect govery ofdues.

16.3�B I PRIMARY CREDIT SOCIETIES

canbeWttT�Õ �v�d �� �íLmm�q �˝�ô
i�ß 1�� �� çW�ß

those residing in ttatlocality or v�¡ lage,irrespecdve of their status�B

Each nlember contributes to tte share capi�g

ær M.�q i�� �' i�X 1

�C�I�£�� �N �ƒ�ò �Õ

�S �|Æ�
and develwmentJ�¡ e Vill�˜

:

�Ô �Ô Ł��Õ �Õ �V�fl�Q�� çW�v
�¤

lStaIICe�_
ttfamersand�� �¤M�_

�g
dependenCe d

2:Since dle reSOmes ofthe SOCieties are meagre dley werle unble to mtt even dle LSiC needs Of

the members�B

çp Œ�   �ƒ�R�x�r
16�B3.2 CENTRAL CO�EOPERATIVE BANKS   

�M
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�P5�F�� �ø�z�ø���Õ �Ó �e reductt h tte bd�i �˚���]�q ve b�¶ �A
lker banks with stronger banker but the share capital

çW .  �@ �í �¢�Ø�Q�ß �z� �̂£
Rs.36�À ros h 1951,52,

16.3.3 STATE COoOPERAT:VE BANKS

The S�I
"CO�]

�� �RC banks,also lalow as Apex 3anks form the highest inancial insti�g don

in the entire co�] operative credit sLucmreI The state co�] operative bank may be pure Or a mixed bank.

Itis said to be pure ifitis a federation of Cenml Co�] �B

"�Û
iVe ttn�A s.ItiS a mixod bank r its members

.consist ofboth the cenml co�]
operative bank and indi�T idua sharcholders,The State Co�] operative banks

inance,corordinate and conrol the wdlng Of the ceinmi banks.They serve as a link between the

Reserve Bank Of lndin and the genelal money market on the one hand and the Central Co�] operattve

,�» s and�\ ry,CO�EOmiB.on�R �¶9�Ù �¡      |

�º �Ł�_�' �x�r �R�D�æ�Ì�Q�ß�ì �P�â :

1l credit deparment Of the Reserve Bank Of lndia

nlalntains a,lose C‘mm6t�¡ m state co�] operadve banks�] It c011ects and publiShes very useful infomation

egarding the cO�] Operative movementinlndia.

�p state co�] operative bank deFiVeS its funds from i�� shtt capital and deposi�g
‘ItreceiVes current

and flxed deposits tom the memtts as wen aS the general publ�‰ �¿the local boards,�R e municipaHties
etc.�¡ 0äF �åns loans lom commercial banls and the R�¡ erve Bank Of lndia.A cemin pttOn Oftte
working capltalis provided by ale State Govemment.

The State Coloperative bank acts as a balancing centre betwCen vttious central banks in the

:�…Æ� àˇ ª� çW �‰
�ì �ô �o   �E

T��
contact with the pnmry cFedit Societies. The ce��

co�EOpmtivebankandtt creditttieties.

�_198�–�º:ªÛ �b �¿L ihTS�R

’pr��

gre,S OF sta"co�] operative hntt h lndia during 1951�] 52

1951-52 1980�E81

Number

Orrn funds Gs. in crores)

Depo$its (Rs. in crores)

I-oans & overdrafts (Rs. in crores)

16

7.65

21

�¯

26

290

1,140

1,791
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�P    �ª
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Ires in 1951152 oo Rs�B 1,140 oo R�– 1,140 crores in 1980�] 811

16�B4 THE CO�]OPERATIVE BANKS AND THE RESERVE
BANK OF INDIA

In r€cent years the relationship between the co-operative banks and the Reserve Bank of India
!.as U""q strengtheired; Cooperative banks can get direct accomodatio(r from the Reserve smf ti
disounting agricuryur"J_ang other eJigible bills at concessional rates of interest. The regulatory po*ets
of the Reserve Bank of India have been extended o co-operative bank. TIe'Srate, Cenilal and p:.imary
co-operative banks, have brought.them under the direct control of the R;B.I. Tire .at" 

"o-@1x1iylbanks have secued the status of scheduled banks. fire extensioir of conrol by the Reserve Bantbflnda
has enabled ttre state co-operative-nryE to.e-njoy the facility of deposit insurance. The state .orp" ---
banks can obtain refinance from the R.B.I. for short-term and medium-tenn agricultural requiremens of
the small-scale and coftage industry within the co-operative sector. ffre n.i.t. extends the short-term
and medium-term loans at concessional rates of interesi. By the end'of 1980-81 the R.B.I. had
sarrctioned credit facilities 0o the tune of Rs. 798 crues for seasonil and agricultural operations.

16.5 THE FUTURE OF cO�]OPERATIVE BANKS

The rdral debt and investment survey by the R.B.I. in l%1-62 reveated that co-operatives provided
15 per cent of thb agricultural c.Iedrj. By the end oJ 1980-81 the agriculturat creOit proviOeO Uy
co-operatives was estimatet at U3 oi the requirement of the agricultural sector. Thus co-operatives
became the largest single institutional ryency fur financing agriculture.

In recent years co-operatives have changed rtreir banking policies to suit to the changing conditions
on the agricultrual front. Mechanisation of agriculture and modernisation techniques like_high yielding
varieties of seeds, intensive irrigation facilities, multiple cropping etc.,.hav€ necessiated.more creOit for
agricultural purposes. In ttre changing environment, co-operatives have to play a vital role in meeting
the credit requirements of small and medium farmers. It, is in .this context that we shoutd considei
whether the existing three-tier co-operative credit structure will be ahle to meet the needs of the farrners or
any structural reforms are called for. Since the primary credit societies are in direct contact with the
farmers, it is necessary m srengthen such societies. It is recognised ttrat credit shoutd.be integrated wittr
the supply of inpus and promotional and technical guidance and other service.s o'the farmers.

The concept of a Farmer Service Society has been evolved on the basis of the recommendations
of the National Commission on Agriculture. When the nature and scope of the functions of the
primary sooieties are enlarged it is appropriate that ttey should be viable units and should be managed by
qualified and competent people. A step in this direction may be the amalgamation of some units so that
they can discharge all these functions effectively.

The three.tier system of co-operative credit institution was criticised on the grounds that the cdst
of meeting credit is high and that there ale many avoidabb procedural, delays. The primary societies
carutot be dispensed with because of tlieir close report with,the fanners. The Apex organisation is needed

in order to prbvide access to the money market and the Reserve Bank of India. In view of this, it is only
the Central Co-operative banks. The Reserve Bank appointed a study team for Kerala in 1973 to report
on the need for the elimination of the central banks. The study team reported that if the central banks

did not attain the required levbl of performance withiir a period of five years, they should be merged with
the state co-operative banks. This practice was to be extended to the central co-operative banks in other
statgs as well.
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Check Your Progress - I.
1. What ae the three tiers in the co-operative credit stnrcture?

2. W.hat me the major wdalaresses of co-operative credit societies?

16.6 LAND DEVELOPMENT BANKS

Agriculturists need long'term loans o affect permanent improvements in their lands, such as the
purchase of costly agricultural machinery etc., besides short-term and medium-term loans to cary on
agricultural operations. The pnimary credit societies provide only short-term and medium-tsm loans.
In oFder to meet the long-torm crcditrequiremens of the agriculturists, the establishment of a separate
instinrtion has become necessary. The Land Development Banks (or land mortgage banks) were
reorganised for the purpose of providing bng-term credit ib agriculturiss. The first Land Development
Bank was startetl in 1920 in Punjab, followed by one in Tamil Nadu in 1925. [n the light of the
experience gained in Punjab and Tamil Nadu, other states established land development banks. But the
FolFess of the land development banls was observed to be very dis-satisfactory. These banls rime n
gccqpy an imporant ptrye by pnoviding long-term credit during the Second Five Year Plan. It was during
the Seeord Five Year Plan that the land development banks got the needed impenrs. By the end of the
Second Fivc ytq pl- all the states in the country had esablished Land Development Banks.

16.6.1 STRUCTURE OF LAND DEVELOPMENT BANKS (LDBs)

_ IarillDe-velgpment Banksgay b federal or unitary in their structue. The fideral type consists of
one Centrd l.and:Development Bqk ahd a number of primary land development banks' The unitari
t)rye cmsist of a number of Central land Development Eanks with branches ipread over different aeai.
U- nder the federal system the Central t-and Development Banks collect funds through ttre issue oi
derbe&res and pass them on to the primary land development banks, which in turm, finance the

The,land development banks which are organised on co.ogerative lines do not aim at making a
profit. Their main objeitive is to lend money at ro"w rates olinterelio rar."o. -

In some qtates tlrcre ge lraryles of cenral land development banks or central cooperative banks
Ihi$ lct-es Egents of oentml land development banks for financing individual members. In Ivladhya
PradAsh,-the stae_co-operative bank functions as a central land development bank. tn Andhra praatresh,
Maharashtra utd Keralia, there are a number of central land development banks and efforts .r" b"ind
ma& tO inqrane trcrn,ifig' 661s unified bank for each state. , '

, ,....,.{.
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ivn!! tte organisation of central land development banks is rhe same throughout rlre counEy
except-in lvladhya Pradesh, there is a considerable diversity in the organisation belo"w that level. For
example, in states like A.P., Tamil Nadu and Karnataka, the units of-operation ui n" iuirt level are
prilarr-land development-banks. They advance loans o individual agriculturists to* iuros provided
by the Central land Development Bank. Theie primary land develofim"nt uants ati-affrtiated ro the
Cenral Land Development Banks

16.6.2 FINANCES OF LAND DEVELOPMENT BANKS

The Land Development Banks derive funds from the share capital, reserves and debentures.
Debentures are the most important source. The debentures are issued for ZO-ZS y""r. Uv C.ntral Land
Development Bank and carry a fixed rate of interest.

The banks issue two types of debentures: (l) Ordinary rlebentures anA Zlrural debqntures. In the
case of the latter th9 neriod varies between 7 and 15 years.- The banks credte apgof". rinting fund to
repay debentures. The-debentures_aie generally guaranteed by the state government regarding payment
of interest and principle. These debentures are subscribed by ttre pubfc, the co-oper"atiri 6an(s, ne
LIC etc.

16.6.3 WORKING OF LAND DEVELOPMENT BANKS

The land development banks grant loans on the security of agricultural property. Since the perid
of loans runs to 20-30 years, the rules with regard to secuiity -i u"ry rigio. rnd loans are granted
against the first mortgage of agricultural property. Generally, itre loan ii gilven to the eiteni of 50% of
$g.vaJue- of the prope^rty mgrtgagcd, However, the maximum amount of loan given to an individual
is limited to Rs. 10,000 to Rs. 15,000. whife granting a loan, the banks tate'inro ,..oori *i Jn[
the value of securities but also the integrity of the borrower and his repaying capacitlr.

The land development banks grant loans to farmers for a variety of reasons like improvement of
land, liquidation of prior debts, purchase of costly machinery, sinking of wells, insrallation bf purp ,ets,
erc.. Until recently, the farmers were taking loans from the land development banks .osily filr Oi
liquidation of earlier loans. Now there is a change and the loan is utilised for rhe purposes of prirduction.
The Reserve Bank of India has also insisted that the loans shou-ld be given for produitive purposes only.
However, the farmers today are engaged in a number of subsidiary activities which aiso'contribute
towards economic developmenL Keeping in view the changing trends, the land development banks.are
now providing finances to non-traditional activities such as diary farming, poultry farming, piggery;
sheep-rearing sericulture, gobar gas plants, rural godowns, warehouse, market yards erc.

16.6.4 CRITICISM LEVELLED AGAINST LAND DEVELOPMENT
B ANKS

One of the main criticism against tand Development Banks is that the rate of interest charged is
generally very high, sometimes 10Vo or evbn more. This however, is not a valitl argument becaurc the
rate of interest of these banks depends upon the cost incurred by them !o obtain funds from outside
agencies.

It is pointed out that the banks abnormally delay the sanctioning of loans, sometimes for periods
over a year. This redtapism is partly due to lapses on the part of the farmers and the illiterrcy of tho
agriculturiss. Incomplete loan applications, improper addresses etc., may also be cited as reasons fu the
delay in sanctioning loans.

The cumbersome procedure and overly rigid rules of banks are often distressing to farmers and
force them to resort to money lenders for financial assistance. This drawback can.be overcome by
educating agriculturists and by creatihg an afinosphere in which they can futly appreciatei the difficulties of
banks.

It is also pointed out that instalments are fixed without regard'o the repaying:capacity of nourees.
Rescheduling of advances are not made even in genuine cases of default arisini; from'natural calamities
such as draughts and flmds.172
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The banks do not have expert and competent technical staff o properly assess the value of the land
and go ino the technicalitics involved in sanctioning loar-rs. It is true that the managerial; organisational
and procedural improvements in the banls are urgently called for.

I

Judged.from the point of view of overdues, the performance of iand development banks has been
very disappointing. Overdues has been mounting during the past few years. The absence ofeffective
supervision, the inability of banks to make a corrcct estimate of the cost of a project etc., have been listed
as the basic reasons for huge defaults.

16.6.5 LAND DEVELOPMENT BANKS AND THE RESERVE BANK OF
INDIA

The Reserve Bank of India provides long-term credit for agriculture by purchasing the debentures
of land development banks. The Reserve Bank of India has recognised the debentures of land development
bankq fully guaranteed by the state government in respect of repayment of interest and principal.
The long duration debentures of 12-15 years issued by the land development banks are taken by the
Reserve Bank of India. The contribution of thc Reserve Bank of lndia is around 8-15 percent of the
0otal amount of debentures issued by the land development, banks. The Reserve Bank purchases these
debentures at lower rates of interest. This is done with an intention to enable ttre land development banks
to give loans to the rural investors at correspondingly lower rates of interest. The toral involvement
of the Reserve Bank of India in the ordinary and rural debentures floated by land development banks was
Rs. 6.90 crores and Rs. 6.04 crores respectively as on 30th June, 1981.

- - P$^ilg the Sixth,-Plan ry"q (1980-85)land development banks are expecred ro reach the targetof Rs. 2,300 crores of lo.ans tg agricutturists. The most i*portart sintb d;por" Jtirir provision isto develop minor irrigation. Besides, tle ba.nks are to.hk; up divers'ified lending r* oilr.. equallyimportantpurposes, some of which are subsidiary to agriculurJ. win ne lil;hfg;i tir! integrated
rural development progmmmes, tle emphasis wili be n& only on raising proouction f,uirrro on helpifrg
the farmers !o supplement their income 6y aking up other subiiaiary occuparions.

16.7 SUMMING UP

Indian agriculture essentially requires cheap resource of finance. The co-operative banks areestablished primarily o provide credit ficilities 
!o lhe agricuttura secor. Indian 

"o-i*i"ri"" srrucrureconsiss of tlrree-tiers, namely, primary credit societi"r, .E tra 
"o.p"irtir" banks and sGt"bo-operutirebanks' This unit concentraiei on thi-co-operarive dedir;ysi", ?oiio*"d in India. At the erd, tanddevelopment banks are analysed critically.

16�B8 SuGGESTED B00KS
Revised by - K. Sateesh Reddy

t.
2.

,1.

R.B.I. : Review of the Co_operative.Movement in India
Samiuddin and lvlahfmzur Rahman : Co_operative Sector in India
M.CtVaish Monetary meOry

16.9 MODEL EXAM

Answer the following questions in 30 lines each.
l ' Discuss the existing co-operative credit structure. what suggestions would you offer to make itmore effective?

2' b you think that the co-operative central banks form an unnecessary link in the three-tiersy.stem? Substantiate your view point.
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3. Bring out the.signfficance of Co-oper-ative Credit in the development of agriculture. lVhat
measures have been taken by the RBI to srengthon the cooperative credit System?

4. ,Explain the role of Iamd Development Banks in providing long term cfedit to agriculturists.
Offer some suggestions 0o improve their working in the light of the criticism levelled against
them.

II. Answer the following qugstions in 15 lines each.

l."The primary credit societies.are the nerve centres in ge cooperative crerlit sructurJrtsystem?

2. What fuure do you visualise for rhe cooperatives in India?

3. How does the Reserve Bank of India help the land Development Banl$ in providing credit to
agriculturists?

Explain the struc$re of knd Development Banks.

174

B R
 A

 O
 U



uNIT�j ��7: REG10NAL RURAL BANKS    /

Contents

17.0 eimsandObjectives

l7.l krtroduction

17.3 Esahlishment of Regional Rural Banks

t1.4 Cryital Sruct+re

17.5 ObjectivesandFunctions

17.6 I-ocption

17.7 Charrcteristic

17.8 Differences between RRBs and Commercial Banks

l7.g Concessions

17.10 CreditPolicy

. 17.11 Evaluation of perfotmalrce

17.11.1 NumberbfBanks

. l7.ll,2 Deposis

17.11.3 Advances

17.ll.4 Implementation of 20 points Economic Programme

17.11.5 Refinance facilities from NABARD

l7.lf .6 Onf,"t Developments

17.12 Problens Faced by the RRBs

17,13 Suggestions

17. 14 Dantwala Commitee Report

17.15 Summary

17.16 SuggestedBooks

17.17 Medel Examination Questions

17.O AIMS AND OBJECTIVES

�ð �V�ß,çW�Œ�Q �ä�Ì�| 1�R�V�ß�° �â �I �ð �Dm�P:�O
by dir_tc�B _itteS ttpdhted b smdy J�_  wOrking ofRRBs and make suggestions:

After reading dle unit you win be able tO explain,                        �]

*  the factors tllat led�¤ �fi nshhent ofRRBs,                �N
��   spcitt feanlltt and:woFking OfRRBs,
*  imEtt aSSistance rendered to the�\

ker sections in tte rural economy,and
*   �� �@S tO be taken tO improve dle working J RRBs.
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The rural sector is dre backbone of our economy becarme rnany people live in (nearly 70 per centof our population) villa-ges. Agcgr-$ng to l98l.census, proportion oirurar population to toar poiuration
was 76.69 per, cent and $3t of vilIage population 2],6i pr cenr. Rural incomes, Aerireo *ainly fromagrictlture, play a sigr.rificant role in the national income. Rgriculture ild, fi;; fiances for its
development and modernirytiol. The planning policy of the India"n Government has 6en 19 develop andreconstructvillages,butlackofcreditisoneofthemainproblemsofruralreconstruction.

The foundation of ttre institutional credit structure in rural India was laid with the organisation
of co-operative credit, societies. The- co-operative credit structure, could not keep pace with AI gro*ini
demand for institutional credit with the rise in demand for agricultural credit. Commercial banks
were, therefore, inducted ino the field of agricultural credit under-the policy of 'social controi over banks'in l96E' and the subsequent nationalisation of 14 major commerciaibanks in 1969 canied the'process
further. (In 1980 six more comnrercial banks wcrc nirionalisul). Rural branches of corninercial banks
expanded greatly afler naLionalisation. As against l,tl33 branchcs in the rural arsus in Junc, 1969 thcre
were as many as 6,667 branches in March, 1975. Dircct Iending from comrnercial banks to agriculture
which was Rs. 54 crores in June 1969 rosc Lo Rs. 540 crores by December, 1974. This increise in the
direct lending of commercial banks to agriculture was commendable. But a long 6isunce has still to be
rravelled and l.herc is much more to be achievc<|. Thus the neccl for thc cstablishrn-enl of anolher agcncy m
provide credit for rural developmenl was experienced and the Governmen] of India sct up a Committee to
examine the issue under the Chairmanship of Shri M. Narasimham. The Committcc was asked to
examine, in detail, the issues involved in tlre cstablishmenr of 'new rural banks' as subsidiaries of the
public sector banks to deal with the problem ot'rural financc. The working commi[ree submirred irc
report, on July 30, 1975.

t7.t INTRODUCT10N

17�B2 NARASIMHAM COMMITTEE

The Committee observed that the commercial banks and two major difficulties in serving the
rural population namely (a) their high cost structure in operating in the rural.areasand O)-their
attitudinal char^cter. Therefore, there was a need for an institution which couid combine the local
knowledge and familiarity of rural problems, which the co-operatives possess with the degree of business
organisation, ability to mobilise deposits, access to money markets and a modemised outlook, which the
commercial banks havb. The Committee was of the view that the existing institutional credit agencies,
as they were structured, would not be able to fill the regional and functional gaps in the rural credit
institutional system within a reasonable period of time even with such adoption, recognition and
restructuring as they be incorporated. It is against this background that the Committee suggested the
establishment of Government owned regionally based and rurally oriented banks to suppliment and not
supplant, the existing institutional credit agencies.

The Committee suggested that in selected areas where (i) neither the co-operative nor commercial
banks have been able to make much impact, (ii) there is considerable scope for mobilising deposits and
(iii) meaningful rural development has to be effected, a few rural banks may be set up initially.
It considered that about 50 per cent of the business of regional rural banks (RRBs) should consist of
small loans and that they should also extend finance for rural industry and tr-ade.

The Commirtee also recommended that one of the more important objectives of the rural banks
should be to attempt effective coverage of smdl and marginal farmers, landless labourers, rural artisans,
etc. The performance of these banks should be judged primarily by their success in the coverage of such
categories of borrowers towarG meaningful productive activity and,recovery of their advances, rather than
by the profits they make.

17�B3 ESTABLISHMENT OF REGIONAL RURAL BANKS

Thc recommendations of thc Narasimham Croup RRBs rvcre cstahlishsd by Lhe Covemmenl from
2nd Ocrober,l975. Thc Regional Rural Banks wcre to be scl up mainly with a view to dcvcloping thc
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ruial economy by provrdrng, tor fie purpose ol'dcvelopment of agriculture, trad€, commerce, industry'and

"iir* 
pi"o*[iu6 i.iiultirs-'in the ru.ai ureas, credit and othcr facilities, particularly to the small and

;;;#;iil;"ri, agricultural labourers, artisans and small entrepreneurs, and for matters connected there

With and incidental thereto.

Check Your Progress ' I
I . How are the credit needs of the rural people served by the cooperatives and commercial banks?

2. What was the need for stzrting Regional Rural Banla?

17�B4 CAPITAL STRUCTURE

The authorised capital of each RRB shall be rupees one crore, which the Central Government
may increase or decrease in consultation with ttre Reserve Bank of India and ttre sponsoring banks, subject
to a minimum of Rs. 25 takhs. The issued capital of each RRB shall be Rs. 25 lakhs of which
507o shall be subscribed by the Central Government, 15 per cent by the concerned State Govemment and
35 per cent by the sponsoring bank.

17�B5 0BJECTIVES AND FUNCTIONS

The main objectiws of RRBs have been to:

- .i) .help the.development of agricultural and other rural activities through providing credit and other
facilities, particutarly to small and marginal farmers, agricultural laSourers, 

"riisanr 
and small

enterpreneurs, in reasonable time and at reasonable terms;

ii) provide alternative sources of credit to the rural poor to free them from the clutches of money-
lenders;'

. iii) meetthe growing needs of the rural poor and backward sections of society;

rv) provide employntgnt opportunities and develop enterpreneurship; and

v) combine the business goals of the rural areas with sociat obligations.
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17.6 LOCATION

The location for RRBs is o be decided upon very carefully. Cerain norms have been set up for
this purpose.

l) The area should be a relatively backward or ribal area

2) The New Bank is to be established whcre co-operarive banks are not active

3) There should be n9 branch of the commercial bank in the area

4) The area should have the potential for providing a break through in development.

17.7 CHARACTERISTICS OF RRBs

l) RRBs grant loans and advances, particularly to small and qarginal farmers, agricultural labourels,
rural artisans, small enterpreneurs and persons of small means engaged in trade and commerce
and other productive activities in thearea of operation.

2) They have a limited geographical coverage.

3) They charge a lower interest on advances than the prevailing lending rates of co-operative societies
intheareaandalsopayaninterest,of0.5percentmoreondeposits.

4) The salary structure is lower than.that of commercial bank employees and is at part with that of
the employees of the state Govemment concerned.

5) They get assistance. from the Reserve Bank of India.

6) RRBs are permitted o lend Rs. I crore for every Rs. 15 lakhs of their own deposits.

17�B 8 DIFFERENCES BETWEEN RRBs AND SCHEDULED
COMMERCIAL BANKS

TheRegional Rural Banks are also scheduled banks.

The RRB, however, differs from a scheduled commercial bank in the following respects:

l) The RRB is deemed o be a cooperative society for the purposes of Income-Tax Act, 196l.

2) The area of operations of the RRB is linrited to a specified regron relating to one or more disrics
in the concerned state.

3) Tfte RRB grants loans and advances only o the small and marginal farmers,agficultural labourers,

rural artisans and small entrepreneurs or small traders.

4) The RRB charges int€rest rates as adopted by the cooperative societies in ttre State'

5) The ir:reresr paid by the RRB on its term deposis may be ln Wt cent more than that is paid by

the commcrcial banks.

6) If anlRB crosses the limit of 100 branches, it has to seek Reserve Bank's permission before

going beyond 100 branches

7) The RRB is a sponsored bank. It is sponsored by a scheduled commercial bank.
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17�B9 CONCESSIONS

The RBI has been offering some concessions and exemptions to the RRBs as agaiSt the scheduled

commercial banks. They are (i) reduction of cash reserve ratio from 67o to 3% and (ii) exemption of
deposit of l0% of incremental demand and time liabilities.

The RRBs have been availing the refinance facility offered by the RBI. During the year 1980-81,

refinance limits aggregating Rs.. llr.U crotes were sanctioned to 52 RRBs and the amounts outstanding

asainsr these limlii aI OJenO of June, 1981 totalled Rs. 111.4 crores. For the year 1981-82limits

aEgregating Rs. 135.92 crores have been sanctioned to 65 RRBs. Reserve Bank of India enables those
pffgr"*hor" deposits are more than Rs. 5 crores at ttie end of March, l98l not only to achieve the main

ob;."tiu" of widening ttre cnedit coverage-of weaker sections of society but also to ear4 mo-r9 income by

way of higher margiiin using their deposit resources, by continuing the same refinance facility.

17�B10 CREDIT POLICY

The credit policy of the RRBs including the terms, conditions, requirements of-security and legal

formalities, have been iiUeratised. It is no longer necessary to mortgage property or deposit title deeds.

There is no need for a borrower to produce a'no encumbrance'certificate or obtain legal oprnion in this

regarO. All that the bank insisS upon is a group guarantos, consisting of three borrowers. The bo'rrower

is atso exempted from stamP dutY.

The bank has dispensed with all these time consuming formalities as it intends to help small

Uorrowirs. 
-ffr" 

U"nt has mihimised the need for the borrower'to visit its branch more than once for

tf," S"-t of a loan. The banker selects the borrower in the village itself. (In the case of commercial or

"o-oi.-tin" 
banks, the borrower has to make a number of visits to the bank). The bank grants the loarl

""fi-O 
b*ro*u1g who produce a ho-dues'certifrcate'from other government or public sector institutions

m avoid duplication of granting loans.

RRBs were directed to charge interest at the rate of 9 per cent on specified tqqs gramed to primary

societies and Farmers Service Societies (FSS) with effect from March 1,1979. This was reduced to 8

p". ."nt in the ,"rn"-*onth in respeci of term loans to small farmqrs for minor inigatiory'land

Check Your Progress - II
l) lVhat are the objectives and functions of RRBs.

�c How RRBs differ from Commercial Banla.

|�¡ �É
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�´ What are the special features of RRBs.

0 Outline the Credit Policy of the RRBs.

17�B1l EVALUATION OF PERFORMANCE

The scheme of setting up of RRBs was started in Oclober, 1975 with only five RRBs but later
the number had increased to I I by March 12,1976. The total number of RRBs instituted by the end of
June, 1981 were 102 covering 172 districts spread over l8 states, At the end ofJune, 1983, there were
142 RRBs covering 247 districs. The programme under the Sixth Five Year Plan was to increase
the number of Regional Banls to 170 covering 270 districts by March, 1985.

By the end of March, 1985, there were 183 RRBs established in the country, coveing 322
districts spread over 23 states. U.P. claims to have the largest number of RRBs totalling 38. Bihar ranks
second with 22 RRBs while Maharashtra has so far only 8 RRBs. On June 30, 1987, there were 196
RRBs, covering 350 districts. By March 1990, there were 196 RRBs covering 370 districts in the
country with 14,650 branches. The total deposits with RRBs amounted to Rs. 4,150 crores and advances
qlme to Rs. 3,560 crores. On December 31, 1986 there were 12,838 branches of the RRBs. In view of
the state-wise offices of RRBs, it has been observed that U.P. claims to have the largest number of
branches amounting ta 2,787. Bihar stands second with lJ75 branches, M.P. third with 1440 branches
and Andhra Pradesh fourth with 1,010 branches. Thus, nearly 55 per cent of the total branches of the
RRBs are concentrated in these four states alone. Karnataka, Orissa, Rajasthan and West Bengal have
between 7O0 and 1000 RRB branches. Maharashtra has only l0 RRBs with 456 branches. Gujarat has 9
RRBs with 307 branches. The perforrnance ol'this scheme in the establishmcnt of number of RRBs is
significant comparcd to that of othcr linanciat agcncics in the country.

t7.tl.2 DEPOSITS

Deposits per RRB (on an average) increased significantly from Rs.3.32 lakhs in 1975 !o
Rs. 88.74 lakhs in 1978. They further increased to Rs. 172.38 lakhs in 1979.

On the whole, deposis of all RRBb incqeased from Rs.20 lakhs in 1975 to Rs. 756 lakhs in 1976

and they continuously increased to Rs. 9,826 iattrs in 1979. Further deposits of 132 reporting RRBs
aggregate.d to Rs. 518 crores by the end of June, 1983 as against Rs. 381 crores by the'end of June, 1982

lg0 in respect of I 14 RRBs.
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17111.3�E ADVANCES      ’                 _

��hs�v 1�¤ ��çW�à �EY�Ó �í �It�º �ò �r lftt�Ì �T
=�¨

:�� �T� �̀�

�ï �O�E�r  �º
t,�B 466 crores by the end of June,1982 in respect of

ln�¢
�g

mber 1989b 196 reporting RRBs have agrg"dwosi"OfRs.3�¨ �ï l crOFeS and advances

�� �ï å¶�ï �� Æ�i�| �Õ�l �u�V�§�£�dt�[   :
Table : Pwpose-wise Advances to RRBs

(At the End of March, 1990)

�¢ Am9unt cRsoii CrOre9

1.

2.

3.

4:

5�B

6.

7.

8�B

Short-Term Crop l,nans

Term Imns For Agriculunal Activities
Allied Activities

Rual Artisans, Village and Cottagp Industries

Reail Trade, Self-Employed, Erc.

Consumption Loans

Othcrprposes
InrliructAdqrces 

Tohr

620

7��

570

280

1,020

30

280

50

3,550

Some:RBI,R9ort on C�\ ncyandFinanct,1989�] 90,V01.I.|�� Po No.1791

17111�B4 REFINANCE FACILITIES FROM NABARD            �]

�G �˜ �` �z �º �� �—�I T�r �•F�i �� �Ì�í �P æu
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17�B 11�B5 0THER DEVELOPMENTS

With its establishment,NABARD assumed the responsibihty fOr laying down pol�‰ i"for

RRB�A�|erseem�‚ �R�ROperatims md attend�° �Ł�c�� �ì
S�I

�»�ò �â �Ø �‚ 1�z �R�ðestablishment of RRBs,administration of reinan�s

policies for RRBs,�b onitOring their perfomance,and the statutory inspection of RRBs is undemken

brNABARD�B

17.12 MAJOR PROBLEMS FACED BY RRBs

The RRBs, in most cases, seemingly have a mixed record of 'successes' on some ftonts and

'failures' on some others in their business and attainment of goals. 'Their failure in achieving their

targets may be atributed to several problems theyencounter in ryaclge. Following Professor Chairman

\Vidhva, lve may pin-point some of the major problems faced by the RRBs as under.

t7.t2.l OVERDUES

The main problem of RRBs is mounting overdues. The position of ovgrdue-s in relation o demand

raised in respecdof all the RRBs is not available. At the end of Dlember, 1982, the overdues of all

the RRBs ag;1ornt to Rs. 128 croies which formed 22.2 per cent of'their lotal outstanding amount of
Rs. 577 crores. Overdues in the case of 40 RRBs which completed six years or more w_orked out to

ii'11ag- "i"r. 
On tt" assumption that the amount of demand raised would be about half of the oal

toai ootsmnAng, the recovery percentage, would work out between 50 per centand 5_5-per cent only.

ih" p.riti;" is-likely to Oet"riirute in lhe years to come. It is neressary that the RRBs take special

measure'to reduce the overdues.

17.12.2 PROFITABILITY

Of the l0Z RRBs,42 RRBs incuned losses during the ygar- 1981. What is more disturbing is that

ll RRBs which had completed five years or more at the-end 6r tqgt had also shown losses. In the case

of a few RRBs, tfr" a.oiii-oi accumulated losses have far exceeded the total amount of their paidlp

;il"1. Such nngs *iiiirna ii 
"irremely 

difficult to wrissle out of the situation. It is gathered that

during tgy2,atargenornLioinifgt nane incotfi fott.t- Ttre trend is continuing . (

This situation is likely to further worsen on account of : (a) increase in overhead -e-xpens:s

consequent upon n" t"uisooiof staff salariet 
"nO 

uffo*-ces; O) reduction in margin available to the

RRBs on account or op*ara revision in interest iates on deposiis'with effect ftom 21st ocober, 1982'

and subseiluentfy reOoitifr-i;1;dilgilrs with effect from 2tst April, 1982; (c) rovision of Reserve

Bank of India s retinanci;h"r" i, t;rms of wtri.tr it 
" 

nngr e.srattGhed earlier are required o provide

alargaconribution out of their own ieeources 1o*ari: tfreir lending programmes; and (d) modification

of the Deposit tnsuranie and Credit Corrantee Corporatio-n Schei6 requiring the RRBs set up in the

nrevious four years or more !o pay tte osoiig,,atin1"" ftt etc' This-aspect has to be examined in

ffii;l;;iifit .t 'pt t t* fo i'ate t]re RRBs viable'

I7.L2.3 LONGER GESTATION PERIOD

on an analysis of the available data, it is observed that iri ttre case of the RRBs set up after July'

1978, the gestation p";od frrt t""n fonSgr as compare{ o the-RRBg set up earlier' RRBs set up upSo

June,19?7 had, on *-":r"r"g",r""oroe-a oy5sonel"g ldt.qf-over Rs' l'5 crores after two years of

their establish."nt. noiiri?, in iri" 
"ur" 

or {nii.-dt 1n'i1 roz.a and afterwards, the ourstanding loans,

after rwo years of thd;ilifthment" were l;;ffiR-t .f-9loh'. This rypean to have resulted from

(a) the setection "f 
;d;;ri"g in I intofi"iltpoi"rti"rtin subsequenf cases and O) the lack of

enrhusiasm on tn" pr,"ol*il'",,i". agen"i*" i, pro"ihin! guidance and suport to the more recentRRBs'

182

B R
 A

 O
 U



I7.I2.4 LIMITED CHANNELS OF INVESTMENT

The RRBs have limited channels of investment, as compared !o the commerciat banks. Their
tending is confined priniarity e the weaker secticins, and they earn interest ranging from l0 per cent to

ll.5 Fr cent. Or the surplus funds deposited by them in tlre curreltaccount y]t{ their.sponsor banks,

they get interest.at 9 per cent per annum, though, on deposits at 9{!for over 60 days, they get interest

at f t.-S per cenL On ihe ottreihand, they have to pay interest I t t.l per_cent. On the other hand, they

have to pay inrcrest at ll per-cent on term-deposip qatunp uftgt I years or more.- Thus, they

tose heafilJ on such depositi after p,roviding for overheads, Th9 authoritie-s should consider enlarging

tbe scope oi the lending-rctivities of-RRBs o other than small and marginal farmers. Suitable. saftguards

should-horrrever be tzlkln to see that it is not at the cost of financing their target gPups such as tractor

and minor irrigation poirtsj This should be done particularly in such areas where the scope for lending

to ttp presenttl OenneA irget group of RRBs is limited.

I7.I2.5 CONTROL AND MONITORING

The gemral superintendence, direction and management of affairs and-business of RRBs rest 
-with

&eir Bowd-of Dir€ctors, consistiiig of nominees of Government of India, State Governmens and the

spofisq bar*s. The zupervision and monitoring of the RRB9 is.done by NABARn-.and regulatory
firnctions are looked.after by the Reserve Bank of India. Decisions on broad policies regarding

organisational matters, loaning policies, etc., are taken by the Steering Committee on RRBs, in many

ca&s in consultation with the Government of lndia. State Level Co-ordination Committees (SLCCs)

have also been fcnred Eo luve a uniformity in approach to the different RRBs. Decisions in staff matters

are .taken by the Government.of India on the recommendations of the SLCCs. In the matter of initial
saff support training facilitids, and refinarice upto the prescribed extent, the RRBs depend upon-the

sponsoibanks. The role of the sponsor banks and their responsibility in the development of RRBs
have not been spelt out, but in general.they are expected to provide general counselling and support to
their RRBs and oversee their activities so that they are in a position to realise the goals. There is a
feeling amongst the RRBs that they are being "controlledn by many agencies and decisions on vital
matters take a long time. It is desirable that roles of all the concerned agenCies are clearly spelt out.
Orping to the increase in ttre nurnbir of RRBs and nature of the problems faced by them, there is a need
for a cienral agency to lmk aft€r all issues related to them.

17.12.6 STAFF RESOURCES

It has treen obserrred that ttre extent and quality of staff support provided by the sponsor bank is
inadequate particularly in the initial stages. Officers deputed by the sponsor bank may not always be
the'Uest available to bold adminisrative positions in the RRBs. The staff recruited by the RRBs
are generally inexperienced and the training imparted to them particularly on the job training is not
sufficient to Feparc theni to hold managerial positions independently. In the light of the nature of the
worh a Chairmari of the,RRB has to attend to the present incumbents, particularly those belonging o
the middle maragement.gi$tle, are not capable of shouldering the rlsponsibility placed on them;
They lack the experience and maturity required for heading the RRB. [t is necessary ihat the RRBs are
headed by seniu and competent officials.

In many states, the staff tumover of RRBs is quite high. thsy treat RRBs as a 5tepping slone
fm qhgr serrrices or as.a sSopgap arrangement as long as rhey do not get employnent etsewiere. In the
abndnCe o.f;aFy promotion policy for officers, he RRBs have not been able to build up a suitable cadre
of their oryn b a[end to con@l functions at their administrative offices or look aftef bigger branches.
Of late, uiions in RRB have raised demands for parity in salary, alldwadces and other monerary benefig ,

with commercial banks. In the absertce of a proper dialogue with RRBs unions, resentiment and
frustration among the RRB staff is growing. The Government of India/tIABARD should discuss these'
issues with the unions and decide if thei are feasible within the broad framework of RRBs. [t may,
hourcver, noJ be possible for the R!.Bs !o pay to their staff salaries and allowances ar par with the
cqnrrcrcial banks, for their viability would be jeopardised by it.
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17.12.7 HASTE AND LACK OF CoORDINAT10N IN BRANCH
EXPANS10N     �M

IIaste in branch expansitt programme in many cas�v s has resulted in lopsidedness duc to lack of

�� �˛1�o :�v �x�� �� l�� �£çW�R:�Û �w�� �Ü äD
bf tt�v �ARBs�go"n"�]

17.12�B 8 DIFFICULTIES IN DEPOSIT MOBILIsAT10N

Ille RRBs encountered a number of praclical dimculties in deposit mObilisatton.On account Of

�Rer"sdcdve tndng tty whch �¿ du�gsH�í
�£ ØÜ .�v

lge S�å �V
�� �¢ ep�N�˚ �Ø

depositors show least interest in depositing their mol

17.12�B 9 CONSTRAINTS IN DEPOSIT MOBILISAT10N

�� e RRBs exclude the richer sections of the village socicty in providing direct financial assistance.

Th"s�å dms h�g
"mtialæ¢

�� �° s �_ depo�� .�§
�ç 7�ˆ :�¥ �„ �� æx ,à�

i��
�rwith the RRBs in view of tte restrictive credit

�wlŒ⁄�I :�h

and ttCi age�g ts Jso h�W e mtcoop�å att much by mJntai�µ ng tter depos�¡

�g
coun�g

In short,dle RRBs have fanled to mobilise deposi"aS per tte target set.

17.12.10 SLOW PROGRESS IN LENDING ACTIVITY        �M

The RRBs pace of g�_ wth in loan business is slow. For this the following reaso�¡ s may be

i�ß à� �H�I tM�� :�í �i �� 1çW�R�O �¡ttW�@���Ł�¶�ß
to make special and sincere effor"in thiS regard:�Ü i)MOSt Of tte small borrowers do notlike the bank

formalities and prefer to borrow from the informa1/indigenous sources of finance,such as mOney
lenders:�s )The anomaues in the Differential lnterest Rate(DIR)Scheme also posed a specJ problem
�_ tte RRBs Wmette RRBs�˚ �¾ e�I �R �å �� ittt�{

:TT�M :�§ �æ �í �� �{ �O �aunder ale DIR Scheme in rllral areas.Thus,no borr

the area when a loan frOm tte commercial bank is available under tte DIR Scheme: v)There is no

�� ffective link between the RRBs and PACs and the farmers servi�v e societies: �� )There is iack of
coordination between ofrlcials Of dle district credit planning committees and dle RRBs.

17�B 12�B 1l URBAN�]ORIENTATION OF STAFF

A cmchi pracdcal difficulty experienced in their working by the RRps is ale urban orientation

of their staff which is rarely inclined to serve in rural areas.�¡ ere is no me local involvement of the

bank staff in dle villages where they serve.

17.12.12 PROCEDURAL RIGIDITIES

Thc RRBs fol10w the procedures of the scheduled commercial banks in the matter of deposits

and advancing bans whth are highly CompliCated and time_c6nsuming from�� 1lagers!point of viewl

�⁄ e rural borrowe.rs always ttp"ciate informal ways and simple procedures as have been followed by

�Q money lendtts and tte ndigenous bankers.

Duc to the liberalisation of the terms and condidons there are many vinagers seeking loans.The

problem that the branches of the RRBs are facing now is that they are unable to refusc help to the

�� uagers.                      .

Another problem tt the lack of adequate infrasmctural facilities in�\ l areas.
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17�B 12.13 CONCLUDING REMARKS       ��

���å�a���R�V�D�'1�� l�ß �I �� �ł �¥��IªN �å fttTŒ⁄development bat of ale�\ l p00r.�� Oy have be
inancc h �Y  comtry�B                  .

17�B 13 SUGGEST10NS FOR REORCANISAT10N AND
IMPROVEMENT IN THE WOR        ,s  f

The RRBs M".indeed,made a good begin,ing ii the �V
�g

tiOn Of th6 0�´ ecdVe Of prOmodng
�\ l development with red�¤ Ø[htiveJustice.

Il iS,hOWever,necessary:to reorganise their smcture ttd improve their,orking. Professor
Chairlnan Wadhva makes tte�E �ì uOWing impomntsuggestion�Ł .

�_�Ô �~�‚ �˝ �P�O�z�ó �r :�Ô �H�øçW�i�{
Caker s"dmS�¡ �R�¿,�] S muSt

Jtti�R �í �ô

�« pemi�gd’bdtt �_ �Y �… �å m J ttl mldv�c �å s�_ �� ed�˚ �å S�å �� s

aØ[]�b �í �Õ �� �l �ò �n:�Ì �ô �ƒ�Œrh��
WitablqruttenlrOnmmtfortteRRBs pehosdL

�F�C�ä �� �~�D�ß�u
a�c

�¿
nhg b tte scOpe dttc ttvities JttBs c00peradv�å

�£
I�V �ª bFulæm �¡ :|.�V �‰

uity l�l C�V�æOf�˚

llRBss10�ß
H�«

�¿
��
�b

�cd

�´ Loca staffmay beappointedi as fartt pOssible,in the RRBs.

�í i�P �í �º �Ò ��

Sm�Ł�« Jl�� Wed�¤spntt �— cOspns�å �� �� cOmm�N�M bat h�˚ 6

9 neRRBs shOuldbelinked with PACS and famers’serv�‰ e socttieS CSs)�B      �E

�R�ß�„ t�� �D�«:Łc �«
’S�T

���flmutt msue thata mmmum�ßmtage of�R �� lenditts

�¶�Ó�ì �¿�� �I
u�Ł be S�@Jy lnked�g �V�VesphSOFing"hddd COmm�g�Mban�g ��d tte

�c�ð� Ł̂c �ß�æ T�v �xçW�Ì �í �' �ˆ �Õ
�¤als�B

13)Au�a fom pattern dhterestäF

�g
structure shOu�Ł

"��

��sed fOr�˚ e�\ l Flnanc�¡ agenci�g .

���æ�aÆ„ �ì�£�z�l �[�Õ�¶riadm�µ
�VtiOn by wtt Jcredil appraisal,mOnitOring
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t7) The RRBs should increase their consumption loans to the villagers and weaker sections.

18) The RRBs may also provide marketing guidance and consultancy services to the villagers.

19) The RRBs may relax rtreir procedures for lending and make them easy for the village borrowers.

20) The RRBs should be permitred ro provide full range of banking services, such as remittances and

othei utiliry/agency services, which would help a tot in developing banking habit among the villagers.

2l) The image of RRBs should be improved. They should not be identified as 'second.class' banks or

an eitension ofihe urban-oriented commercial banks. They must develop fteir own identity.

22) The RRBs shoutd be encouraged to form their separate associations at state and national levels.

These. associations may coordinate training and research activities of their member banks and publish

newsletters or journals, etc.

17�B14 DANTWALA COMMITTEE.S REPORT ON RRBs

�vBst�s I�x :�y :�l �b�u:�˘ T�ˇ l�I ri:�� 1�ì �Ø �´�÷âï &�l �R:�Ó �a�@l�à �¾
Committee submitted its Reportto the Rese�W e Bank of hdia in February,1978.

The following term�Ì ofreference were assigned �_ the Committec:  t

l.To evaluate dl�¶ pefomance ofthe RRBsin�� ew ofthe o�´ �å tiVes set out for them:

2.To spe1l out theprecise role of dle RRBs in tte rural Credit structure.

3. To make recommendationS On the scope,methods and procedures of functioning ofthe RRBs and

Omer related matters�B

The Dantwala Committee conducted a deFile(

M�ö �' Œa��  �X�I
l from the fo110Wing statement.

�˚ �í �' �¸ �æ�� �� �H�S�¤Wl���w

Il observed that the perfOrmancc of these_RRBs Was g��
d in gencral in fulfulling the obieCtiVeS Set

out for them.

�R�«ª� �Ø �' I  �� �Uil�O �ò :

b�� .1::�Õ �†
L�Õ

:F:�í �O1�£ �r :htl�§ �⁄ i�b �I �ø�„ �Ł�å�� PACSI�Ł
ld
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�N �O �¡ �a �Ł

�æ�� �„ �y �• .�Ó

6�� d�V
�¿ ||�•

�V
�]

�i

�g
�V l�¡

11�]
SI�g �»p�_ g�Ó �VdvA�¡ �° �b

�g

g�� ’

4.The RRBs are superior to tt�v  rural branches of cttmercial bankS in suppl�� ig rural crediti

beCaiSe Of tteir liD"er cOs1 0f Operalon,simpl�‰ ity,low pro�¤ �B,1�å al panicipadQn in management and

�í �V�‚ :�Õ �ßi�ì �c�h�Ł�I��TlªJ �ô�¿�à�{1�Õ ettf�F �fl�Ô ª� �ß
the RRBs�B

15�B Thejirisdicloh ofa RRB should be conAncd to 6nedistrict.,     .

6. The Committeer�¿ �_m�ßended the following SCheme of composing the share capital ofthe RRBs.

1)SpOn�ˇng Bank: 4o per cent                                 �L

�c RBI:      :25 per cent
3)State COVemment:15 percent

4)Local Pardcipalon:20 per cent

7. The RRBs should be allowaito p�_ �� de fun banking facililes in the att�¯ s Oftteir opeFaJOn�B

�M
8.Foms and prOcedures ofthe RRBs shOuld be fu�¡ her sim,liged.        i

atti�a :�˚ :�I �c�í äD m�v1�§ F�É
�K

"�¡ ’�r
’ym�r

�n���R�¿mr�V�in�˚

10�B �¡ e RRB,shOdd be�geq�c �¶ly reci�E uit"Chnical Sh�P              |

11. Sponsoring banks shOuld provide mining to the staff ofth�—  RRBs.

17.15 SUMMING UP

Revised by - K. Sateesh Reddy

�p R�Þ mm Rural�� à� �Ntaned��

�g
�§

�§ wm�í �„ �P ��̇� �� :�[ �] �I
rpose of theSe banks is lo make rlnance available

1116 SivGGESTED BOoKS

1.

2.

3.

D.M.Mithani

K.PoMo Sindaram

A.B.N�† Kulkami and
A.B.Kalkunttkar

Currency and Banking

Money; Banking and Inrcmational Trade
Money, Banking, Trade and Finance.
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17.17 MODEL EXAMINAT10N QUEST10NS��

I.Answerthefollowingque.stionsinabout30lineseach.
l. Explain the objectives and working of RRBs.

2. Comment on the superiority of RRBs over other financial institutionS in rural areas.

3. Review the progress of the RRBs since their establishment.

4. What are the tnajor problems faced by the RRBs? .

5. What ar€ the suggestion you make for reorganisation and improvement in the working ot RRBs?

. 6. Mention some olthe imporrant findings.and recommendations of the Dantwala Committee.

II. Answer the following questions in about 15 lines.each'

l. What are the recommendations made by the Narasimharn Committee?

2. Whar are ttle functions of the Regional Rural Banks?

3. How are the RRBs differ from Commercial Banks?

4. What are the charrcteristics of the RRBs?

5. Explbin the problem of bverdues' with respect to RRBs'

6. Write a noe on the credit policy of the RRBs'

7. How RRBs faciliute implementation of 20 poinls Economic ProSpmme?

8.WhatistheassistanceextendedtoRRBsbytheNABARD?
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UNIT�] 18:: RESERVE BANK OF INDL�†:AND�]  1
AGRICULTURALiFINANCEIPOLI�–�z�‘
AND INSTITUT10NS

C�¡ tlitS          i    :   �A

180 Ah,and gttCttves    :

18.l Llmdrtion                         _     _

18.2 Resme Bank oflndia,Agricultllral Credit        ’

18�B2.l RurveB�P !s role befoFe 1954         �R   |
11.2.2 Reserve Bankt F01e after 1954.�E

�L
 18�B �N1,urve Ba�[ F SkOrttem c�ß

�g
18124 Resuve Ba�~ ,Medium T"m cFedit           _

�] 11�� �¤ �q Bank L Long terln cedit

18.2.6 Reserve Bmrs help to weaker sections    
�M

48.3 Reserve Bank�] Otha�¡ �� �å �å onS           _
�E  18.3.lR.B.I.and Stte Bank oflndia       ~

18.32R:B.I.�u Commercial Banks

18.3.3R.B.I�B
�E�]Reglonal R�YJ Banks

18.34R.B.I�B �]National Bank for Agriculture and Rural Dey�� opment

18:4 SimmaFy&cOnclusions        i

�¡ 5S�\ �¡ �� 1�E �M�¡ i�] �]
�¡ �E �E �¡

|

18.6 Model ExaFnination QuCStiOns

�Œ�Œ�Œ�Œ�R
�Œ

18.0:AIMS AND OBJECT:VES

v�P�� �†�«�£ �[ �ø�¥�D�Q �ß�F�F �| �| �Œ
B�V��Hl��

lpr��

V�ç

Aftanding the mm,you�� 1l be able �Ö  knOw .          �E

:�´ �c�e�XFTC�æ
tT�¡

11lJ:�j ��s�æ�Ó11:::
agnculture.         �R

                     _   1    .r �M

18�B11�¡ �vTROpuCT10N

�J
�R
�Œ

�Œ�Œ
�Œ�Œ
�E
�R�Œ
�L

�O �Õ �� Øª �ß

ttti�Ø

�R�æ:�«
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11�B2 RESERVE BANK OF IND:A L AGRICULTURAL
CREDIT

18.2.l RESERVE BANK’S ROLE�MBEFORE 1954

���� �' �TØ}���¥�÷ �T�� �øIL�@�Hi�M ��
:�B �P1�P�u �d:�Æ �yæmS�Ò �K�K&�� ª� �KI�í ���y

itt�v
�@�ç�¶�ß::�Õ �I l�S

1�F

Banking Organisations.                         ��

2.To cO�] ordinate the operation of the Bank in conn�å don with agnc�� 1âK credit with thOSe of

provincial co�] opeFatiVe banks and other insinlttons engaged in the supply of agriculnml�J
_

:�ò �x�÷Øª å¶��1�' �oŒaÆ�Œ⁄:Œ⁄å¢�Nif�G
two State Co�] operativeBanks tin Maharashtttand Tamihad�¸ .

1862�B2 RESERVE BANK’S ROLE AFTER 1954�]INTEGRATED’RURAL
CREDIT               �A

�¨ �à �r çW M�R �| �E �D �Ô �e �r çW �� �� �ß ��
based on ttce fundamental pFinCiples viz"0�¡ C

levels. �E

�c mere should be fun co�] ordin�V �@between creditand otter economic activities such as agriculture,

markedng,proCessing etc.,                                         ��

hPtt�¡ �ø�ḉW�M�[ �v�Cª��Jy�ç �gTeThtTTd�cT

�ł Œa�‰�O�Dª� ª�    �º��
society.                    _

)57.                          
�E

1812:3 �� ESERVE BANK�]SHORT TERM CREDIT  I          
�R

:

�VuttopOratimsad�K �ó mg�Ò cropSttl�G �• �flçW::�� �V �� �R �⁄
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�‚
:�L ti

�t �D �� �R �R �r �í       |�º �l   _
18�B2.4:RESERVE BANK I MEDIUM TERM CREDrr

Rs.�¡ O crores in 1981�] 82.Medium tem loans are
Co�] operative Sugar FactoFieS The Bank�� nvemd
cted by"arcity. �A

18�B2:o RESERVE BANK‘L9NO TERM CREDrr

�É Rerve�v ank:(�ß SubsCribes to the debentures of

�� 111�I �£r�� �ï 1lTl�æ �F�¶��
�R�í :�ò ØÕ �Õ W�œ

�RE"blCSuæcçq
�U

on w�]
1��

S�N t.

The RGrve Bank norm�xysanc�VsttS��
��rT�£ �§

i�æ

æk1�� �í iªJ �£
�F �ß8�fi a�D�� �Ø �ß ªY �P �� 1�º å¶ �í :�� �´�K�í

1�› �°
�˝

’9111
132‘ RESERVE BANK.S HELP TO WEAKER SECTIONS 

�L

Besides mmmg ttsmcture �V��
�‘ �ô �Õ �Õ �Õ �÷ �ô ª� s�Ó �FçW

�� �ª
�' �W�ß �æ��    �B �[ �[ ��

�T �]�É �R�ł �ô �� �� �í �| �Õ I�^ çW�Õ �I �I �P�D �F�‡
�y�R:g�å �� �| �o�o�ÑÆí�í �y�¡�× �� �R:�÷

�w
� �́ˇ �� �íŒ��I �Ì �ÜŒr �º

invesmmt�E�¡�cäF�B

:|�� �¡ 1�� �¸ RVE B4NK�]OTHER INSTITUTIONS

18.3.1 RESERV.E BANK - STAT1 BANK OF rNDrA

Ttre Goverament naiqralised the'Imperial Bank on,2Oth lecember, 1954'on [he recommendation
of All Irdia Rural Credit Survey appointed by RBI. The Government later esablished the State Bark of
India m July I, f955. This bank was e,xpected to operate its activities in confirmity with the broad
economic policies of the Government. Further State Bank bf India has been directed 0o promote
agficuttiral frnAnce and to solve the pro,blerns of the.existing system of agricultural finance. The
activities of the Bank coinprise of 191
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�v�� General assistance : tt provides liberalised remiuance frcilities to State and Cenral Co-operative

�B  La�¿
�g

O Cb�] o��
‘�g

���� 3atts�u The Snte Bank have also been gttting shorc nm creditf�[ �Mties

to the S�¡ te and Centt Co�] operative Banks against Government securities at a concesdonal rate of

interest i�� .,half per cent bdow the usual rate ofadvancc.

0 �¡ SSliSra�g �ˆ
‘"Ila�¾

D‘�g ��9�ˇ ��
‘��

B�¿
"�¤

r State Bank subrribes to the detien�V
"s nOated byCentt Land E�Ó �æ1"ment B�» �ms from time to dme.It rntS"mporary inancial accomodation against

Govmment urantec�B

0 �¡ e State Bank of lndia has introduced me village adoption scheme to meetthe total credit neds

Ofan famers and a�� ØSms in the village.                                 ��

O State Bank group has been ex"nding asdstance for agrtullul development�� 9ugh itS�@
�g

ial

�¾

�g

dtlml"ve10pment branches(ADB).

Since dle Reserve Bank camot direcdy gant cred�¡ faci�Ü des to the agriculturists,the State Bank

�Ü �ß �Ô �I �R �� �˘ �C �I t�� �ì �Ü �Q l�O     
�ˆ m

18�B 3�B2 RESERVE BANK�]COMMERCIAL BANKS

The Reserve Bank of lndia cirCulated arnong all Commercial Banks lguidelines for flnancing

of agriculture by Commercial Banksiin D�{ �bber,1,70�B These were prepaed on the basis of a study

ofthe credit planning cen of dle Reserve Bank oflnd�� :

As such the contribudon oficommercial banks to agncultuni credit,reached Rs.10,666 croFeS

in 1987:consdtuttng 19%of the total bank crediL ThiS needs to be stepped up fmher with the opening

of more r�Y tt branches to mObilise deposits.�÷ hese banks should prO�� de more money for maFketing

ofagncultml products.

The rural variant Of Commercial Batts,nam�v ly the Region4 Rural Banks has�v so expanded

much.Their number of ofrlces st00d at more ttan 13,5�� in 1988.The area approach �Ö  the problem,

of agricultul inance ioe�B ,rmancing agriculture th�_ ugh an intensiv�v

"�@

mme Of area deve19pment

was taken up in�â ght eaFneSt.

making somO headwa,with theL contribution,to agricul�ƒ �'

REG10NAL RURAL BANKS

Thus the commercial banks are

flnarlce.

18�B3�B 3 RESERVE BANK L

�ò �«�{ �R �r �Q�r �' �� �Q1
RRBs by apex Co�] operadve banks to develop clo�b linkage.

�º�Ô �R:�Õ [�r �V �§�X�o i�í �ß �r Œ⁄�] �ƒ �Ł�u �« �r
steenng committee coFiSdmted by the Reserve Bank.

�_ ttn�O æo �� æu �� �fl �d �í    �R �É �o �ß �x�í �@ �í :

and other Tecial�] propmmes ofale"Mu�˝ ,castes and scheduled tribes:  .
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1&3‘:RESERt’�F BANK�] NAT10NAL BANK FOR AGRICULTURE
AND RURAL DEVELOPMENT(NABARD)  |    :   �]   i

l�£
viz�B ,AF�� ultural.Credit DepartmentangtheRural Pllnnilg and CFedit C�v ll.It is an all lndia reanancing

�fl�Ì�`
f�� rF�w

Œ⁄x�C�w1�Ø1�í �L�w�� I�� � l̀mttd"hed�ì
cu�R 0�Rec�¨ dtp�_ �\O�¡ of tte

bay and with 16 regiOna1 6ffiCes th�_ ughout th�¶
�E
Counu�Ł:                :             :   �A           ,              ,

�� The NABARD is to haVe share capital o�u R,.100 Crots to start with(COnributed equally by thO
Rttwe Bank"d th�v  Govemment�˛ Indh)�B The�Ü mount Of ls autho�Æ

"d CapiäF
l has be�v n raised from

R�� 5(p crOres to R,.1000 C�_ rest

Functibis :           ,       1                                                .

�¡ �` �� �X�ß�N�| �• t"�æ �R
�c �g�–

h J tt Credit�c
�c

,

Co�] operat�s es,Commercial Banks and Regional.Rural Banks.

2.1l has the autho�Æ ty Of direcJng,1,spectihg and �Ìupervising credit n6ws in agricLliu�˚ l and rural

developinent

’31 it’prolrides�g �i terttic�E redittupto�´ �t�¡�i hs,�¤ stateCo_6pcØSJve Banks for scasoi4 0pemJ6ns
�]

 CCrOp loans),marketing of lrops,purchsc and dislibution bf fCr�v lizers and wOrking capital

rcquirements of co�] operaJvc sug�˙ hc�_ H�å .

�E
11  Œa�¨ I�@�í

�Ô t�í �ß�I ���fin�O�Q
treas affecttby mtim�� calmities.

5.IL p�_ vides medium and bng�g m cr�å it(�¡ Ot CXCCedhg 25 ytts)fOr mvest�¡ entS h agic�ß lure
under sChematic icnding to Smte Co�] operadve Banks;Land Developmc�ß L Banks,RRps a"
Colnmercial Banks.       :                            �R

16.it prOvides long term:mtt �_  Sh�g Gwcrnmcnts(nOt OX�vecding 20 yetts)for COn�˙ �abudoi tO
i sLtt capinl o�u co�\ OpcFa�vVe Credil hstitutions. 1    1             .

1.:�E :�ß �x�ì:å› �dŁ÷
hlldlCl�¨ :lpm11lfund�_ bCus‘F to prOmote research in agribulittre and

PerForma�Œ
"�B

F NABARD:                           
��   �]

 |
1:    ‘:       1      ,

�Ô �í �� �£ª� 1�H:�” �P�O�‚1�÷ tttra�J �`:�ç �fl�ï�� �ß�£
Bmks,RRBs etc.�]

     �M

�Ri�V �L�� �Ł�œi�` �¶���D�M�Ł� �̧´ l�µ �R
�� ll�V �F�í :�b

�Vm�RteFmbni�Ł �Re ex"�' of Rs�g c9�g S dttng tte yc�¨ �Ł89 b app�_ v�g

3. In rcgard Lo long LCrm aSsisttnce�£  it sancLIOnCd 9,21l schcmcs in 1989�] 90 to lhe extent oF

�f �å �Œ �n �¿ b�q �aT:àp�u T�÷ C�˘ �§ �ô L�{ �·r�[ �| �I
:�E  193
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4. It has pursued a policy of developing and promoring agricultural invcstments in less developed.
areas and/or underbanked statcs.

5. The NABARD provided credit to the non-farm sector viz., Small Scale Industries, Cottage &
Village Industries erc. .For meding their working capiul requirements. The short term credit is provided

for financing production and marketing activities of Co-operative Sugar Mills, Handloorn.Weavers
Societies and22 broad groups of recognised Cotuge and Small Scale Industries, Industrial Co-operatives
and Weavers and rural artism Co-ofrerations.

6. The NABARD sanctioned tinancial assistancs o 76 Regional Rural Banks from its Research and
Development fund for setting/strengthening their Technical, Monioring and Evaluation Cells (TME),

KhuSroCommittee's[ecommendatinsonNABARD:

The Khusro Committee pointed out rhe refinance function has attracted retatively more attention
than other functions of the NABARD over the years. Il, stressed the need to enlarge is activities much
beyond those of refinance. The following are its recommendations

l. NABARD should undertake an cffective role in institutional development, particularly with regard

to Co-operative.

2. NABARD should resorr to <lircct lcnding under special circumslances in the interest of
regional/sectoral developmcnt.

3. NABARD wilt have to raise resourccs from thc market in the coming years on an increasing scale.

4. The inspection funclions of the NABARD is not inrcgrated with rel'inacc and institutional
development function. Ir should redeline the purpose anil objectives of inspections to"facilitate such

integration.

' 
The scope of the operations of NABARD is targe indeed. It has [o emlrge {; a strong ddvelopment

Bank for ruralregeneration. It should concenlrate rnore oq rhe buildin! up of the Co-operatives. It has o
promote researcliin agricutlure and rural Developmcnt to formulate and design projecs and programmes

io send ttre requirements o[ diflerent areas and to cover special activities.

18�B4 SUMMARY AND CONCLUSIONS

To sum up the Reserve Bank is playing 4n increasingly-imporunt role in-rural finance- As for

its performance, it has been quite good. lt promoteO credit institutions on sound lines and substantially

contributed in argumeniing rieir ,-"rnur.es. Besicles supplying of credit m agricultural developmenl it

aiso en.ureo rhJ sociai fb3ecrires of helping the.poorer sections of population and of reducing

regional disparities in the distribution of funds. 
:

There is increasing reliance of co-opcrativc Banks on lhe Reserve Bank' The proportion of

finance'iiiri n"..rrJ g#r to Co-operarive banks is about l0 pcrcent of the working luP. of the later'

In the case of some S14rcs.it is ovci 90 pcr cenr. It is an indiciti'on of the weakness of the co-operative

system of finance.

Efforts must be made ro srengthen the co-operative credit insriturions in mobilisation of

on"ppJo'iuir ieposiii. The Rescrve Bink as such is tliing its best and can cbntinue to play a prominent'

panln helping the rural sector at large.

' Dr. K. Prasad Rao
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Accelerator

Acceptance

Acceptance Houses

Agricultural Banks

Asset

Balance sheet of a Bank

Balanced growth

Bank

Bank rate

Blll of exchange

B�� m

Branch Banking System

Business CyCle

Capital    �E

Call MOney Market

Capital Market

cash�\ Reserve Ratlo

I Central Bank   l

chain Bankng

Cheap MOney
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�u GLOSS:A‘RIY Onits:7,18)
. :‘ �E 1�R l lil        l     l .

|: The raØ[ o between tte changesin dem�� d foI�E consumer goods and

cap(tal goods.
�L             �M      1’,1    11  t

: When a bil! i-s -accepted by the drawee, it is catled {cc.eptance,'

: Specialire'd agencies who are experts in accepting home ard '

foreign trade bills as they are fully aware of the financial position

of the drawers of bills.

: Banks ttut meet the long term and short term financial require-

ments ol'agriculturists to a considerable extent.

f , .iAnythin.I owned byla pergpn orcqniaany ets.; ilhar'has money
* - value'and which can be sold pay debts.

The siatr:ment of assets and liabilities of a banking company'

Establishment for keeping money and valuables safely and the

It is the standard rate at which the Reserve Bank is prqpared I q-Y

;;;;;;; Liits of exctrange or other coiimercial papers etgible

for purclmse.

It is a negotiable instrument.and a legat document of debL

Prosperity period during which the economic activity expands'

A sysEnr in which each bank operates wittr a net work of branches

spread a [l over the countrY.

Ups an$ downs in an economic activity' These are referred to as

Booms and DePressions.

Wealth that may be used for the production of more wealth'

Market lbr exEemely short period loans'

The market for rnedium and long term loans'

Refers to the proportion of deposits which commercial banks to

keep as iI reserve with a Cenral Bank'

The banlc that controls the volume of currency and credit in any

country.

The sysrom of banking in which two o[ more batrks are owned and

conttoll.'d by one or a group of persons'

Credit n-.oney is made available at low rate of inrcrest
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Group Banking

Ifundi
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Ov�` �V

Public De�\ S

SOcunty

Treastt Bins

Unit Banking

Value'of MoneY

Wayp and Means AdvPncep

White PaPer

' ,.,]i
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�LINTERNAT10NttL TRADE

�Ali�¡ 1�� b�Vkdeals tti�� :�Ô �� �L �â �� ng tradOwin Other c6uitries ald�˚ e�z 6s att�Ì ��

inO�c natiOnal rade‘:�F t alSO H�E Js widl the problems and�R Sues relating to intemational rlde s"h aStems

�M�u �� 11�� an�N
�]11�¥ deb�g

�g

nce��
i pa�W

he,l eXChange m�g s and devduado�¡ .h eX�ß

�g

nS tte

inbFn�î �� �� mO_m��

�g

Ø[6ns such tt World Bank�¡ dIMF�E In me end,fOreign trade and payments

pmblems pemining to lndia are expl�¡ ned

BQck,eonsists of the following 7 Units :

::
' ,, I&ed fg A Separ.ate themy of Intemational Trade

Theories of lnteinational Tnde

'&nns of Trade an4 Gains'&orn'Trade

Balance of Fayments

ExchangeRate

Intenrational Monetary Sy gtem l

' Inih'sForeignTtaoe*cfay."ne

�x s

�E
�Þ åNi ll191

Unit,20

Unit=21

Unit="

Unit�] 23�E

Unit,24
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AL TRADEI�A

�`:�ß � �̊�111�¡ �¡
J:1�¡ �G�� c�i       :
19�B2 hteml Trade and lntemtional TFade

19.5 DisadrantagesofTrade

19.6,, ,Stmmry . ,,,.
:F,�¡

:

�� �m�� �� ���� �� �i �z �Ó :
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Æ� �É �º :1�J
number ofproblems whth fom"of�¨ �¶� ñdybf

��Scondly,difference between intOml and hterrlationd nde arises"�ä �Q mde w�V�V��,COun�b

�Ł̀c�d�~i�ò �ò � �̀E1�M�º�‰�O �ü1Łc�ä
conve�˚ ng htem�˚ onJ paymens,nd �KCdp�g

�˘ E�a l�œ �Ü

�‰

’Cy’�_
 lh�� �c

�E
:�Z

�Vese�]
�¿ ��

problems of �vonverting curcncics docs not arisc in i:                                            �A

�| Łcå¥ŁcçWª� ª� �V�Ò �r �[ �I å¢ �¥|

existin tt domestic mde area�B                    _   i  l

Anodler factor perhaps�E Ø[e most significant one which distinguishes internat�_ nal frOm�e anal

�r �ß�F�ò1�å �Ú �Õ �ß �¿�[ :(�˝
�ì�åmomic clnmmsand�æ

�g
,�· llkely 0

�|� ª̂N�˙ �V�Ù �E�Ø   �x�ì l�¿ �¡1�ö
in�g �J�¿:invOlv�P :h�g h �Vtere,cl�b �� ,�E

�\

Fmer in case Ofinmatlonal msactionsI

as at the natlonal lev11.
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�E IIl.TTTT.�¡

1      �¿�w���„ÆP       1:�ì �|�h�T�G
have a natul advantage�g

�g
prOduCtiOn Jpetrol�í

�⁄ �R�Q�â çW�e
iæa

äD :�� �R:and North America powss vast aus of fertile land

�I �fl �� �o �V�É �É 1�˙ �Ù �À :�x

d�o �µ�I �oprod�g Ø[ol J�O �R,�í bttQ comL
3graphical differences i,one Of the important basi,Of

nda   ll                                      �]

��Øfl �í T�º �FF�� �ø�a�[�§���â �‰�Æ���£�X
hJf:::I�v :liltthl�Õ 1l111[illi::countrie,cndOrsed with abundance oF Capital might

"able m tt capi�æ �g
"nd�g

techttque�R emc�‰�F y.

cid�g �«�C’âï �fi�F�Ô �˘i�� �¥w�V�t �ßilttit�Œ ::I�Ł �Ł�H�I T:�å L�� �F
vanety ofgoods ttan a poOr cOuntry and thererorc its dependOnce on OL�¢ er countdes for both expons and
impom would be high.

�BFomhly,,di�c

�g

S in the level of development of different cOuntric�Ì creat a basis for trade.

�[ æâ �� �U�£V�¿�ß�æ�ß�i1çW11�I :T�¶ ;�ß �ô �µ� �́§ª� �� �r
cTital goods to other c6untries.       �R                     �E

�• �| �ô �V �@�F�R �E�I�ç�´ �æ:l�í �i I�b �ð �Ñ �ø 11�I
was s�\ on the initiative of the B�Ü dsh miers in the 19th century atthe cost of other goods.

reasonæx �[ mi�g �Q �Õ �ð �[ �R �D �£ �í �[ �P �í

�ò çW1çW�˝   �r �ò ªà �ƒ
�M �fl�� �à �x :�æ�D�Ò �y �æ�í �Ó �� �� �‚ �Ô �� �Ý ŁÕ àY�O
comlnodity h the two region�à

19�B4 ADVANTAGES OF TRADE

Nations trade with each other because they benefit from it. Other motives may be involved of
cotdse, but the baiic motivatipn for international trade i"rh;;i;.;. A country.n."o ,6t pioouce all tne
Foq* yhith it requfeg,.it 

ryrlt ry$u.9g only those in which it hai a narural unoi*p"*ii""'aoraoage ana
iq wiU itnpct cgmmodities in whictr it tus i compararive aisaavantage. When "r"t .*htry follows thispringtpte, Spods are godirced hore efficientty ina countries g"in'tro, trade. Thus internirrional tradeprovides maximum scqe forrtre optirpum expioitation ano uudution ;a*;;ld; ;;;;;;;*,

mqtct. Trade expands the market beyold the fro1fe-rs ot a couotry; witti increastng ,#p, m, divisionof l$urand'spqcialization will furthir increase efficie"t;d-*dr." 
"ort, 

of.production. This wouldlead to a' more efficient and fuller utilisation of u .ountryt ."*ur.".. Further by "rJ;U;;;competition' international trade reduces the dangers of monofoiistic-exptoitation of,consumers becausegoods ahd scrvices are prdduced at lowest p"1u-nit-.ort and dridi;ihfi;A; ilffii,;"g";;;r 
"iproduction.' Thus tiade increases units or [ioc*tion *o 

"inrurption, 
real income and national wellbehg of all the pqrticrpating counrries. :

Trade enables a 
9ou?try o ryllgoods in which-it has excess poducrion and Ou, ** which itc.anrpt Prc&rce at all a produce inemcienuy because of narional -o .itrriiliCr"i.]F";lifi;i;"iltri;

liko.Jeiryt without bny oil resouries cin buy ttre yame-irom-oth", 
"ounties 

for i"li'iil*itpquircQms. So also the unprecedented prosperiry enjoyed uy some nations would r,ane been imposqfble

�m
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but for. the ready world demand.' To illusrarc this point it can be noted that the derelopmein of Op.EC
countries would not hav6 taken place'but for international Eadc..' Ihe va$ petrrol reserves of thesg
countries would have remained unexpldtal making therr the *orlOs poorest Aes-ert countrids. 

- - ----'

Likeivise a counry can acquire kno'n ledge of new techniques of @uction:and new goods through
gade. International trade provides maximum scope for a country o sell her produc4 in'tlrose would
markets where she can get the best prices-for her poducts and buy essential raw materials ard other
cons.umer goods-from the cheapest sources of supply, Consequently, hdde enables a colmtry to enjoy
maximum advantage both as d consumer and asa poducer. So also'an underdeveloped Fountiy can uG
tradti as a means or as an engrne of growth. It enables the underdeveloped countri-es /o import capial
goods and essential raw materials which are required for their ecohomic development ,It also enattes
these countries to import the technical know-how, managerial 0alenB, enrepreneurslrip etc:, from the
developed countries at the. mbst cbmpetidve rerms. Trade changes the quality of rhe pi:ople in rurdcr
developed countries teaches them to consume new things and to use old things in new ways. Moie
important than these advanuages of material benefit are the advantages of inernational.rade which riray
go a long way in prombting greater independence, Qo-operation and peace among nations. Tfru-s
intemational trade is a pre-requisite of intemational economic co.operation and brothertood. '

19�B5 DISADVANTAGES OF�RTRADE

Trade instead of 6eing a source of gain may b.ecome a source of some undesirable effects and
exploitation international trade inflict losses on those home indusries whgsp pncducu are'displayed by
imporls. The classic example of India dirring the lgth century=qduld be cited wherein the indigenous
haddloom industry was destroyed becauqe of cheap'imports of mill made clothis from England. Se\,6a1
third world countrieS of Africa, Asia ar.rd Latin America have also had similar bitter experience.

There is also the dangei of trade becoming an obstacle to development. A country may not think
of its long term development if irnported ggods 6re available dt low.prices. Its dependence bn other
countries may increase wltich in times of war will prove dangerous. Further, a'country.which
establistres indusuies for prurroting exports will suffer when other countries do not buy is products.
This contributes to instabiliry and uncertainity in the country. Finally trade may'produce a
demonstration effect whereby fo_reign consumption habia are imitated blindly by loerl population.
This wsuld desort the saving anh investment patters of a country and creale artifrcial demand for
imported foods. Thus foreign trade is not an unmixed blessings. It many advantages must be balanced

against its disadvantages, otherwisda country instead of beiefitting from foreign Eade may actually
sufferinepairable losseq -

19�B6 SUMMARY

In ttris unit, we have discussed the distinption between internal and inemational trade, the basis of
ndeandadvanmgesandu�ò�˜ sJnde�B

Pro�¡ Tippa R�g d,&Dr.No vttaya

19�B7 SUGGESTED B00KS

1. Bo Sodersten

2,David YOung
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: internationalEconomics

: [nternationalEconomics

: InbrnationalEconomics
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UNIT�] 20: THEORIES OF INTERrrATIONAL
TRADE

Contents                 i

20.O Aims and otteCt�s es

20.l  lntroductton

20�B2 �˚ �� Clasdcal Theory ofTrade

20.3 Modem lheory oflntemauonal Trade�] Factor

20.4 Summing Up

20.5 Suggested Books 
�]

20�B6 Model Examinadon Questlons

Endowments meOry

20.O AIMS AND OBJECTIVES

��

�@

��

This unit aims to examine the classical and rnodem.theories of trade.

After reading the unit, you will be abte to

discuss the classical theories qf intematibnal trade, and
explain thp Heckscher-Ohlin theory.

20.l INTRODUCTION

Theories of trade seek ts exPlain
explain why a country exports certain
ctassical and modbrn ttreories of rade'

the pattern of trade of countries trading with one.anothtir' They
commodities and imports others. In this unit, we explain

�U

��

�@

�h

20�B2 THE CLASSICAL THEORY OF TRADE

The classical theory as developed by Tonens, Adam Smith.and Ricardo explai-n that trade between

nations is based on international division of.labour. Differences in climate, natural resource and skills

;,h;b;* li oi"irion orLtour. Given its climare, natural resources pnd skills are the basis of division

Iif"to*.--Ciu* itr 
"firnuta 

and natural resources, a country can produce certain goods more efficiently,'

i".,-ui-utft*"irorr, inun other countries. Therefore, ii will specialise in the production of such

commodities and import other commodities from foreign countries.

20.2.1 ASSUMPTIONS

The classical theory of international trade is based on the following rnain assumptions :

1. There is perfect mobility of facors of production like.labour and capital within a country' But

between countries these factors are assumed !o be lmmoDlle'

2. Costs are measured terms of labour units used in the produption of goods. .The classical

economists a"rrrop"a ttr"-htou. m*.y oi value according to which relative prices would be

deterrnined by labour costs.

3. Production is governed by the law of constant, ieturns, Costs per unit will remain constant

B R
 A

 O
 U



�¡ �¡ �� �¿:�] |�¡

�E i�M

  �E
�R     :

4. Teclmiqugs of production * qir* Tlrersis iero technical progress.

5. All the facors of production Je giuen in supply. There is fdl employment of resource.. F*orc
ofproduaionarehomoggneous. :

6.. It is assiumed that there there are conditions of perfect competition within a counuy'and free and
unrcsEiced Eade between countries.

7. Co6is of .tansport between countries are supposed to be nil.

8. Tases and preferences of consumers are assumed o be Similar in all the countries.
I

20.2.2 -THEORY OF ABSOLUTE ADVANTAGE :_

Adam Srnith developed the theory of Absolute Cdvantage o explain ilre basis of rade. Given its
natural resources and skills, a country produces certain comrnodities more efficiently than otliers. For
gxampfe, -India 

and Biazil, Specialized in two comrnodities, wheal and sugar: 'Their cost conOitions may
be wqked out at here under :

TABLE�E1

wheat Sugar

10 1abour
�ª�@�æ hOuFS 20 1abour hOurs

10." "

�A�¤ �R�o:�§ �D�fl�à�R:.�º �Õ I)R�r �a1�� �� �Q�£���[
India needs 20 1abour hOurs. India has an absolute

the�r �S�XCim of sugar�v Trade will benOit both�„

2Q23 THEORY OF COMPARATIVE ADVANTAGE          ��

�à �ò �ò �ò �r �–�r �r
TABLE.2

Cloth

Pmgal

Enghd "�¡
bOur hou�§

100     :,      ,,

80 Labour hOurs

120   �A,,    ,,
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�� �� � �̇� �ß�� �ß�Pª� � f̊it�í
�ô �Ó �D�r�uçW �ò �Ô�al�'England in the produclon Of C10th Portug�¡ wil(

from it.   �M   �M                . _

�@�� �] �Ù �Õ �]1�� ä��£�fi�b�] I�Ł �º�÷
3,tO the production of winc and�¡ in exchange its

Suttlus Wine for cloth fbm Englant Similarly,wittin ttnglald C19th iS produCed m�` 9 effiCiendy
than wine.Specialisation based on comp�Ú ative ad’antage nds tO greF‘�B �¶fficicncy in the tdlisatbn

of resources in each coun�‹ .ThuS bOn the c6untries gain from tFadeo ln the absence of tradc Portugal

will produce clodl and wine,According tO the,IabOur 9ost a un�¡ ofwine c80 1abour houle WOuld be

equalin vdue to O�B 9 uni�g of cloth.In Engl�x 4 0ne unit Of winc(120 iabour unis)wOuld be equlto
l.2 units of cloth.When nde begi4S,POrtugal will produce only Wine and for every unit of surplus

Wi�g t WOJOgetup�_ 12 �V�à�vdah frOm�F
�qækJl�Ú �i :�ø RttCFTyCittCheap:for every unit of wine exchange it wO,ld get l.2 unil

�˝ âK
�ò �‰ �V �¶ �a

âï
�a

from Portuga1 1.l uni�g of wine instead of O.8 units i

�Pla�Ô çW �• W��:�V �R �� �‰�� Łc r�—�a�‰�‰all the factoFS Of productiono Ricard�Ò st"ory l

Łc �H �z :å¥ å¢ Łâ   :
�r �Õ �F�ç�í    �Û�Ł�í ���M�i �c

1�Nam�R�N�§m ttrh"e
tage.Tlle essen�å ofthe theory has rclndmoin�g EL

20�B2:4 LIMITAT10NS OF THE CL4SSICAL THEORY : ‘,�¡ �]

The classical�� �� �‹ ofintemtional mde has been criticird on vanous grounds.First,the thew

�º�Õ �ÕNl�M än âï �r �Õ �I �ì �§ �O
|

onlmpom and expom are qul�g COmmOn.          /

Tlre modern theory is also called'factorendowments theory' or Heckscher'Ohlin ilreory of uade'

As notpd abovs, dre classical thecy does "c 
p*rio-e 

" 
scientirrc e-*pranation of tlre basis of corirparative

advartage . Tlre mooeri"tl"d ;irhil cost difftrences in teims 9f 3vailabilrtv tif faoors pf pro4ttclion

in wh count y. C""t"ir, *in;io'rr""u abundence of labour in relation to capital- Other counqbs may
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�A ªŁ ad otall some counties may be labol
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20�B3.2 LIMITAT10NS     _         �L

From the discusslon set fourth abOVe lt can b

�£���w �b�í 1�' Tl�Ô 1�§ IFS�˘
�¶

::�� �I �ì �Õ �í l�fl �Ô �u�� ��

�r �| �' �[ �I �X �N��
�å ŁcØÜ�� �Õ �£æx�÷ �ç�] �� �í ��Œa
�†m�å

�í �l �Ì���ß �E���I �V�F 1         �v

20.4 SUMMING UP

Our study 6f tte classi9al and mOdem ttcoriOs haS ShOwn thtt hone Of �VesC explJns satisfactori��

�¥�FT�D�Ô
’i�I

ªà �§�Ł�í �v���uær �ò �º�u
�˙
�� 1�Fæx �·1�I �í

=intemadonal political situation a,well aS iS geOgraphical condi�Ü ons and factor endowments.
I       Pro�¡

 Tippa Red‘y

20.5 SUGGESTED B00KS

1.

2.

3.

Bo Sodersten

.DavidYoung

Enke & Salern

Intemational Economics

Intemational Economics

Intemational Economics

20�B6 MODEL EXAMINATION QUESTIONS

1.

2.

1.

2.

3.

41

5.

Ansrver the lbllorving in about 30 lines each'

fxpiain nicardo's theory of comparative advantage.

Eiamine the modern theory of trade.

Ansrver the lillkrwing in abtlut 1S lines each'

Explain Adam Smith's theory of Absolute Advantage'

What are the assumptions of the classical theory of tr4de'

Explain the main assumptions of the Hecksher-Ohlin theory'

What is meant by'Leontiefs ParPdox'?

Explain a country's pattern of trade in the light of the factor endowments theory'
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UNIT,211:TERMSiOF‘TRA�]D�F AND GAINS
�w OM TRADE

-.: ,

Cdltcntr -

,21'S"dfrffiurdojectives - 
.

. .-:','_ -.
213 'Comcqte:of 

Terms of Trade

21..4 faotrirs{ .ectingfmnpofTnide

21.5 Tennsof-Trade as an Index of Grains frorin Trade
t

21.6 Difficrdtieg in tlr M€a$rement of Tenns of Trade

21,7 Srudruy ard Conclusions

21.8 SuggestedBmls

zt.g Modcl Examination @estions

21‘0 �¶ nilsiAND�E 01J�F �—�˚ �…�˜

�\

�¡

��

�¡

The aim of this unit is o describe different cortceps relating to rerms of rade and its miasurembnt.

Afterrcrrdiing tlrurfr,,ou wq bc abla ro

€FSio &e 4eqingof rerfiN of eadc,
iturc&rce diftrein conceps of terms of ra&
$oqise ditrerrenttctms affecting terms of uade, and
identify the difficulties in 0re measuromentof rerms of trade. .

2�æ
‘��

:,INTRODUCT10N

In th iarl{x tn'o units, we have learnt the ryceqty ,!o have a,seperate rheory of intgrnationaltrade flld also classifid and modem theories of iniernationar ura". rn tt is urit, i"i'rr 
-t 

y. o analyse4frereotconcePtl 
"f 

bqp q.ry a,g uurtiry n; elii;;;;n#ft raclors of terms of uaid. we haveto kcep in mid onc hing that is, the-concept of rerms or raoe ioit i" unii p"raini:iliLnationa
tnade but not to agfbuthml anC inrerest secrors]

� FttT:�´ ���J )0�¤ TRADE

211=

:  1�E Iti11.  | �M
1�¡ �¡ �¡ �¡ 1�¡ 11.:= 11��

ll��
:�E    .11�R �¡11F==‘
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‘ .     Tems’ofTra�¡    = IP�Ü ce 6fimpos   l.

Œt,�B 91CP(��  1,1

It may be noted�R �] the ratio of expon and inporti"�g S�¤

�g
�ô �ô but ule’�� ØJratio=which is

�R �˘ çS �Q �x:�ô �R :II�º �ß �Ô
�¢ �‚ �ï iSanindicatiOn tt inCrvmttJ

�Werning the�å onomic �_h�¤

�g
�ƒ l welfare�° the

comtries engaged iII m�R .   �R

21�B3 CONCEPTS OF TERMS OF TRADE

Several concepts of teFInS Of tradc have been given by different wri�R �B�EThese s,v"d concepts

have ben classified by Mcier under hec broad groups.         �L

I. These tems of mde thatrelate to the realratio ofincnladonal ex�c betwen commodities.h

this group are discussed  �Ì  Net BaFterterFnS Of nde:

�ß  Gross Barter terlns Of trade     ��’

O hCOmete��,of mde    
�E  :               4

�U.�¡ ose�g �� s of mde that relate to the interchange between producttve reso�‡ esi li�Y s grOup we

have the :

�¤ Single factoraltenns of nde and ale

D Double factoraltems ofmde _           :    
�]

�V.Those tems of mde ttatintevet he gains�¡ �ïrdel�V  tems��
fu�� �¡1�ƒ

ySi’,1,thiSi"�V p

we have

�¤ Realcosttems of mde,�b d�V
�� Udlity tems oftrade                         �A

The above menm differentconcep�� oftems of mdc are explained below:

21.3�B l NET BARTER OR COMMODITY TERMS OF TRADE  :

�l d�V ŁV�' 1�D�F�í �[ �R�ßF�� �ÆŒ��„ �í �V�} �d�í �� �x
can be WFittem as  �A     �M

�o�w
�Œ�o�l�‹

�m

where N stands for Net�˚ u terms of�› �R .       �]   1

Px stands for price of expOrt conlmodity.   ~

PM stands for the pnces of import commodity.

y�� �í Œa�r Ł÷ ŁÕ �h}�n 1ª� |
)be deCriming�B

c�P�D�[�ay�O�c �í l�í �I �D ���†�¿�× �ì�F   �fl
import goods.         �E�L

whtt we want O COmpaFe the Changes�Aintems ofmde betentwO�ß ds,the fOuowing ntiO

is applied                              i
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�¿ 1�x �D

|�¡ �E�� :1�� ||111�í lil11�¡ |�� :�¡ 11 
�E

�¡ �¡ �]�¡

�Ú �¸ �D �P
’�æ

�í �P �d�P å¶ T�Õ �P�R �]��

11::|

|:�ö
�¡ �Oti

= 1

�ƒ���c�V�V�¡1"�í �É,1�E T��

���ª� l̂i�î�Õ i

OF bCOme unfavourable tD the counln�� .

6f uade concenm�gS ttcluSively on rehtive price

)F a natiors trade like the change in the v�� ume

l�í �D���� �i iŒa�r
misleadin&index oF gain from rade!

11.3:2 ,�R 9S,BA,TP,_T�–

’MS’F TRADE.    
�ö �ƒ �\ �|�ø

I    Q�§ .�Q            i:�E
�ı ��

�c
b�V grossbatr�V SJtt�˙

�D�� �� �£ çW �R�ß �IQX foF tt tOtal quandty ofexpom.For colnparil

�o�X�Ô 1�� l�µ tti�L �x�} �l �RXttall�� pttSITT�A
lT’

�¡ �¡ 111111�í 1�_  |      __
,Wä~ �O�ï � Q̊x�j QM�ƒ6�i mttw�Õ

���â�Õ �fl�¥�y�í �T
n�¶

��iŁk �� �� �n�à �v�V �Ó çW�æ�ß �Ô
���Æ�‘ :�æ �� �T�£ �⁄ �� :�[

�V

�g

�i �¿ II�ƒ �Ł �í �s �]
�˚

�æ
�E

33�E �V �Ô �ƒ �ƒ 1�b improvement J"

�¿�ü �ª �� �O �¿�D1�� �ü �â �å
:Œa�ø�R�� �� �� ��mF�\ ""�V l�¡ 1�] ��
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�E�Œ�ð
�‹
�Œ

::III�¡
  1  . �–:|:tir l _: :11111�¡

=�M
|�v

�E�E11::  :  �L:: 1   ’:1�] l

i                          
�L  ’                    ,        .              ’

6:�' ���VI�º �à ���ô �k:�ô �ô �Q�ß:�° �[ �H�” �º ª� �F 1�Q�k�Ł�� ØÕ
�c

�ˇ �«gttn mm m�ó � m̊l m f�R 9�í
�Ô �í �� �¸ çW �� �ì:1â˜anC aS a cttseluenCe the coSt of prodlctton per u

â˜ �£ �ø Tr�fl
ms�° mde do nd�ß�å t,e Capi�¿ � �̊B,Pe�N �¿ therlffec,PF��

�¿TTy�`

Tansslgis purpose in introducing�R �R concept is m cottcl�˚ e commOdiv Or�Ro�–
:�˚ :LCri Crm��

�Ł�y ,1�V :s�À Æí�c �r :�Ł �� :�Ú ær �Ł�� �R:�ç �� �R �z �P
COrFeCtS tte net barter tems of mde�R for unilateral uansacdons,or unrequired,exports or�] impo�ô s SuCh

as tibut,gifts,immi�¤ �¤remittance,c�g .     : �]  �M 1

21�B3.3�M INCOME TERMS OF TRADE   ,          :  :      :‘.il

The incOme�grlns of mde is the ratio Of the tomi valuc 9f eXpors d�s 1�˚ by�R,price in�g �� 9f
impOrtand can be w�Ü tten as                l    �A  �A

.I

Wh€re I denotes income terms of trade

PX denotes price of Oxports

.'PM denobsprice.ofimports , l,'
QX denotes quantity of exPoits-.

The purpose of this index 'is to show clcarly rhc thrcc variables that influcnce a country's ability fo
buy ioreim goods; are its export p.rices, ex{nrt quantu{n and,implrt price.s. A rise in it in$ic19s that$e
cofintry c-an-oOtain 6 larger_ voiuEe of ihports from the sale of its exports. It-i5 significant lhat
accondingto the directionsfit magnitude of the change.s -in , PX...and Q{, the chanqel in ificomg
terms of trade and net barter terms of trade may be in oplrosite directions. If fior'exanple with. unch.qqsed

irpod prices, expdrr prices have fallen but export quantities have_increased.bV 1 Srealet"percbtitage
ttren ttrd fafi in thi export prices, then the income terms of trade will improve despite a deterioration in

the net barter terms of trade. ,

that both net and gross bartcr tcrrns ol' tratlc mcasure o.n!y te .surplus or deficit

of expors over impbrs Urt-ioif m qkci19 o"i,runr thc cl'lbct ol'over all changbs in the volume of

exports on the real int*ei, tf," *untrrV,*hilc thc incornc tcnns ol'trade Ukcs this into accou+

:
2I.3.4' ,SINGLE FACTORAL TERMS OF TRADE

Jacob Viner developed the 'single Facloral' tqrms of rrale. It is the ratio- of the export price

inOe* arJ tne impon pric":ind"* adjugie<l for changes in-produetivity o.f colnryls-factors of production

fi;g.qt .tlre pi6ao.["n of exnol commodities. lfogt" 
facoral erms of trade can be expressed as

PX '_- 
--,St=ffixzx

!

Where St denotes singte facoral terms of orO" ffi is the net barter terms of trade N ZX denotes

The single facoral terms of rade removes the shor{comirs S tte get bar-ter terms of trade as a

lnor*"'Jr g"in fi;;dr.-F, or assume rhat export price faiis by l0'per cegbut exnort "* T
fallen Qv 20 percent in this situation, the single factoral terms of trade will be tr x 120 = 108,

Thus the single factoral teims of trade for the country has improved by 8 per cent a4d the country is

�w�p
�o�w
�Œ�o �l�‹
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�]    Œt�• �@  �Õ �–�ł �]

1       ��II

FACTORALIT=RMS OIITttADE

Whge n �� J�» �¨ :�� �� �¢�\�‹ 1,�M :�u
�� :ZMLI�¡ l index of factOr product�s iw in

�c
�c

,�x ØÜ � �̂V�Ý :�V ,�d �ÆfacttJ�[ �� �� �m
~1���u��

WI �V �� ªp :�« C�ª

�g

�R doub13�Ó �˚ �� �� �i �Ô �•
�lCOEEept Oftt single factoral terms ofnder

�g
�V�i �V 10giC�¡ index ttn�R 6‘�i ept single factoral terms of rade.

�� ^�« �m�^ �x f�Ü �v�V�� �´ P�] �ƒ bO�¡ t"_"ncep�¤ Of gngle factorar"d double
f�\

:�� :âÀ �¤Æ¡�W :�º 1�ß �í �� ��1�� Œa�£�à�i �Vofa�fi �†�c�˚ �� �ª�Ô�� �•�ˆ ���eäF�� �i :�B �¡�� �F�� Łr
=�|

|

�y�w
�–�w

�\
�Œ�o�l�‹�c

2I.3.6 REAL COST TERMS OF TRADE . .

Tte real cost terms of trade are obtained by niultiplying the single factoral telms of tnde witlrItG ir*hx-of the amounr of disutility like.mrn.Iksome-fiq;A;p", uiit of ,h" [lrod,rgrt* resourceseuwa$ ${icip ttr expofis. ttre reaf cost terrs or naoe-"a, f,L*pre.ssed as i

_   �E :t:  11

11 fi’FZX�E RX

�¡ �  �· �� �� �� �c ä� �m �Ø�i �–�ÓI Rx�V :fOr the i��
11�Ó :�� �i 1�� �� i�˜

�� �' �� Der�ª �‚ Fndittlitt�] __�� æo t,�� �J �j   �[ �c �¡___�æ_�L  �c   ��  __=
�� �ì �„ �¿:�w      "l�V �iOting ttpOm�B �Ü

’tems i�Ú
f3�⁄

�uy�O1�£ �¡ :�V �˚ �b�Ø:h�Ł       �@�Q�� �c�Ì�Ý�º�T1�E
�E

:

�� �Z �� f�P
�]
Ø‰�� �S �v�� �� �]��æâ �ı å]      å› 1�o ��TOI�V�� �� :�V ���A 1�� �V �”�VLi�� �n �•1�¡ �� �� �Ñ �h�îM  �u�s�T

: fi l,1)1.:1 �]

��     �¡ ,STl Rx

�æ:littit�O 111�¡ 11 1

�Œ
�C

�C�D
�E�Œ�Œ
�E�E
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Tn=�¡ .UM�§ ZX.RX.UM

S AFFEC�uING�ETERMIs�LOF TRADE�M
21�B4�L FACTOR

�� �⁄ �� �“�§ �Ù �ß �câ˜ �@�hª� �c �]
generally employed to measure the galn tom intemationaltrade.        

�u
:   �E

�o�w
�Œ��

The terms of trade of a country are determined by the relative intensites. of lts i[Por! dgman{

andbxpct demand compared with thob of the other country. tn 0re othei words the telms of ra& epend
upon:

a) Elasticity of demand for impors by the country concerned.

b) Elasticity of demand for its expors by the foreign country

S Elasticity of supply of is imports

These four kinds of elasticity. known as 'reciirocal deinand ekisticityl determine the terms of

rade of acounry and variations in-the terms o{ trade 
-of-a 

c.ogn1-y ge brouglt- ab<iut by variations.in

A;;ip...t-dd*O 
"f6ti"iiy. 

The,reciprocal demand elasticrry i5 d€*ernined by tb4ela-vg intensity

;id#;d ;hsticity is aiterri,ineo by tfre retative intensity of de-man( which in run depends upon

several fadtors to.tt ut poporuiott g**th' naturc sf goods impor'ed and exportedt Government's trade

pofiii, taxes anO."pu.iii19-i*pirt-"tg.'Anyrchanqe-4 fni one.or all of these fugtot will cause a

;h-g; in ,"t"tin" inrinSti oi o"rn"no or u 
"oontry 

wtrictr in tuh wiil effect its terms of trade. The maju

factofo affecting the terms of trade of a country are : 
,

b) Tariffs

c) Devahutiur

e) Economic growth

2I.4.I SHIFTS]IN THE DEMAND FOR EXPORTS / IMPORTS &
TERMS OF TRADE

Other ttrings remaining the same, if- the demand for imports of a country increases the prices

of importr relative oii"*'8r "ipo* 
i,il i*re".", consequently, the tenris'of trdde of the country

wilt deteriorate i" ., iiuci as roi a gi""n quffi;iile"]11ry"t*nrv will have to give awav a

larger quantity of 
"*poi"i'Sirit 

rll-if"th" OeinanO fot tt e exports of the colnry incteases' ttre prices of

. her exports retatire ro"tie p#;# ili;p#;iiil;;# *d the commoditv terms of.trad€ 'of the

counEy will imProve. :

2I.4.2 TARIFFS AND TERMS OF TRADE

A country rnay levy an imporr uuiff in orctcr to improve. her terms of trade' :[he lerms of trade

become favourabte to the-uriff-imposing 96;;y, . 
in*"itt, the sPccific effects of a tariff depend on

the elasriciries of the o[[er curve. A taril'l .'iiuii i*pto'c.thc rcrm's of trade for the urlff imposing

country if the elasticity ot the other countrv.. r,trq' curr,c is grearcr than unity and le.ss than infinity.

Further more, rhe cri6ct or an import rutiri;;,; r;:;tth;':;;!1ri"o ot'more than nullified if the

;,H5r#ffLlXL,['J [i' ,;,;;il il ;*i ", 
*.* than uluar amount or tartrr or her i'**' ' ,,
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|�¡ :111111�V�VIIII�¡ �Æ::TI�¡ ||| ��   :�]
r tte da�g ��dcS O�u Su,�ß y oftXpons�Ó dh��

�ð ær �n1�Ł �R T�˙ �@�I �Òdemand for exporsiandiimpo4,denhation ora c

|

�E
�¶�Ô�s11111�B:�v �‚ �¡ 1�¡ 1�¡ �]�¡ 11:�¡

.11i11�\  �O :i ::i:�] :�M |         �]      1  �¡ ,�u                   _

710�V I�Ł �ƒ |�¡ lSU�¢ |�u UTES&�V,vo 9F T=4DE I  I :::|

2114�B5 ECoNOMIC(�lROWTH AND TERMS OF TRADE      l�¡ t ‘

211��  TERMS OF TnADE AS AN INDEx OF GAIN’�ȮMTRADE
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1�Ü �¡ 1lJ�¡ �¾ 111

As�Þ REM�FNT oF121�B
6 DIFFICULTIES IN THE ME

TERMS OF:TRADE            I

�i �i �R�D�—çW�o �D�N�� �î�Ô�ª
teC�� n�V signim�V

:�V �Vsameprac�æ
ade:                                                          |

|

�Ø iFI�Ý ª� Th�w�í �ô �µT�M�� �Mln

�P�e Tttl�| �� �i �Ì�ô �{ �F�ô �Õ �• �ƒ �z �� ��

Check Your Progress :'
1. wtrrat are terms of rade?

�� �� �B �¡ ���E �E �E �E �E
�� |�� �E �E �E �E �E �E �E �� �� �� �� ���E �E �E �E �E �E

2. Explain the concep of ufliry erms of rade'

3.Defrneincometermsot.tradeandmentionitssignifieance.

�L�Œ
�Œ
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21.8 SUGGESTED B90�sS

�E
.æo �Ò �E

2.�] )lid�M Yding

3. Enke SaleFa�E

I�£
�E

         �L.  L Dr.No Vijayal: .:

International Economics

International Eionom ics

InternarionalEconomics'
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22.O AIMS AND OBJECTIVES

22.l INTRODUCT10N

In this unit, we will learn'ttre concepls relating to balalge of .ryyyen!'
of payments is explained. You will also khow how the disequilrDnum rn

recinia.
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22.2 BALANCE OF PAYMENTS�]BALANCE OF TRADE

The balance of paymens may be derlned as

The staement of balance
balance of 'paymentr,'bo
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Check Your Progress ' I

1. What is meant bY balance of trade?

�¡~ ��F

2, What is tralancc of PaYmcnt"s?

22.3~CURRENT AND CAttITAL ACCOUNTS

AsshowninTablel,alltransacdonsareclassifiedintoCurrentAccountandCapiulAccount.
Currenr, Accounr.orrrJ,-r-ricrions suctr 

^r 
.;;;;;1f-irn"1Tf^qoods and services *hich relate to

rhe current year,s natioi;i-i;;;;". In orher woirls, such paIIenE or receipq do not sreae any future

ctaims over foreign#il;;;;el'ii'J iiistl;;;i;irr:' llll-.:,atso referted'rc as autonolnioP!

Eansacdons. As against thii, capital-agcount c-or"rs transactions whi-ch create'oredrilggt cldris over

foreigners. wrren a-c#;;"Iil;;; fd*,",r,r, ."r""rirJiior ," pav interes on rho:loan'cverv year

and repay the loan ur*f*ri"y*rs. Ir mbans ;! #;il;"i"t ttt"[ti*uirbd a claim over it' When a

counrry gives loans ,"t'ri-i:li 1rv1.g11,1'.iiff;,h";;- ri'iicustomarv to calt capiul account

;;;;"'rt&;;;;*[n*totvoradjusunehtuansactions'' ' . l ..,..,.-*.,
)nB accounts'in the double 91ry'

It may be obscrvcd rhat Table I prcscnts balancc. nt plll:
book keeping form. i;i,.;& ;; ir,.'pri".ipi: {llf att pavrl-bnts *** uutunte or be equal ro"all

receiprs. This will o" ii" "r* 
*t 

"n"i 
tn;'" is a dclicit o' a surplus': ft'it tun be explained easily with

the help of an exampil. $;pg.;r" ir,riridrrr'itu, p,itt'ot"ti g*oit"nd serviceiworrh Rs' l0'm0

during a year. tt meanJina-t-tid has made pu,**d;J6 n] rO'dOO' il5utnet be his income: Suppose

further that his incomq is only Rs..8pffi. 1g'i"ur., 
uil;i R;: tdn- ie must have either borroved

Rs,2,000 from some one, oi sold. his assets ffi,h ;';11";ttr oq ii9 rnust'havd used his'past svlngs:

To make up this d.eficit he m^usr trare acoRfi"Lrl'.i?'tiilr-tlt.r*tlos'"; some comFination' of th!m"
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When deficit or surplusloicurs continuously ovcr a,long period,- it is.9U9{ 
-secufa.r

disequilibrium. A country with an ambitious piogramme of indusrialisation rnight b0 f9r9-ed.O

i*pd, more than its exports for 5 or l0 years or cven more. Afler it is developed industrially, is^

.rir.ity to export *ould ircrease. For example, India continues. to havo deficit.in its-balancq of
pa'i*erits for Uie past 30 years becausc of its industriat ctevetopmenl plans. Disequilibrium hab continued

over this period.

Structural.disequitibrium prevails when tastes and preferences of people ch3[gE or -1gclrniques
of production are modernised. If ad;ustments ari made.for atl these changes' disequllibriirm codrions
dMppear.

If deficit or surptus in balance of paymcnrs continucs for a long tir-ne in spite of government
measurcs to correct it, such, a situation is describc<t as fundamental disequilibriuth. If a country
suffers from fundamenral disequilibiium, it has to considcr drastic measures like devaluatio4 and.exchange
control.

22.8 CAUSES’OF DISEQUILIBttIUM

In the light of the foregoing discussion on the natrire of disequilibriurh; we carl desqribe @fly
the main causeJ of disequilibrium .- ti i rs t , seasonal or cyclical fluctuations may cause changes in imp&ts
and expors and therebyiarse disequilibrium. Secondly,there m?y E changes in d?rTd for a country's

"*por6 
due o.changis in tastes and preferences or techniques of production in foreign countries.

itr;-dt b" io.peiition from orher iountries for our exports. ttrir{r, q cgunlr{ might-increase its

imports for the puipose of economic development and thus cause deficit in its balance.of payrnents-

ftru'"ttriy,lnftatio:n and excessive expenditure 
-by 

th6 government_may also lead to decl$g in exports and

increasdin imports thereby widening the gap-between them. Increasing prices wouldattract foreign

goodr i."., rcan to higher inipors. Simitarty, tirgtrer expenditure may step up the demand for impots.

When a country suffers frcim a deficit in balurce of paymens it has o pay for the deficit either by

selling gold or ur" p-ot r.nings of foreign exc[ange or-bonow trom-other^coYntries', Any of these

nolici-eJcannot he used for lon-g. There ii a limit to the amount of gold.o-r-foreign exchange reserves

;fi;h i1-dh""i irli pq-*riirn. rilhen it loSses these reserves it will becomS.bankrupt and tosg

p*rtig" in tt e world ,af,."t. Si*ilarly, there is a timit to the arnount of loans which it can raise'ar/d

[* tf," burden of interest and repayment. Therefore, it is natural that some corrective mea!rures. are

adqfed"

22�B9 METHODS OF CORRECTING DISEQUILIBR:UM IN
BALANCE OF PAYMENTS

ln.               :
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22.10 SUMMAR�}/CONCLUSION.

Balanceofpaymensshowsthesysteln'aticrecordora[ransaqionsbetweenresidentsandthose
of the rest of the world. Whereas balg'." of raf,i;;;; the recor! of 

'paymens 
and receipts on account

of imports and exports.of g1d'' I* :E"i:1^:l;,tO* "',puv** 
is useful in explaining a

;;;f,y;;;;*"t s'rrengft anatrre value of its cunen?. :',, -l ., :'.,, l*,. .-:J;i,, :,i,.

It is desirable to have e,quilibrium.in the balance of payments positig. ,*".!1T:g"onsists J

m, 5 years for analysing it. But generally, d'i's"q.iii6ii"':titualion prevdils for many countries for

;;"ffi;;r. rtL,"i"*any wlvsinconecdnfthisdisequilibrium' Prof. Trppa Reddy
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23�B3 EXCHANGE RATE UNDER THE GOL�»STANDARD~�j ��
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in India there is inflation and a quintal of sugar costs Rs. 1000/- while in England prices are oonstanL
the rew exchange rate would be :

If prices change in both the countries, the ratio of change in prices will doprmine ttc. new
exchange rate. The price index in each country will indicate the eptent of change in.prices, i.e.,
the purctrasing power which will indicate the new exchange rato. It can be known with the hclp of a
formula"

New Exchahgerats. = Old exchange rate x
Price index in.India

Price index in Edgland

Ifcumntprice index h ln�V  is400 and�˚ England 200,the new rac�� o�� d be�¡

= 40

�h
�˙

�N�Œ�@

�Œ�Œ

�Þ
�S�B

�q

�q

�S�O�Z
�Œ�m�h

�‹

23.4.I CRITICISM

After 0re First World War, when the exchange rates were changrng wildty, the Purchasing
Power Party theory was helpful in explaining the qauses for such changes. But it could not expbin
how the old exchange rate itself was determined. The theory has been criticised for various reasoni.

F'irst,it is said that there is no clear connoction between purchasing Bolver and exchalryp rsEs;
The purchasing power of a currerrcy is expressed in terms of all the goods dnd serrrices rnarketed in
the country, whereas exchange rate applies only to goods which enter the foreign market. Of thc
several goods a country produces, only a few enter foreign trade. Secondly,the theory states that
whenevei the purchasing power changes, it causes exchange ratqs !o change. But it is also true that
the exchange rate may change independently and it may cause domestic prices, i.e., purchasing power,

o change. So the causation is two sided. Thirdly, the theory ignores the role of supply and demand

in deteimining exchange rates. It is common knowlqdge that when imports and exporB arc not
equal, there will be a pressure on the exchange rate, !'ourflly'here is the foblem of index nulnbers.

An index number of prices is cbnstructed on the basis the prices of various types of goods prcduced in
a country. There isi base year for it. These goods will not be the same in India and in England.

there are many gmds which are ne&common io these countries. Moreovet, the base year may be

different for different price indices. As a result of all these, it may not be possible to comparc theindex
numbers or purchasing power of different currencies. Finall-yrspeculation about changes in exchange

rates and caiitat movembnts b.etween countries rhight cause changesin excllange rates- without reference

o changes in purchasing power. Therefore, the theory has not found favour with economists and

policy makers.

23�B 5 BALANCE OF PAYMENTS�]THEORY OF EXCHANGE
RATE

According to this theory rhe exchange ratc is determined by the supply and dernand for forotgn

exchange. A glice at the balance of paym6nts statement of any country reveals that all the credit iterns
indicatJ the dlmand for foreign exchange. The dcbit items indicatc the demand fof foreign 91c!ange,
it" CreOit irems include expois of goodi and serrices, gifs and donations from foreigrrcrs and inflo'n'bf
capital funds. All these items earn foreign exchange for a coufilry. 

- 
Like the supply schedule of any

commodiry, the supply schedule of forcign ekchange is a function of price, i.e., exchangd- rate. If tho

exchange rate is higher, the exports would incrcasJ and they witt ptoar"e a greatet-sup-ply of foreijri
exchan[e. At lowei exchange iares, the supply will be lcss. The supply curve, as shown in Figure l,
would be sloping upwards o the right.
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Stfsy & Dcnund for Foreign Currcncy

It must be emphasisedttrat the supply of foreign exchange is created by the demand foi Indian
exports ftom foreigners

Tlle de4and schedule tteperuts on the exchange rate. The Indian demand for foreign goods creates
tlte &mand fu foreign exctranie; If the exchange rate is high, foreign goods will becomJ costlier and
ed&pfl!{ fu'thern will decrease. When the exchange rate falls, foreign goods will be cheaper and
thek dertsnd wilt be higher. Thus, the demand curve ,ls shown in the diagram slopes downwards 0o the
right. In Figure-I, X-axis measures supply and demand for foreign exchange. Y-axis measures
the exchangerate. Df is demand curire and Sf is.supply curve.

The point where the supply and demand curves int€rsect there will be the equilibrium rate of
otcliange. In the diagmm, OE is the equilibrium rate of exchange, where supply and demand are
eqiral. tf a equilibrium rate of exchange, where supply and demand are equal. lf a 

-trigher 
exchange rate

Pscyails, viz., OA, dernand will be less than supply, 'i.e., import will be less than eiporrs, whiJH will
push thg exchange ratc downwards. At a lower exchange iate (OL) derhand wifi be higher than
ryply fuclng dte exdsngg rate upwards. Ulti4ately, the equilibrium exchange rate will be resored.

Criticism

- The balanqC of payments theory has been criticised on rhe following grounds. First, the
t@y_asuqrcd that tra& between courtries is unrestricted and free. fnere iisupposed'to be no
rugubtim.of exports and imports. In the real world, there is no free trade. All kindJof controls are
rmpocod o-n imports and- exports, as a resuli of which the supply and demand schedules of foreign
exchangc become meaningless. Second, the theory is based on the assumption that demand aid
supply are rrct influa-rced by the exchange rate. it is generally observed thai sometimes changes in
exchangg 1ue influence exporB and imports.and sometimes the other way round- Third, it is assumed
that initially-there is arr equilibrium beiween supply and demand. This'is an uniealistic assumpr,ion.
Fqrth, thc theory ignorm tlre effect of changesln ihe prices of exportg and imports on their deinand
and opflyand 0rrs on excha4ge rates.

The balarrce of paymens theory, however, is considered to be more satisfactory than others
bocausrit examines the demand and iupply conditions of exports and imports and the inter relationship
between thctn.

acqSot:
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23�B6 FIXED VERSUS FLEXIBLE EXCHANGE RATES

As discussed above, there are two kinds of exchange rate systems viz., fixed and flexib,le exchange

rates. Fixed exchange rates'@cur under the Gold Standard. If there is any disequllibrium in balance

of oavments' is effJbt will not be felt on the'exchange rates' Adjustrnent is done through changes in
priiellevel and the sribsequent changes in expors and imports. Free exports Urd. imports of gold
p.erent fluctuations in exchange rates. Flexible exchange rates occur under paper currcncy stand$ds.

lfny deficit or surplus in the balance of payments leads to change$ in eichange t"9 Oroug! which the

equitibnium is rastored. If there iS deficit, the exchange rate would rise and in case of surplus, it falls.

2s.6.1 ADVANTAGES OF FIXED EXCHAN9E RATE SY$TEM

The fxed and flexible exchange rate policies have their respective merits and disadvantagm.
In the case of fixed exchange rates, whatever be tho sioation of .balance of paynrerlts- the exchange rate

is unchanges. Fixed exchange rate provides confidence to export€rs and impo,rters. They are certain of
the exchaige rate and thus of their-ereected incomes. It hq the sdvantage of preventing spegrdation

about exctiange rates. Ofteh, speculation leads to instability and unnecessary movement-.of capital

from one country to another. Fixed'exchange rate policy allows exPoits atrd imports to adjust than-
selves each othir without any government interference. Changes in relative Fices,artornaticdly
bring about an equilibrium ii balance of payments. Fixed exchange rates provide. confiderre to
foreign investors, 

-because 
there would be no uncertainly regarding the value of their invesuneqr and

incofre. Moreover, there is no scope for any arbitrary ac.tipn by the State. Every goverpment has to

follow thb rules of the game. 
:

23.6.2 DISADVANTAGES. OF FIXED EXCHANGE RATE SYSTEM

Fixed exchange rate system has certain disadvantages as we{. Thorgh exchange-rates are stable,

tte priie ferel chanles frequently according to changeiin-the b.alance of payment. Surplus teads to

inflation and deficit caoses'deflation. Ttre [o"ernment will not hqve ey.99-nml overdomestic price

i;;;Gd-"rptoir"ot. There is atso no ceitainty t[at qq equilib'riun.y{f.,S.restm!$.t{rough.ptrce
ffi-g;;f iirfitfi;e eurti"ity of dernand ror exilrrs and impsts is.,not'higli;.tlr.Ttt li-Sry will not

be restored easily. si,"i6it: ii G .pono",ic situation is diid 3ni'pnceicannot bc chaiged 
"aoli,rh'";iuil.;T;;h*iil;iil not-urork Further, if there is sou standard,^try1 ,:g!.91g* of gold

..poiL-rrA imports uking plage- due to- deficit or surpJus. T-he govqnmen! may have to intervene !o

r.d,rc" ttre unOesiraUte effCts of disequilibrium in the balarce of payments

23.6.3 ADVANTAGES OF FLEXIBLE EXCHANGE RATE SYSTEM

The flexible exch4nge rates have ttreir own advanrages and disadvanaggs' !Jn&r rhis sysrcm the

equilibrium rare of ".;ilfiil;; 
G deterqnined in a siriple manner. The foreign exchange market

itself rhrough tfre interpfai;iOe*una ald supply folces determines.ttre exchange rate' More important'

any deficit or surplus;'til uutun." or puyri.ins is conected automatically wittrout any changes in

the domestic price-tenei oi"n,pfo,r"nitdr.t- It is in fact very difficultio change the prices and

producrion levels in any-;-";;;: ffi;r*.of ponopo.ly an{ trade unions; prices are difficult to change'

The adjustment is OonJ.o.ti"ooosfy through ctranges in exchange rates' The govemme-nl' also does not

have ro intervene in the foreign exchange ;il?;; *v p"tpr*. There will 
-be,no 

need n maintirin

any foreign ,og*o ro-pri"eii fl""i;ri-ons'in ixchange ta:tes. Thus, the flexible rates are suppoqed o
be suBerior to trb fixed rate.s policy.

ANTAGESoFFLEXIBLEEXCHANGERATESYSTEM

The flexible'exchange rate system has its orvn disadvant+ges' A-djulUnent in balance. of yaymens

may not @,possible bg;;;; oi fo* elasticities of demand for ti,iports and imports' Changing exchange

raps may encourage speculation in foreign-ei"n6g" Most of ttre dmes, such speculation is harmful

because it creares 
"Jn6itiont 

of instiUitity. - 
ffrit may also. result in decline in internadonal

invesrment. Foreign tradd and investment *iit Ue"or"-qr'ore risky on account of unstable exchange

iut"S. ft 
"r" 

mightln fact, be a dectine in foreign tade and investrnent.
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In 1971 the American dollar was inidifrlculties sinc�v  on account Of deficit in its b�c Of

paymens,the’US govemment gave up its commiment to coVert US dollars into Lold.T�g IMF�\
forced to change iS policy on exchange FateSo Member countries were�v lowed to change thei exchange

���ß �†�o���ÚTær �hh�� �_�S�~ �A:�Õ �Ì�R�‘ �I���Õ�q     ��
Pound.These ive countries have the highOSt ShªŁ ,in world mde.The �Õaluc of the SDRs Chttges:

�r å¢ :�Eeveloping�E countries.     :

�]
 It is well known that expom pay for impol

�Üª� j

The demand for intemational�Ü quidity depc

cmency.

�¤ Od Ofalg ycars.
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the IMF was emOWeFdiOcreate a new world cu
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and ini1982 it was raised�] to SDRs 24.5 billiont:
lllg the deve19ping cOun�V es whOSe nde deicit is
The new!y created SDRs are distributed ttong�˚ e

otas:The members are fFee tO use dlem to finance
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5. Wltat is meant by international liquidity?

23�B8 SUMMARY/CONCLUS10N

Thus, it is clear that the world has moved fro,m the system of fixed exchange rates--t9-t{113f

floating exchange *t"r. 
-iii. 

a* clear that the IMF is able to issue a world culrency ealled SDRs

which is distributed among its members. It is an imporlant source of international liquidity'

A member counrry 
"*'ri.l-ioiuota 

or SDRs:or borrow irotr te IMF in times of deficit so that it

need not think of devaluation or exchange 
"ont-ot 

-tii&ect'is 
disoquilbrius, 'B!t .Y$*.S-8,S.'F

irIurJ,i tninimise tte;*dilexcfiFfite cnanges and therebv pronT 
Hl?.-tffififf;y

GESTED B00�sS

�P

�Q

�R

Bo Sodersten

David Young

Enke&Sa10ra

: InternationalEcorromics

: InternationalEconomics

: InternationalEcomomics

I.

1.

2.

3.

23:lo MODEL EXAMINAT10N�]QUEsT10NS

Answer the fottowing in about 30 lines each'

Discuss the advantages and disadvantages of flexittle exchange rates'

Explain how the value of Spns i Oetermined: Discuss is importance as a TTrcgof 
inernational

liquidity.

s each' '

Answer the following in about 15 line

How is tlre exchangeratedegmined under gotd standard?�P

�Q

�R
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' 
The aim of this unir is to cxplain thc cstablishmcnr ol'Inremadonal Monefzfy Furrd (lMF), theinroducrion or s DR anitl ro .-piri" Hrr"p;;; il;il;t iiib;;., "'"'*

..'.4F,tos'e-theunit'yguwitlbcablcto:,{.-',::.-....' ,:1* -' 
ifiEfii,i'iiiEGotd Srandard System,{' describe the trMFi* analyse the Ddlarcrisis andJamica accorct, and
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first World War broke out, Goternmcnts wantod m hhve greaEr control over the supply of money,

exports and imports and exchangg ratcs. These werc ihangcd accordingly to suit the interest of the

country in question. Thus the sysrcm ol'gold standard and fixcd exehulgg rarcs had come to an end.

With the abancloning of the golcl standard in 1930's by thc major countrics of the world d vaccum

was created in thc field oiinrernaiinnal tradc. Thc Great Dcpressionhad also created a [avoc in the

international monctary system. It was charactcrisctt by thc tradc zrnd exchangc,war ampng cqr0tries with

,-orpatitirr depreciation of currencics and scvcrc rostrictions on imports of gootLs and cxFlrts of capial-

The iesult was rhar rhe world rraclc and world econornic growth suftered a lot. The world.suesmenry"q

that these restricl.ive trade and paymcnts prdcrices woulil,condnue even after the *rr gnlss.s.internatiqql

efforts were ma<le to create some eff'ective International mhchinery whereby exchal8-e-.stability could be-

guuiuntr"O. Sharing such convictions, experts in United Satesand tho United Kingdom prepared

lorpr.t r".ive plans"for International moneiary co-operation- The British. proposal is k19;vn as 'Keynes

ii"J;d the America" piirp"t"t t"ing'White Plqn after their principalalqgf Lord'Keynes &"Mt'

white. The basic fearures of rhe rwo prans *Lrc'iixed into a joint plan in 1944 at the United Natioiii "

Vor"iur, und Financial Confercnce <ll'44 Nations held at Biemon Woods, New Hamp Shive in the

il..i At tt. Confcrencc led ro rhe estahlishmcnt ol' thc International Monetary Fund.

24�B3 INTERNAT10NAL MONETARY FUND
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0) To prOmOtC intcrnalonal tradCand ttCrCby prl)motC high iCVCls orincOmO and cmploymentin a�a
the countricS.                     .
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5) TO hdp member natiOn,�_  COrrect ttaPrlttuSments in thdFbalance oFpaymentS.    
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..*"*^..8.tffi!!.ffi arc gltln refened t-o 3l a.'paper gokl'. It is a paper currency issued, by IMFwlBour ry^@'or tPId or olher reserves. tg!{a!tv the valuc of SDR-was defined in re.ms oigold
cort€fit 0.E88671 gganns i.e.,lhe same value as I US clolalr.
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in the m�¸ dlc of 1971: it meanS that thc IMF haS swi�g hcd over�L 9m the sttble exchange�˚

"s,lloativicx1l�V gCracsaldLIS9�_ ducCd��9i�Ł
I�E

�¢

’CC��

r89�a h mttnai�N J�q �â Sactbns.

asitilli�� �æ�z��W:;�Z :�a �a�T|:�÷ ltåÙ 1�s 111�ì l:1                               
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6�ª t tider thc rulc�A o�u lMF.Bul dcspitc this ag�K q

faras thC fOrettn C�` ltrCli banks wcrc c(),cm11�E        ’
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remalh in force tiH a pe]:::ancnt SyS�g m rep:accd il
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W�h

�í l ttl
�Ódd b�ß �  ̇On JJy lSt,1974,lhO SDR was rcd,�Ô ncd a�A a lbasketi that cOnOsted oF s�j

�g

en va�a

�g

S

curencics.  .

�Rdml�I Wttf�[
i�µ

:�ß �P�[ l�� �H�í W���]�C�í �F �y �E�O
c6untries could contraCtonly shortterm loans II�_ m thc IMF.                      �E ��

d�æ doAl:�æ�a::ti�F 11:ll�� �� �x�Ł1�T 1:�ì �Ł �Q�â�Ü�s�Õ :�§ �FF�˚ �Õ
exchange camhgs.           :

24.6 THE JAMICA.ACCORD

�ø�÷åæ�h�r 1�R�a�å �I
were as fol:ows:

�¸�y�w�a�� �É�� ::l�ø �� lttmil�ô ØÜ�£ �‰çW �� Œ⁄
sysFm oF exchange ttte.                        1 �E   �]    = ~~�]

�´
�ô � �̂Ü �˘ �v rttL[æo �«

kld�E
,;MFI��

,25�Ł �Ó OunCiSJ�Md Was�bdmlilTl

�]  3)T"paper gpld or th,Sp�g il Draçp ng Rtths had�g On d�å lttrelthC p�� ncipal rew�˜ �N9�V�V
l                : ti �M1�¡ :11 :1�¡  1’      intemalonal mOnc�g ry syStCm.�] �]

4)I The Oil�˚ Cility had becn a�à ol�‰hcd und,�V hCncw,ys,mi   11 .1�E 11.:: �M
1�]
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24.7 EUROPEAN MONETARY SYSTEM

downst�F�ß�÷�Q�[�§l�Ł �í 711P3�Ì �[:Æ��í
C�˝

I�v T�—11�Ui�u lFTI�Õ �£:

åy1�XIIIŒa�Ò Œ⁄�R�Ú�ßŒ⁄��[
)rto a sma�a cr band. This arangement was ca�a ed ithe

�å �� �ö �›Œa�¸ �ª å¢��̂qŒa

�| �I ª� �Ò �h�¿�x�S

24�B8
�» RY/CoNCLUSIoNS

so far' we have discussed the opcration 
:j_ryl.I surnriard sysrem which was exisring in differenrcountries till I930's' A vaccum *"; ;;;;il]n thc-fictcr nr irrc.riu""ar radc wirh thc aba-ndonmenr ofgold staridard' This gap^was.fixed ,;-;t;; c.surtrtistrmeni.ii'lr,"i"uir"nar Monerary Fund. An inreresrstep that rcok ptace in 1967 is ttre intr.cru.,i- nr Special o*rwir*'iiigr,o ,. il;il;;iiinar riquioity.Due o dollr irisis an-o-9urer.e.xc;*##;;;fl'ffi;##l:.i. 

estabrish.a perm,nenr monerarysystern' These efforts met with .u..E*'on"aih Junurry, rqzi, ;iih ihe inrocrucrioffi:;';;; mone,rysystem. European monerary sysrem ** ;d ;_;..iii, ^,iir'rliil, .,,

- Dr. N. Vijaya

241

B R
 A

 O
 U



B�W24.9

i. lo soderstein

2. David Young
3.Enke&SabC,

: lnrcmational Economics

: InEmational Economics

: IntcmationalEconomics

�z�– lo MODEL �FX�n MINAT10N QUEST10NS

Answer the follorving questions in about 3d lines each'

L;i;h thl esublishm"rit oilrt,le. What arc its obiectives? Discuss its functioning'

Explain the European monetary system' ' ,.,1

Answer the tbllorving qrlestions in about i5 lines each' -::"

wt ui it goiO standard sviicnit why was it abandoned?

Wtrat is iollar crisis?
What is Jamica accorcl? What arc'thc main lcaturcs o[ new internal'ional monetary system

intrcrduced in 1976!

I.

1.

2.

II.

1.

2.

3.
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�E �U1=�¡ �� :‘::�h |         |�¡ 1=�¡ 1   1 :�] �¡�E  �E 11�¡
111

=�E :.1�ç l  : :  :  :   ,            1     �]      �R�]

UNIT,25’:�\ INDIA’S FOREIGN TRADE&
PAYMENTS

�Ø 1��
25.2 bdrs Bahnce ofTrade Rxition

t�R
.�u

Œa�˜ �[ �Ł
25:5 Œ⁄ sB4anCeOfPayments

25�B6 Sum_&cOnclusions :

:::1�� �Ô
=�`

�×�æ:�æ�æ:i

��|.o:AIMS AND’o31ECTIVES

�W�q 1�â �¢ tist�� �b �i �l foreiLn�i ,�� �� tren�Ó in expoB&impOB,and
balance of payments position.

Afterroding h unt you wtt be able tO

I �ï
Out�V �\ nt mnds�¡ ØS COmpositiOn and�í �Hmn dmde,ac

�E

1�E

�c

=�¡ itiOndldl:s balmce ofpaym�g �›.

�s 1l INTRODttcT�“

2�L INDIA’S BALANOE O�T̃RADE F�q�˚ �“ �J

,i tr# TT"*ip,i;llfj {",bflgy:"-gf Td" has been adverse for rndia for mosr of thepxanning period- Excepting iei2-ii iia-ltto.,tt, ;h;1n;;#|:ffiH#ffirti'#i1,,flT
$:l3ffS.T-^fl-qo.es res.nectivJ:, fuil" i" 

"ri"iiiJi:y.*iih"." ** deficits. whar is m,*er
ä¿�e �s1çt �S �Q:�� �D

�˚
�g

Wac�g�»��:whac�§ m�÷
smnOmic�vhei2hts and�� æÛ �• nnheights and thse is no

�¤�R�M�˙�º�� Œa�Ø �Ø �� �â �v�…�� :�v ��
��̀·:�Ô �÷ ��,�º �Y�[ �R�Õ �D�Õ �G�d �F

�X��àV��I�� �pl�� 31�� �@�nlT�u �y�d�� Iæ@
�Ł�R�ó 2f�N �b �Ó 19�‰�e �ª I�� 1�� �Ô il�� �� i�v �y�b �†�˜ 1�� �~ nde deFlcit rosO

�\ �E �E ^‘�] ^�E �£r�] _ .�n �n ��

�Æ�g �ì �ì �¡ l�˙ �„ �lm�Ł73�] 8�˘ �–he�� dent�¡ Om table,the tade deficit �_se �_ aof="8�¤ 3 crOreS�Ô 5�˚
=�—IJ1961:�� ��1�‡ �Ł�f;�r ŁI
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25�B2.l POSIT10N OF IMPORTS�]REASONS                �A

iaVe C�F1�OIIPi�e �r1,�[ �Ì::i�˙

25�B 2.2 POSIT10N OF EXPORTS�]REASONS FOR LOW GROWTH   i

given a booSt tO exports.

25�B2�B3 0VERALL SITUAT10N

�� n sudden and Sharp.

�� ª� �f ��Æ��å ��  �å�¿
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:�æ �¡11��

2,�§ 3 COMPOSITIoN OF TRADE

�Q
i�fl

�æ:�Ø �ç�ß lTl�H æx T�w11�N�ŁrttI�� �¡ �¡ 111�¡

",0��

eb�ghnhg Of

�@�ƒ�¥ �˙ �˙ �“ �º �‹ �Ł�w�{ �¯ �A1�] �o l�q �Q�˚:�d �v�@ phaSiS On the

�P �˚ FiŒa��P�› :�V �VlliCI�Q �÷ :::�Ł c�´ ���I �«
�Ô�Rlelª� �¿:n�ø �“ Il�â :ä¿ �� il�‘ �£ 1:�� :äN å] 1�Ł �d �O�ÜJ�fi 11�Ñ �º �i �í 1�V:�í �o

�à �Æ�í Æ��a��̀çIå¢ Œa�| �÷ �â i

25�B 3�B l CoMPosIT10N OF IMPoRTS

quaEtiries:

$w:,r*'**m*::"+ii'::lx,i*r.'r-9.':1"ffi #:;t',i'fi il1xff l*:::'lg,'[:eqVipmtt h�u wttngcilrderf�e �V �� I�Q �Ò�i �æ �i :T�ç �R::�ø �vçW iS 

�_ ke�  he

�Ü �î�”I�Q  �¿

�\�]�\  -                                                                           1         1  245
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The decade,of eighties witnessed importanr.changes in the import policy of.the governmenl

which was a major .on-oiUutory factor to ir"rg 1fiffi;penOiturei in itre eignties' Import bill

rose subsranrially fromRs lisig crores in ig86-Af io ns. i7,t3+ crores[]?8^1-85 and further to

Rs.35,412croresinfg89+0.'Majoritemsinlndia'sirnportstrucmreinlg8g-g0wereasfollows:'
Capital goods accounting for an import 

"*p"noilu," 
oi nt' SSS1 crores (25 per cent of mml imports)'

frfiilr'r;i a.,-rru.l*" accounring foi an-impqi exfenditure of Rs. 6214 c:llrea (17'7 per cent)'

pearrs, precrous, semi-precious stones u*oonii'ng for'an import expenditure Of Rb' 4242 ctorcs

(r2 per cenr),iron ""J.#;;;;r"ti'u 
f;;ffif"tledenaiiure,gf its' 2019 crores (5'7 plg' cent)

itfeiti1i,e,s,..,ounti,g.ioi;;;il;6enditureofRs'tr7ocrores(5pdrcent).

To sum up, the composition oJ Inda's import trade has undergone significant change-s since

Independence. The type of capital.goods irrp"nJ;ls' tJtiJti tt" qrita;tensivi nature of the indusries

which are being established in thri country ffi;;;; more significant is that in many itens like

bicycles, sewing *".hiil:;rtiG *u.ti,i"{:.1t;,{miril$itg .oo", ni*tptint' pap6r e'rc'"'Btr= '

dependence on imports t uo.-tonria.raUfy OtcfineO and in ceriain items the ilmost elimination of

manufactured consumer goods bears our rhe ;#d;;;t "i 
;h"se goods are being produced within

the counlrY.

25.3.2 COMPOSITION OF EXPORTS ""

The three most important commodities in India's export basket dt the time of Independencb

were jure, rea and .J#T;;i;J. 
-i;"rh"; 

il"v t"'ttp't"1i rhore than 50 per cent' of toul earnings'

During the starr "r 
,nliiiJi'Iir-"'y#-pUr, i".'"-','1-9;Gi1' 4: $* of these primarv commodities in

toat expo6 earnings ;;;:8i Ei ""ir, ti;;";-;;J uoo g'g per cent respeqdvelv which together

consriured 60.1 per.;;;;;;il *.."**,liuiffi'nii!;l^anuracnreogoods urhs es'glble'

rhis pauern *u. U*i.iiy;;;;;;a"rdevelopEtt nature of ilte '*oo"' 
es the indistrial struciure of ttre

counry got streng-thefii ;; ii""riii.n, ;&;#;;i,ili';;*od'their share in mtal export earnings

while the share ot t aOitionat primqy gooOt tJ;ii;ilil g"tfi""g, io mention' while the combined

share of jure, rea and ;;;ffiil,b o,i.ilng. tr,. iirri i".J.'"i prq*lf was around 4 7 to 48vo it umbled

down ro 31 per ."n'in-*ir6,rt;rd f*-,h"'';3:;;;-;;,i1ilaf-eo' As against this', the share of

euineering eord, *^hi.^h *-u, *."gr. ?rl p"; ;;rii" 1960-51' o"nt opo tig pr c-en-1 in 1970'71

anf, stood at 11.9 p* il;"il'-19iii-90. 
'A[";il"ili"g 

"*p*iiructure''of4&&U. 
$1wv'

;;it;;n*m the changing indusrial base'

Another singificant fea$re to be.noted is that the inqreary.s in exports tt"yq-?:"l quite broad

based, speciauy t" #:il#;il y""r, i",r#;;; lii"il;g1tionui it"t' while-in respect of

endneering gooor, iron--rntriJ, ii"rr"* ,n"*iti, trgar, the increases "" 
t""tty tp"t*cular' other items

[xx"?l:tffi::#i3rfl'#:::ri::"ff itt[*:;xn*:rt+ng'l*eT*ry':lxT;"SH]
rndian economy rs noi only becoming a","1lll'Jl'iiJffi;ileff;; pt"oyt- are responding to the

international requirelnents

Tosumup,thecompositionof.India'sexpo.rttqdghasundergone-significanrchangesince
Independenc" .onridiluiie''oinersin"ationiiio ur rouno in o*."ip*"o. naanv new/non-traditional

items have beco*" iilio.L*. 
-rh". 

it,n, ;d;;ffi;;:[fi$;e tirne"or I*dependence and

these irems or "*po.I',i'J,;;"i,rdtine 
-J;ii srcadily gaining in importance'

25�B4
- J$

As a coionv of Great Briuai*Jniti"^y:r,1'-j*3"14::,ffiifh*T;,:r":t1ilffi*1"ff.h
���Yr�Ô T�‚ �k:"�É àå �� ��̂u�œØò�¿�e �–:�fi �S �n:�O :�Ł �Z� ,̊�¯ m�A�� �˚ �º �x�§�u �� �˙ :�n �DØd �„ Œt  �' �Ù�˙�º ���f �D1�z �Ò�˙ �œ�� �p �o �¿ ªJ I�fi �v L�b �ß�m�‰�º �‰�º �˙ I�� �S� �̂‰�b�Ł�ç:�Æ�Ü�º1�� �Ô
ªà �Õ �–�X �Ø  �Q �Ù
�ø �` i�ø    �¿m�• :�ø �Û �ß �• II�� �•d�ü �î b�� �ƒ �ä ��
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�]1     :�� ���E�¡ li�O :|�¡ 1�]
=: |111   1, 1��

1             ’’�a ~:�R    1�E                        ,

�� �ÜŁc�¸ �¿ �@���\ i�ƒ �¶
25.4�B 1 ,IRECT10N oF IM10�_Ts  :�E

i    i

:

Anothl Sign�¡ Cant idevelopmeni�� ��e
C�¿,�V

"especttly USSR�¤
th�g importS frOm l

�M
�»�› �¶�q14�Ü �Ü �ˆ CT10N oF EXP6RTS

�¿å¥ �d

�\

�]

�]

�E

�\

�]

�]

�]
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25.5 1NDIA.S BALANCE OF PAYMENTS

effortS�B

Plan.

Table:Balance of Payments(Annual Ave�g ge Deicits)

I Plan II Plan III Plan IV Plan v Plan vIPhn ViPlan(1985=87)nce
Amual
Plans

32.5 344.7 615.0 1037.4 792.0 834.9 3062.0 3488.5

S�˘

�g

r�˘

‘r  EconomiC Surveys of Govempent oflndia           

�E                  .  �A

�æ�Ó
:�Ô �F�ø�fl �c �ô �i�TF�˜ �r �ˇ �F �q�v�Q �V �v ��

asttstance.248

B R
 A

 O
 U



: :|�O �¡ ,|�¡�E l       .

�b��å] ��     �| �K�«c�¡ �N�'
�‹

:  �A11.._   :               /:  �L..1.1_�A    _|..

|�¡ æx :

Dy,arS tO COme ifthe h�å essary dm(

�L�E�fi�� �¸ �ü �É å¥�� �‰�E:

i#\fY!:fi{"!:l;.T:.gd^".g".qcit in eaprrglthe-ggt_qhree years exceeded Rs. e000 crores and
�•�� �D�� :�� �…�  �c�� ØD1’�æ ���S1�� �UI�� �ßii�� �˙ �†�@�÷ �Ô �ä�æŒi ,:::p:.f f T:t_1"c*:ry*"",ii,,AA;;ir" j;;iidfi fi{,"Jrf;Aitil'T#it"il,&l."tTi|iltf i#X;

�ô �n�� �fl�VŁr:�R �Õ �� �â �˙ �ø��f�ø Œr�å å£�Ø:�æ �N�ü �� �flÆ��£�ø �¡ �¢      �WLttl�� �q�l �Ô �Ł�‚ ��l�à �ƒ
�Û �Æ�Æ :�ò lip�S �åittIII�” �~�V �ä �� �‘ �˝ Tl�• �Ô �� l�íWa2S IShe declhe h tt�¡ �Bm ttaverag6br5L�S �£ �Q�‡�Ñ �� �Ô�v�h�ª �~IttT�� �d�bin 1985�] 86 and fmher rn l�´  nar ann, :n 100‘o��   T_ _4�¡ _

H;"li3j:lj"ri;lrpJ: ":"'. *'-:::*[:?1q E, ;1 S"11;'e' ;i, 
"ff l',#3"'i:#f il"l,l

å� �÷ �F�‘ �� �ÑrFttFttli�I �ì^�k_�� JLä� �vl�× �” �A�í �N
GDP du�Ü

�b te sixtt Plan tO�⁄ 11�c �£ �l

ŁJ �Ü:�V�E �R�E�˚�v�†�¡

�u

�� ����̇° �ä��L�ï �î eTi.�w �x’c�Q �Ł:�í

�] Dro Nc Viittya

CONCLUSIoNS
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25.8 MODEL EXAMINAT10N QUEsTIONS

�P

�@

�Q

�R
�� �E1ª� �ÙŒa�Ò �í �` �dT
Answer the Fol�Æ �� i�F i�V  lbO�¡ tl,lin,s,a�V .

�R �ºÆ�çW �Q �r �ß �” �Ù �ï g�� Œt�ä��̀U.

Explain�� �x �x

|�� :111111
= �� 11�]  �¡ �A|.:�\ ,1:

�E
�g

�E�E
�U

II:

�P

�Q
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�E :|:’�h �¾�¡�]1:|�¡ |

l ��   ,�µ  �M�u�J�¡    �£�M�¿�xŒt�udgn,Trade  l  .:=

��
�V I�V l,�¡ �q SiOn�V

�V
l�E �· i:I�V

�V �Vhdi�V ���V ll�V I::�–

:i:il�S

=i

||=ti

:�æ �� �Mi�¡

11950�] 51

1980-81

1981�] 32

�a |

1å¥ Œt

1984�] 85

19851%�E
1�E _.

19883

1�ì �×

’1   1,025

:||11,"5

2,218

22:244

l ll�¡ �‘ 194

�¡
�]
|�¡ 35�¡ 12

947

:�� ;040

1,269

1,535

1,971

4,043

5,143

6,711

7,806

8:803

9,771

11,744

lQ895

12r52

15,674

20302

27681��

1:972

2,835

3,487

3,169

3;838

9,308

10,217

193260

21,414

23,096

25,602

28,879

30:553

32,553

37,918

48496

63,093

1   78

1   775

o49

(9�V )1

.(104)

(1.222)

(69)

(5,838)

(5,802)

(5,490)

�g

1000)

(5,391)

(8:765)

(7,644)

(6,570)

(7,89�Ò

(7,731)

Exports

es.crores)

Total value of
Trade

(Rs. Crores)

Bi{ance of Trade
(Rs, Crores)

|:::1�� �Õ

�Œ�Ó
�Œ

(�] )

(�] )

(�] )

(�\ )

(+)

(�\ )

(�\ )

1970�] 711111�M 11 1 1634

19721731111�� 111,867.

�� �m||�¡
çp

12,549

: :: 1    13,608

11äł |�R |�à 14�R

"B15,831

: :    1 17,135

�¡ �� 1196ª»

�ï ��

�~�Œ�Œ�Œ

1974�] 75.

Economic Survey, l9g9-90, Table 7.2 and 7.3,

RBI, Report on Currency and Finance, tdg_gO,
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pp�ç 119.21:

�~

_:1�‡ |:�† ªÛ89�] 9o aFe prOv�§ iOnd.  �¡  �M

:�F �¡ �¡ �h:�ç �� �� ��e ttnuJ Nttnber,Ta�\ c 6.8(xlol l.�J
;

àu�� �â �v�d111�� ||�u �S�V�� IIB�æªJ �i �Ù �Ô �Ô�vc�F
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1�u �Û
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�˜ �‚�¡�å |

-: 1.

MONEY
: Concept of Money-Meaning and componpnts of Money Supply
: Funstions and Imporance of Money

: Va.lue of Money - IVeasurement - Index Nurnben

: Theories of Value of Money: Fisher, Cambridge and Friedman

�] Supply of MOn�v y in lndia  l     
�E

h�PØ[on TheOFy anllndian t�� dence

BANKING:

�¡
"Tept110,9fBanking          :Commercid Banksi Funclon�˜

,Prin9�ì 1�g &Credit creadOn
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Time 3 1�ß mäP]

l il�� |�¡
’�¡

..:.              
��

�A.�I ��

Fttuity trit�• �c���Ùll sciences

�F:A.:II Year(3 YDC’ExaminatiOn

__       ECONOMICS

Paper_Iv: Money,Banking & International Tnde

S�å tion=4 cMarks 4*15=6o

[Maxo Marks
Mino Marks

��

�R�T

1.

2.

3.

4.

5�B

6.

�� Answer any Four ofthe following Eight quesdOns�B

���æ�|�Z�¶���ß�E�F�“�‹�v�o�›�Bhneseici.

Explain the various functions of money.

Critkxlty cxaminc the quanrity h*y of morrcy.

"[aans qeate deposits" - Discuss.

What are the functions of a Cenral Barrk?

Briefly describe the weapons of credit control employed by the Reserve Bank of Iridia.
pnel�º �¿�� �b theOry�V �V80mttonal�ß �V �B

advantages and disadvanalEes of flexible exchange rates.

and effects of lnrport-substitution poticyrin India.

:           Secd�g _B cMark�Ì  5x8=40

1�œ�B�R�R:�æ �ü rig�E
nl�g mms

�ƒ.�Æ�¡��=��
fOl�â Wing h abo�Z  15 Hnes�  ch�B        �E

9.What are the mttOr deteminants OfmOney supply?                      
�L�M

1,ExPIain ttO different typ�å
OF�˚me��

1�¡ |�\ "�V
�i odves of hOlding m�i �Ł?             :

12�B What�V�\ mttnuslmm.�B f mo�\ �bS�q�Ł       :
1l What�¤

��es�¤ çq �†h�� �\�§s�g folbtt by RB.I.?

14�B Whatare the m�] äå �å dVes of mo�N lary pol�‰ y?

anks.

ItematiOnal trade.whatis tt h_ij�†
�e�l �L

le and balance of payments.

18,HOwl�� �S �BhgettdeteFmined uIIdergoM standard?
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�” 151T= Wi
�¡ l fl:1�¡ �¡

:.=�\ :111:.11

,�¤ |
�u1�¡ �Œ

�Œ�Œ�Œ�Œ�R�Œ
�i�Œ�Œ�@

�]�E�Œ

�u
�Œ
�@
�N�@
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l:11i:l�E

B=A: (3Y�x �“ Examitttibn

ECoNOMICS

I. "Ausrel t!",f-g|q!"lTg. qrrestiog* $rirt.S0 tines each.
1. . Dti'firre rnontyahd"e*piain various kiurts of money.
2. .Defihe inflation and discuss causes, effects ah<r remedies of inflation.
3. State and explain Fisher's equadon ol.erxchange.

�\ Wer��
�E

uestions�¡ h albout 15 1n‘s�� ch.

�]�P�D
�Q
�D

�R
�D

�S
�C
�U

�U
�D

|�A �æ�« �¿ �V
r_wiMq�h �� Ba’Mng&In"rna�g Ond�RŁ�de

ASSICNMENT NO.1

�PŁ÷ _I�â �r ���§ �Õ n�D h�Ó rttntts.
::�V

�Mh""Stt PqLI"�N h any s3�� ��e,�v ve th3Correc:�� ferencJ:�c
�E

1

�â �R�fi �Õ � 1̀�` �� :�O :�ì �Ó.

cOmple10n Of thiS assignment normally shOuld nottake more 
�Van 2(two hour�U lilh�v .

�‰

gap.

Ex�� �]n tte i�§ �Z �Ó dclnand liDr m9ney.

Explain the t�Œ 11�Ü �V�‹ Ofimeney!inany et6n3my.

’�M �–SII�O �M�¡�M�O::

�†

�@

�d�\

�u

2.
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~.    =,I�] �¡ �¡ |:I�L �¡ 1�E
�]ti : j   �¡�E�R

: :

BAttYear ti:�f c,Exattna10n

ECONO�ˇS

_.�E Œtper_�W :Money9 BanHng&hternattonal hide

ASSIGNMENT NO.2

1�¡ �¡.�E �L�RB.:

1..Donot�V y�V aswerdigdytom myofttbooks�B �Œ1   2.As h as possEble=y to answa the�L
qucst10ns indcpDldently in tt ow�u wads.

3. lf itis_to qu...om any sou�g ,gi�A ,�˚ O co�\ t refeFenCe,

11   �Õ �R
��gtheass�Vml

l�¤

�g

of the evaluator�B

6�B C6mpletioi ofthis assignment nomally shouldnottake nlore than 2 cw�B )hOtrst ime.

L Aparietr&a*mu*em q ffiIt'-rtout A) firc each.

l. What ue the rnain functions of commercial banks?

2. . What re the major features of Indiarr mr)ney markets?

3. lvhat se the various mettrods of credir conrol 3vailable to a cenual Bank?

�„   �I w,T

�R .

�Œ�}

Z What funre do puyhrrliso fu rhc co<peratives in India?

3. Explain the scopo and operations of NABARD owards agriculnrat credit

�w
�Œ

�R�T

�u��
= 261
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�x �Õ �J �A�¡�¡ lTi�¡ �¡ ’�¡ 1

�Œ�R�Œ
�j�N�O�A
�Œ�Œ

�Œ�·�¡
�J
�Œ

1�M�˜lltyIF�ƒ ØS�bli sdences

B.A�B
�‰ �x ar,Y�ä IExamin�Ü

�g

On

:t     CONOMIcs     i
Pa�g�m�] Iv:MOntt Banking t iternttonJTrad:

�I �J
’�M

�]�M. | :       ASSIcNMENT NO�B
3

N:B�B : �L

�P lw�æ:

�_nts Of the evaluator.

|  �¡  : ll�L �¡:�] 111�¡ |  �]
=�E

’i:ly should nottake mOre than 2(lwO hOws�E tinic.

An,wer the FOlltting questions h abOut 30 1ines each�B

ExPIan the clas�� �� hories Ofinternal10nal tradet

D"uS�V �˚ �» �‡imum�`
�w Te�Ô �} mØ à̧� �„ ::.�y �¡ çp �Æ�� Al:.�� ar�n �� �¥ �o �æ�� �â �Þ �A |�A 1 ’�M �R�¡ 1

poit'er. parity theory.

II. Answer the fi
. o :swwrtt tIt. ,ltlarrrt I E t:_ ^ _r. Exprain.," d'jil#;{#ml" 

in'about 15 rines each.

,+:r 
-2' lIP|aI, 

the exporrpromorion policy
3. Explain the difference between balancr

. , ,,,r L;:: - . ,..: .:. .",
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