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e Banking, Centra Ranking, Indian Banking and the Reserve Bank of India. The last section

.. PREFACE

 This book deals with the topics in Money and Banking (Theory and Practice) included in. -

" the svliabus for the Second Year of the B.Com., course offered by the Andhra Pradesh Open:

" University. These topics generally cover the “core” area of the subject to be studied in the = -
~Second Year of the Three Year Degree Course in Commerce (B.Com,,). The syllabus for the
"_sake of convenience is divided into Blocks, each of which" comprises a number of units. Each -

- Block generally covers a spécific area of the subject. The units ar¢ prepared by specialists in ) B
- accordance with a format sé designed as to enable the student to read and understand them =~ . §
" without:much difficulty. Each unit begins with a statement of its objectives followed by contents -~ 7.
and:has at its erid questions intended to test the student’s comprehension of its subject matter.
. Aechnical terms with which the student may not generally be familiar are given at the end of -
' each unit under the head, “Glossary”. I -

As we all know, Money’flays an important roe in_economic life. It facilitates many.
economic activities like production, trade, public finance, etc. The economies would not have
‘beepalevéioped without the use of money. ' ST

Banks occupy a pivotal position in the economy of any country. They help in the development
of commetce and trade by mobilising deposits and advancing loans to the industrial sector. Banks'

_ -have become indispensable to the modern business world as they provide various segvices to.
" business-men as aiso theé general public. It is for this reason that ‘Money and Banking * forms' -
-~ an important subject of study4n the B. Com., course., ' S
©_ The course raterial of this paper is divided inte three-sections. The first section deals with
Money, Funct' .- of Money and Theories of Money. , The sccond section explains different
topics related te Banking (theory). This section discusses such important aspects ag Commercial
_covers in gener -2 Law and Practice of Banking and in particular, the Banker-Customer .~ .~

relationship, Type .- Accounts, Negotiable. Instruments taking into account ‘the latest trends -

* and changes in the Law and Practice of-Banking in India.

The Universiry hopes that this matéft-ial_‘.will.help the student to get acquainted with the
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3 1 0 AIMS AND OBJECTIVES

In_ __thJs Unit, we mtroducc you the Bartcr system cxplam the evnlutlon of Money and
concentﬁate on klnd 5, characterstlcs and various functmns of money ' -

By the end of this unit, you should be able to:

* mentlon the inccnveniences of the barter system

—

* _cxplam how the * moncy is invented. apd what are the dlffcrcnt stages in the evolutlon of

"' expalrn the mearmg of the term money and dcf ine ity

. explam the. different kinds of money; ‘and
*. descnbe the char acterstlcs and functaons of money :

- 1-.1 I.N'TRODU(:TION'I

_ "Mopey is an important invention of man. It is the centre around which the QCOI;IOH’IIC__ '
* -science is built. Money has made possible rapid economic progress. Marikind is 5o accustomed
to. its use that it does not think of dospensing with it. In fact, the present .day. economy 8

jabour, mtroductlon of large scaie productlon of goods and services and extent:on of various

dlsmbed as ‘money’ economy. It has facilitated the, reahsatlon of the advantages of division.of-; o



-

forms of hlmness and financial transactions. It is not an exaggeration to say that the present

economic development of most of the countries would not have been possible without the use
of money. : - - :

This unit explains diﬁérént aspects of moncy and the Tunctions it perfomﬁ.
12 THE BARTER SYSTEM AND ITS INCONVENIENCES

But the case of money is only a subsequent development. In the beginning, man tried to get
the goods he did not produce but which were essential for his existance from others on barter
system. Some men produced certain goods in quantities which exceded their consumption. Thus
one man having surplus of one commodity-say rice-and needing antoher-say vegetables-searched
~ for a person who required rice and had surplus vegetables to offer for rice. This act of direct
exchange of one commodity for another without the meditation of money is called barter. “Thus,
barter is direct. exchange of goods for goods. - ' L , '

This simie process might have worked well when transactions were few. A number of

difficulties arose with the increase in economic activities. These are explained below. -

i) Lack of double coincidence of wants

Barter is inconvenient and time-consuming as it requiresdouble coincidesce of wanis. A

person who wants to exchange his goods for other goods has to find out another persan Who

has what he wats, and who at the same time is willing to take what the other man-offers. For

exampie, let’s say there is a person who has cloth over and above his requirements but wants

ricc. He must search for a person who can take his cloth and give him rice though there may

be a per=on ready to part with rice he may not require cloth. So this transaction cannot take
- place due to the lack of doubie coincedence of wants. '

it) Lack of common measure of value

The value of each commodity in terms of every other commodity entering exchange is to be

computed under the barter system. The absence of any common unit interms of which the values

of different goods and services could be measured and expresse.. 4 serious short-comming
of the barter system.At one time,cloth may have to be measured in terms of grain, at another

. time, in terms of shoes, and so on. As there are innumerable variets of goods, different in’
- quality and size, it is difficult to measure the value of one in terms of the other. Consequently,in -~

barter economy, the modern facilities of life resulting from specialisation cannot be provided to

mankind. It is very difficult to compute the net worth of an individual or business due to lack

of a common unit under this system.
i) Indivisibility of certain goods

‘Also ‘there are certain goods, which are more valuable, but which cannot be divided if a
man wants a small quantity of rice but had only a cow or horse to exchange, what should he do?

iv) Difficulty in the exchange of services

- Itis all the more difficult, when services are to be exchanged. The story is told of a _Pr_énch
singer who gave performances on an island and was paid in terms of pigs, goats, apples, bananas,

ctc. The pigs and goats ate up the fruits and other eatables and the singer had to give many -

morge performances to earn food for the pigs anil goats,

*~ There isafurther difficulty in the baarter systemwhere the commodities cannot be preserved
for a long time,because,they perish or lose value. S - E
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- Thus, we see that, although inlpr'imiti_\{c_times, the. barter _system worked out satisfactorily
it became ineffective with the growth in size of the €cOnomy. ' S

vi) Difficulty in transporting ethangeg goads:

The goads exchanged in Barter system have also 'probtcm of transporting from one. place

' _t'd'another._ c _
' CHECK YOUR PROGRESS - 1

»  State the inconveniences of barter system.

1.3, THE INVENTION OF MONEY

e Ih"":‘féx:t,_ money deserves to be ranked high among the 'outstanding inventions in the entire
history of mankind. The problem of expressing the value of each article in terms of all others is

" " solved; the values of alt commodities are expressed in terms of single commodity, ie., money.

To overcome the disadvantages of barter, money was invented. Money was first used as an

~ unit of account or measureof vatue in terms of which the value of all other things was measured.

A pérson who has an articie to exchange_sel_ls it for money and with the money got he

purchases the goods he wants. Money has facilitated exchange and made possible the present
‘complex economic prganisation based on division of labour and specialisation. B

As already mentioned it would be no exaggeration to say that economic progress of the

“present day. dimension would not have been possible without money. "Money is one of the most

fundamental of all man’s invertions. Every branch of knowledge has its jfundamental.di_scovt:ry.
In mechanics it is the wheel, in science the fire, in politics the vote. Similarly, in Econpmics,
in the whole of man’s social existence money is the essential invention on which all the rest is .

1.4 EVOLITION OF MONEY

E Different stages in the 'cvnlutioﬁ of money are cxplaiﬁed helow:

i) Commodity Money

Primitive money took the form of commodity money. The particular commodity chosen
as money depended upon various factors like the location of the community; climate; cultural
and economic development of the community, etc. For. example the communites living by the
sea-shore chose sheils or fish-hooks ds medium of exchange. .The cow, sheep and goat.were

- used as-units of account and media of exchange for a long time over a large area. But the

“a_'xﬁmai-money” has its own serious disadvantages.

Foltowing is a classification of the commodities used as money .at different times andm

‘gifferent societies.



' indestructability, stability and homogenity. o

1 Conﬁxrﬁér.gd'dds such as rice, fe_é:, salt, fish, fruits, tobacco, cloth, etc,
2. Capital goods such as knives, bu!.}_éts. weapons, etc, '

3. Tokens, scraps, furs, etc, . o .

4, Mctalsf'such as gold, silver, iron, copper, brass, bronze.

ii) Metallic Money

Of the above commodities, metals came to be used almost universally and exclusively. The -
history of metals as money goes back probably to 300 B.C. There are a number of qualities that -
have- tended to make precious metals the most desirable form of commodity meney. Jevons
has classified these in order of their importance: cognizability, utility, profitability; durability,

- Metallic money reached its highest form with the invention and pcrfcction_df the art of

coinage. In the evolution of coinage, the following stages can be distinguished:

i) The first stage : Different shapes or sizes were given to articles which were by nature
uniform in physical character. . '

" i) The second stage : Metals were used in the form of small in gots. These hadisebc
weighed in order to ascertain their value. : . R
iii) The third stage : Merchants put their marks on metal pieces. - } o
1) The fourth stage : Introduction of the milled edge. This enabled any one'fo find oiit
at a glance, wheher the coin had been clipped or interfered with in any way. Further, the coin

was covered over with designs making it impossible to, rub off any portion of the metal.

N v} Th. ﬁfth and final stage : This stage is the emergence of government as the sole autho’titj? _ -
_for minting coins. : _ -

~ As between gold and silver.silver was wsed as money for a comparatively longer period:in
the past. The reason was that gold was too valuable and could not be used for small transactions
such as the purchase of bread or sait, Hovever gold was also used as univer<allv accepted money
with the gradual discovery of new gold mincs. Coins of smalier derominationis wz e made with
silver or copper or bronze to facil itate fransactions of smaller value. T '

iii) Paper Money

After the metallic stage came paper money. Merchants stérted cartying papers showiig
their title to metaliic' money due to the difficulty of carrying gold or silver coins. TiFcourse
of time, these pieces of paper came to be regarded as money and sithmately came under the
control of Governments and central Banks. To begin with, paper money was & mere stbstifute .
for metaltic money. In several countirie$ notes were declared by law to he cor crtible into gold
of a certain weight and fineness. Later, paper money ceased to be convertit:' +, :

At this point you may wonder how paper, which has no intrins’ic_value; is acccptcd as:', '

money. The answer is that any article can serve as money if it is generally accepted as money . .

by everyone in the community. Paper money, though it lacks intrinsic value, possesses the two -
essential qualities necessary for money. It has general acceptance; and, since the supply of paper’
can be restricted, it has also the quality of scarcity. : : _ :
" iv) Credit money S S

. The latest stage in the evolution of money is credit money or bank money. This fmiohey
predominates in the total volume of money in circulation, Credit money refers to bank deposits

. kept by people with banks which they can withdraw at any time they like through an instrument -~ .
. known as the Cheque. This money changes from person to person in the form of cheques; -
- drafts, etc. Most of the transactions in business and industry today are settied through bank
noney. : : : : . _

L)
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The evolutlaon and deve!opment of money can be summansed in the follomng chart

I . IR : EVOLUTION AND DEVELOPMENT OF MONEY -
* Barier )-_CornmodnyMoney R, ,.PaperMoney % Credtt Monay
T 1 | — P -
consumpuongoods . Capitsed goods Tokens . Mgtals
S . L.  oney A TR - . L

: CHECK YOUR PROGRESS 2

What are the d;ffe:em stages in the evolution of money"

'1 5 MEAN[NG AND DEFINATION OF MONEY

Haymg d&scusacd thé invention and evoiutlon of money we now tirn to explam the meamng :
and defination of the term money 1t is difficult to define the term ‘money’ compréhensively.
In simple terms, it is stated that money is what money does”. This is no definition because

money can be called money. In that sense, coins; cheques and b1|ls are money

. . Crowther deﬁnes money as anything that is generally aeeeptable as a means of exehange
R and at the same time acts as a measure and as a store of vaiue

R Rnbertson also defines it as “anything which is mdely aocepl:ed in payment for goods orin .
A ' dlscha.rge of other kinds of business obligation”. :

Keynes defifies money- as. “money is that by the delivery of ‘which déebt-contracts and- .
price-contracts are discharged and in the shape of which general purchasmg power is held"
Thu& general acceptablht} 1s the necessay eond]t:on for money. :

: The truth is that any complete definition of money should embrace all the essential functions -
which money pcrforms in the country. Money must be something that performs all the three'
o lmportant functmns of medium of exchange standard of value and store of value. S

16 KINDS OF MONEY

we now briefly explain the different kinds of money

o l) Common money and bank money

. Common money whlch is othermse known as legal tender money forms the basxs for bank
money Legal tender money is the money w!ueh is backed by law '

we have to ask again: what is it that money does" Anything which performs the functions of -



Now-a—days most of the payments are by means of chcques drawn against current and

savings deposits held in banks. These cheques are called bank money. Demand deposits act as

medium of exchange, they serve as:a store of vafue. Bank deposns against which cheques are

drawn are simply acknowledgements of private debts expressed in-terms of Money- of-account

They are not money but clmms agamst money
il) Commodity Money

Commodity money is composed of actual units of some freely obtainable, nunmonopohscd
commadity chosen as money. Commodity money is also termed -as full bodied money because
the real or commodity value of the money material and its face value do not differ. In other

‘words, its real vaiue is equal to its face value. That’s why it may also be called standard money

Along with standard money {also known as ful! bodied money) token money also-existed

side by side. We may define token money as the money ‘whose value is materially greater thian

the stuff of which it is composed’, The face value of token coin is greater than 1ta real value
iii) Representative Money N o

Representauve money may be made either of cheas mataior Coivertible p paper mﬁ'iey

‘The 1mportant ﬂ'ung 16 Témember is that representative money is valued not for its own sake-
but for the sake. of the commodity money which it represents. These notes were earlier backed .

by 100% metallm rescrves possessed by the central bank of the country.
iv), Mmged Money :

In course of time, the demand for money increased owing to the great increase in population
and the volume of business transactions,The supply of money could not be increased to meet

the demand if 100% reserves were to be Kept. This led to the reduction in the proportion of

gold reserves in relation to the notes issued. This did not affect the convertibility of notes into

gold as all notes issued were not presented for conversion at any singlé point of time. Under _

this type of arrangement the supply of money was managed so as to correspond to business
conditions. _ _

v) Fiat Money |

FIAT money has absolute elasticity, and can be managed accordmg to thc rcqulrement of s

trade and business.The three salient features of fiat money are;
1. It has little or no value as a commodity:

2. It is non-redecmable into any commod;!y whose value is equal or near-equal to its face or
‘tegal value; and .

3. Its purchasing power is not kept at par w1th that of gold or silver in whch it mlght have
been formeriy convertible. .

17 CHARACTERISTICS OF GOOD MONEY

. The follwing are essential Characteristics of ‘good money’:
I) Cognizability

The common man must be able to recognise money easily and -quickly. If paddy is to act
as money, it is not possible for a person lacking knowtedgc of paddy to identify the quality as
‘there are hiindreds of varieties of paddy. But gold s recognised by all men whether they are

educated or uneducated. It is to meet this requirement of cognizability that cnrrency netes a:e.

printed in different sizes, colours and with distinct designs.

25
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i) Utility and value T

Money is that which is w1dely accepted General acceptability is fulﬁlled 1f an arttcle is
useful and valuable. Vaiue can be attributed to a commodity through scarcity. A commod:ty
should have not enly utility but also scarcity. Commodity and metals have utility unlike paper.
Paper becomes worthless if it is declared itlegal. Metals satisfy the qualities of utility and value - -
and also other qualities while commodities satisfy only the quality of utility. Thus, metals are .
preferred to other forms of money. However, value can be attributed to paper also by giving
legal prorecnon and creatmg scarcrty :

fii) Portability

. Material used for money should be easily carried with us. Bulk commodities like bricks,
cows, iron, etc., cannot be easily carrieed. Metals like gold, Silver can be easily carried in.small -
quantities. But metals are also sometimes bulky if carried in Iarge quantities. Paper money is
the most hlghly portable money which can be carried in pockets :

'w) Divisibility

‘The material chosen as money shoutd be capabie of being divided. In this division, it should

. .motose its value. Gold and silver have this character. The value of gold and silver can be

" determined on the basis of the weight of each piece. Thus every metal possesses this character.

" Some goods do not posses this character. For example, cow. If we divided a cow mto picces

. the original material itself is wasted. So many commodities cannot be used as money. But in -
the case of paper, it can be divided by converting it into lower value currencies. ' .

v) Indestructibility

~ The material used for moaey must be durable and indestructible. Thls quallty is essentml o
if money is to satisfactorily discharge the functions of store of value and standard' “of deferred

' payments. “But’ commodrtles like vegetables, cows, etc.,, are not durable, whereas me:als are

lnghly durable Paper is no doubt; perishable but it can be replaced wlth expense.
vi) Stability
The value of material used as money should not frequently change Instabsllty teads to

_ unacceptability by people in the community. Paper money can also be made stable, but in times .
-+ of war, its stability is lost. Metallic supply is under nature’s control while paper supply is vnder

maﬁ*ﬁ oontrol whlch is ever changmg. So precnous metals are more stable in their va{ues

. vii) Hmnogeneity

'Homogeneity means that the substance shall be umform in quahty One com should ot
be supermr to another. Both paper and metals satlsfy this condition. _ .

1.8 FUNCI‘[ONS OF MONEY

‘Money performs certain lmportant flmcmons which can be grouped into the following three

' categories.

1. Primary functions,
2. Secondary_fl_mction,and
3 Contingent functions.

181 PRIMARY FUNCTIONS

Under ths category are mcluded the most. rmportant functions which money must pe:fprm'
m every: country ' . .



"L Medium of Exehahge : By acting as the mc'd.ium of exchangé, ';rrfoh_éy has becomé  © "

universal commodity, i.e., an intermediary against which all goods aré exchanged. As Crowther
remarks “money has become the first broker™ It bridges the gap between two parties to a

traiisaction that exists in a barter economy owing to frequent lack of double comcuicnce of

wants. Thus the use of morrey faal:tates sale and purchase of goods and services,

2 Standard of Value or Measure of Value Whenever a commodxty serves as a med;um.

-of exchange, it is natural to express values, make contracts and keep accounts in terms that.

“Money is the vehicle of our thoughts, prices, and worth”™. The monetary unit, which, is used
by all as a medium of exchange, furnishes a common measures of the heterogeneous values of

goods and services,

It must, however, be remembered that 'r'nonejr does not provide’a measuring stick-of prices

in the same that ‘tany physical units do. Monéy ifself possesses no absolute value. The price

merely expresses a ratio in terms of monéy-the vahie riot measured by but expressed in money,:
Hence some writers propese to abandnn entlrely the expression - “Standard of vaiue” and prefer '

to use “Measuring of Value”.

. L 8.2 SECONDARY FUNCTIONS

1. Standard of del'erreﬂ Payments Money not only sewcs as a standard in munediaw.._:. ;

transactlons, but payments cuie in fatute are also expressed in terms of the moneytary unit.’

Moncy associates the present with the ﬁmlre and for this assoc:atton to be*satlscactonly

pcrformed there must be a reasonable degree of stability in its value.

The importance. of this function having greatly increased in recent times,. much of the
modern policy has centred around the efforts to achieve a more adeguate standard of deférred
payments. . _

_ | 2. Stnre of Value : Money acts par excellenee as a store of vamc or general purchasmg o
- power in dlsposable form. A sansfax:tory medium. of exchange must be stable in value and this .

characteristic permits money to serve as a means of storing up value for indefinite periods.
To-day the individual merely keeps on hand the amounts of money he needs and mvests the
balance for the sake of a return. But in times of economlc uncertamt!y, m(mf’y tends to-act as
a store of value in a grcater degree. . . :

3 Guarantor of solvency The funcﬂon of money as k] guarantor of sclvency, though-_-__: e g

| consnderecl as an additional function, is related to the function of money as a store of yalae,
. The holding of a certain proportion of the assets in the form of liquid money on the part of

individuals, banks, companies, etc., will prevent the seizure of their properties by their creditors. -
They are said to be solvent, hovever rlch they nnght be, only when they meet their obhgatlaons- _

as they fall due.

4. Transfer of. Value Secondary function af money relates to its use as a mechum of

transfer of value. Though money value is easily and quickly transferred from one person and.
place to another, it does net involve any difficulty to transfer one crore of rupees, from one -

place to another through the device of cheque, draft, etc.
1.8;3 -CONTINGENT FUNCTIONS
Prof. Kinley speaks of thc contingent funcnons which arise from thc charcterxstlcs of the'
stages of economic life. They are four m number. : S
1. The distribution of national income; '
2. The cquahsatton of marginal utility in cxpendrture

-3, Furnishing of a basis for credit system; and
4. Imparting of a general form to capital.”

¥
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1. Distnbut:on of Natmnal Tnmme. Money fac:lltatcs thc distribution of natlonal mcome _
between factor-owners Tn the absence. of money, the dwtfibutm of the joint product which m'_' -
many cases is indivisible among various claimants would have bccn impossible. By fac1htatmg N
‘the dlstrlbutlon of natl(ma] product, money has mddc economlc progrcss p0551ble o

2. Equahsatlon of Marginal Utlllt}' in Expenditure: In modern times, every commodity is
. procured through the medism of money Scincé money is the only commodlty which' can be
distributed among the competing uses in different (uantities, a consumet applies the prmclplc of
maximum satisfaction by purchasmg guantities 6f various goods with a given amouirit of money
Through the use of money, producers are also enabled to maximise theu' returns by silbstltutmg N
one factor for anothu at the margm :

3. Basis for Credit System, Money is. the basig of ‘credit money whlch plays an lmportant S
role in the development of modern economic system. It is a cash reserve to ensure solvency
and guarantcc the payment of credit transactions. :

o 4. .General farm of Captal: Finally modern busmess utilises money to gwe a liquid form -
“to capitat. By keeping the wealth in cash- balance we 1mpart hqmdlty to it, because it can be
readily converted into any form at any time.’ .

Cleariy the so called contingent functions of money are mereiy the advantdges that acrue
£o' socxety from using money as a medium of exchangc and the measure of value.

These functions of money can be summarised in the foliowing chart;

FUNCTIONS OF MONEY
-

“Primary Sedondary : _ . Contingont
.. otr 1 r o T b 7o i .
Madium of exchange - Measure of value . Standard of Store of Guarantor of  Transfer of o
’ ditferred payments  value | sokency  ofvale - ‘
[ - . - - ) - - B ]
Distribution of . Equa!isallclm of marginal - Basis of Crleeil money . General forms of caplial

National Income utilityof expendiitre

CHECK YOUR PROGRESS - 3

19 SUMMING UP

_ Before mventmg money, the barter System was in practlcc Bartcr is the d:rect cxchange of

goods for goods. Barter system had a number of difficulties, such as Jack of double coincidence

o . of wants, lack of common measure of value, indivisibility of certain goods, difficulty n storing

] - value, etc. To overcome these disadvantages of barter, money was invented. Primitive money

; “took the form of commodity money. After commodity meney, metal was used as money with
the invention of the art of coinage. After the metallic stage came paper money. The latest stage
in thc evolution of moncy is credit money.




Money can be simply defined as anything which is generally dcceptable as medium of
exchange. There are diffirent kinds of maney, viz, cositmon money, bank money, representative
money, fiat money, etc. Good money should have: certdin characteritics Jike cognizability,

portability, Diifis'ibjli_ty, indestructibility, stability, gtcl"-'-'-_.

Money performs certain important functions viz., primary functions, secondary functions .
. and .contingsn_t.fgnctiops. Primary functions include basic functions, ie., mediun of exchange
- and standard of value. Under secondary functions, money acts as standard of defferred payments,
store of value, guarantor of solvency and transfer of value. Contigent functions of money include
the distribution of social income, the equalisation of marginal utility in expenditure, basis for

credit-system and imparting of a general form to capital.

L10 CHECK YOUR PROGRESS; MODEL ANSWERS = -

1) Lack of double coincidence of wants
- il) Lack of common measure of value
ity Indivisibility of certain goods
i) Difficulty in the exchanged of services

v) Difficulty in storing value.

vi)” Difficuity in transporting exchange goods.

2. i)  Commodity money
© i) Metaltic Mone_y |
.. iti) Paper Mohey
W) Credit Money

3 -'Mo'ney-may be defined as anything which is generally accepted and used as a medium of
- exchange as well as a measure of value.Its functions are: ' - :
- a) primé_ijrﬁmctions
1) Medium of exchange
_ii}' Measure of vallie_

b) Secondary functions

i) Standard of deferred payments

i) ‘Store of value

i) Guatantor of sdl_vency
. ) Transfer of value

¢)- Contingent functions

' i). Distribu_ti:on of social income
if) ‘Equalisation of marginal utility in cxpenditure
iii) Basis for credit system '
o i'\'i'): .Imﬁarting of a general form to capital.

10




111 MODEL EXAMINATION QUESTIONS

A, ESSAY QUESTIONS

O SV R

" List out the charactensncs of good money

Answer the: followmg in about 3@ lines each:

What do you understand by the term ‘Barter system'? Expahn the 1nconvemences of barter _
system .

Dcscnbe the stages in the e\»;olution of money.
Deﬁne money Explam the various kinds of money"

Fl

E‘.xpallrl thc functlons of money.

B. SHORT QUESTKONS

10
o

@ g oo

: Answer the following in about 15 lines each:

Expalin the process involved in Barter system,
What are%hc inconvenicnoe_é of barter system.

- What are the stages in evolution of money ?
‘What do you mean by money ?

What are the primary functions of money 7
What are thc dlffcrent kinds of money‘?

U1 12 REC()MMENDED BOOKS

X

L Crowther.G ._ R An out line ‘of Monﬂy -
| 2. nganML. o _ : Money, Bankmg and Indcrnanonal Trade -
3,Sundaram KPM : Mo_ney. Banking, Trade & Finance . |
4. Valsh MC : : Money, Banking and Intematidhal Trade. |
113 GLOSSARY ~
.’ﬁank Mt].l'_lesf. ' . S Bani; Deposits against which ﬁheqﬁés (;an_bé.issued._
_.'_j_ _Barter o C -+ Exchange of"g'oOds for withoﬁt the use of _n_jon_éy. _'
" Fiat Money o ; Moncy which has absoiutc cIaSEICItY _
" Legal ‘l_'msler Money o : .currency and coins issmid by a central banl\md govemmcnt.,
Maﬂagéd Monej " S Money lssued wrth !csa than 1ﬂﬂ"r me zmizc reserves.
.'.R:eprc::_séntlal':i.ve.'l\'_vléh'ey. . Money issied wuh 100% mettmc re‘;ervc%
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'UNIT-2 : MONEY ECONOMY
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* Distinguish the modern view from that of cla.ssmai view about the rolc of money in an.

2.4.1 Merits

2_.4.2 Demerits
2.5 Summing Up
2.6 Check Your Progress : M -dei Answers
2.7 Model Examination Questions '
2.8 Recommended Books

29 Glossary

2.1 AiMS AND OBJECTIVES

- This unit aims at explaining the classical and modern view poir~  .aut the role of money

in an economy and discussing ¥ ¢ features of money economy and m 5 and demerits there of. -

At the end of this unit, you should be able to:

- economy;
* Ident_ify the features of money economy; and

* list out the merits and'd_emeri_ts of money economy

2.1 INTRODUCTION

An economy in which the transactions are settled through the medium of money is known -
~ as money economy. In this economy, the economic behaviour of individuals and institutions -
is largely influenced by money. The influence of money is found not only in the production
of goods and services but also in their consumption. While each producer ‘tries to. maximise -

profits, each consumer tries to maximise his satisfaction in the best possible manner. However,

the influence of money on the economy is subject to controversy among the économists: In this °

connection, it is relevant to discuss the views of classical and modern econenusts o the role of
money in an economy.

22 CLASSICAL AND MODERN VIEWS ON THE ROLE OF MONEY IN .

AN ECONOMY -

economy.

12

Now, we discuss the classical and modern views on the role of mongy in the

e




: 2.2.1 CLASSICAL VIEW o

'l"he classical economists felt that the real sector of the economy rcmamed separate from the

monetary economy. Consequently, changes in money supply influenced only the absolute price

level without any influence on aggregate employment and output. Thus :classical economists’
view that money is a passr\fe factor in the economlc system. ' '

222 M(_)DERN'--_VIEW CIRCULAR FLOW OF MONEY

. In contrast to. the classical view, modern economtsts. hold the view that money has an
important role in influencing the functioning of the economy by affecting the aggregate output
and employment. Modern economists give more vaiue to money in their economic planning as

-.changcs in money supply exert their’ influence on the functioning of theeconomic system. In '

- their view, if money is out of order, it has its ‘effects on the smooth funétioning of the économy

in one way or the other. Increase in the flow of money results in increase in aggregate output
meloyment -and increase in prices. As against this, decline in aggregate spcndmg results in:
decline in. purchasing. power, prices, output, and employment in the economy. This does not -
mean that monetary economy creates resources if these are lackmg in; the country. Monetary
economy cannot bridge the gap in the natural resources or the scarcity of capital goods or the

" ... backwardness of technology. But an appropriate policy of monetary economy when planned ard
: managcd properly may act as a catalist to increase and maintain the actual rate of production

nearer to the productive capacity of the country. In the same way, monetary policy is only

~ one of the factors. influencing the distribution of income and wealth among the members of
al country The modern economists’ view becomes more clear when we siudy circuldr flow

of money in an econonty which explains the influence of money on economic activities like
productlon, cmployment and distribution. &

Circutar Flow of Money in an, Eoonomy

 People pursue dlfferent occupatmns and hold different economic- pos:tlons_ ln their dual

: role as producers and consumers, they operate multifarious operations causing continuous flow
of money in the form of receipts and payments. Money spent by the consumers for the purpose
of purchasing various goods and services is received bu the retailers which in-turn is sent to

- wholesalers, who pass it.on to, producers. A part of this flow is directed to the exchequer in

the form of taxes. The manufacturers use the money proceeds to pay for the factory services,
raw. materials, technotogy, and to employces in the form of wages.and salaries. In other words,
money flows back to household sector in the form of payments made for rendering factor
#¥ices in the form of wages and salaries, interest, rent, profit, remunération, ete, A portion
of incotés 'of the households may be diverted to the government in ‘the form of taxes. Much -
‘of this amount generated from business and household sectors also flows back in the form of
subsidies, various. payments made by the government. inciuding the salarics to its’ cmployces
Thus the bulk of the money remains active inr a continuous circular flow. The circular flow of.

. money in the economy should remain undisturbed for the smooth functmnmg of the economic '

actmty 15 sub;ectad to chaos. The fol!owmg 'diagram shows flow of money in thﬁ €conomy.

2. - Business Recaipls. . ' 1. Cost of livitg -

Cand, Daymod s {mibsidies) thom S -
P —
-Bus.noss | irma [ Cvormmod

-SSP s P
. [N TIFLTE ST Es ] ‘]’
s .

~ T Taxm Silarins, !'.rrvims.:_._/_' e

s . i -
\ Te— ... ¥actor or Resource seevices o P
. _actur ace e
M O -

e Mpney (Rert, wagus, irkearest de.) o oo

S —

3.5 Cont of groduction. . o ’ . 4, Comume's lncome
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. This ﬁiagram shows the flow of money from households to business firms in return for
.. the purchase of goods and services and the flow of 'mongy from business firms to households
- in return. for factor services. This diagram aiso shows the fiow of money from households and

form of payments to factor services and to business.in the form of subsidies.

- During the process of completing the circle, the money fiow takes on _thc'forl'ns of consumers’

" cost of living, business receipts, cost of production; and consumers’ incomes. Consumers’ cost :
-of living are business receipts from the point of view of business frims. Similarly aggregrate .

costs of production and aggregrate costs of prbduct_idn"and aggregate consumers incomes age
the same thing viewed frpm two defferent angles. - R - :

" “Thus this cifﬁular-ﬂow of money shows clearly t_hé-:rdi-e of money in an economy particularlyits

Jinfluence on pro'duct_ion, distribution, consumption and employment as opined by the economists.
- CHECK YOUR PROGRESS - 1 o
. Expalin’in- brief the modern view on the role of money in an _écon()my.

..'o-....-----...-.-.._---.....-..--.-..---...-..--.........--...-....---...,-...- .........
R I T

B I At atrrnaa marrraaee A m Ak s s e s

23 FEATURES OF MONEY ECONOMY

: -An ixnpbrtant-fcét_ut_‘c of monéy'economy as already mentioned above, is that money is
- used freely and widely in settlement of transactions. In other words money acts as a mediam

of exchange in respect of all transactions. All accounts are maintained in monetary units in

this type of econemy. ‘Another important feature of morniey economy is that individuals and
institutions store the values in terms of monetary units. Further all ‘deferred payments are
- discharged through money. . . SRR S

Commercial banks are assigned an important role in money écéﬁomiei They create bank. -

money based on legat tender. money. Bank money plays a wider role in settling the. bus
~ transactions compared to. that of Jegal tender money. Besides commercial banks there is also a

 central bank in the money economy. The central bank, through its monetary policy, influences

~ the volume of money ie, legal tender money and bank money and consequent price level.

~ In a money edonomy monetary forces, in addition to real forces (like productive resources, -

. or_ganis_.atioij, _tcu_:hn'oldgy) .influence the volume and pattern of production, the prices and
distribution of real income among the different sections of the community. For example, an

€xpansion or contraction of money supply may result in expansion or contraction of business .. S
and economic activity. If the central bank of the country does not take due care, an expansion
of money and credit may result in- inflationary conditions in the country and vice versa. In

. fact the role of money will be increased with the expansion of production and distribution,
- Consequently the money authorities will play a significant role in such situations. -Monetary

authorities sanipualte the supply of money in order to stabilise prices, maximise olifput and to-

Jbring full employment.

‘24 MERITS AND DEMERITS OF MONEY ECONOMY

: Ir’igou rightly remasked “in the modern world, industry is closely enfolded in a garment of

N ni_oney”,. 1t is no smail wonder then that many have regarded the history of the money economy
as marking the history of civilisation. But money economy has its own merits and demerits.

. business firms$ to governinent in' the form of taxes and from government to households in the - -

s pu i




241 MERITS N

l) Ta the Consumer The one great ment of money eoonomy is that it enablcs man

" consumer to maximise his satisfaction. He can make the purchases exactly in the proportion .-
which-suits him best, since money has generalised purachasing power. In a moneyless economy
he would come to have more of some commodities and less of others and thus be deprived of .

" the greatest amount of actual enjoyment. Money helps the consumers (0. express their wishes

and preferences for goods and services. Further, in money economy, productlon is adjilsted to
the wishes of the consumers. The producers come to know what people want and how. much.' .
they want through the price mechanism. Then producers adjust their production accordingly.

-Consequently, the country’s limited productive resources are allocated in.the best. possible

manner. It is a different matter if any individual fails to maximise his satisfaction through his -
inability to judge the relative amounts enjoyment, (yleided by different ways of spending). But .

the existence of money economy 1s fundamental ifa gwen volume of productlon isto mammsc L '

mdmdual s satisfaction.

il) To the Producer The second great advantage of money is that it enables man- as

. _.produeer to. coricentrate on- product;on and add effecively to the flow of goods and services ™
which constitute the real income of society. The. speuahsatlon and division of labour on which

our economic structure is founded would be impossible if every man has to spend a Iarge part

‘of his time and energy in bartering his goods. As Edia has remarked “money is to keep the -

machinery of producrion going at full capacity and in proper balance.™ Further, cap;ta! which
is the hfe-blood of industry can come intc existence only in a money economy o

A producer can maximise his profit by aliocating his income among the var:ous factors

. of productlon This-task is facilitated by money. Borrowing and lending are the two essential
- fanctions of financial- institutions, which accelerate the progress of the producers. Money

facilitates this task as it functions as a store of value. In the barter system there would be many.
rates of interest and there aré numerous commodities with different qualities. Uniform price’

" for uniform service is facilitated by money. Further capital formation is possible in a money
* economy as.it can be accumutated through savings. Capital which can be mobile develops the g '
-productlve resources of different parts of the country, including backward areas. -

iii} Further morey famlatates the making of Ioans and payments in- advances of all kinds. .

. Even before the finished products are sold in the market, the workmen engaged on the production.

must be enabled to live and money facilitates arrangements being made for-thiis. The makmg of

o advances by one king of business man to another is also rendered much easier by the exlstence "
' '”-’.ofmoney ' :

2.4.2 BEMERIT"

© However, money economy is not entirely free of defects. Some of the rmportant demcms-

are expalined beloﬁ

i) Perversion of Social Ideals : Tn order to go deeper into human behaviour, one must brush

.- - aside the “money surface of things”. The failure to do so hasled to the perversion of secial ideals.
As Davenport has well expressed: “Money valuations pervade all our thinking. Cheapness is
proved to be synonyrious with ugliness, richness with beauty, elegance with expensiveness”. The

influence of money on ethical standa.rds is well brought out by St. Paul “the love of money is
the root of alI ewls S .

i) Money Illusion " Because moncy is the gconomic uni of measurment and because
economnic values are expressed in terms of mone§, there is a widespread tendency to regard the

~ value. of money -as constant and -to atttibute all changes in prices to causes affecting the real -
. supply. of and real demand for goods: This is preciscly where the illusion hes. it is common for
" working-men to have: a mistaken feeling of economic betterment when money wages rise,even ' .
though there is more than proprtionate rise in the prices of goods. The same illusion. is more - . -

durmg the period of falling prices. Most working men fail to see that a proportlonate decrease
- D BRAOU Acc, No: C M - © 33
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in money wages thh a fall in pnoes docs niot necessarity rcsult in a lowering of their economic::

welfare. ' As Bernstein has pertinently remarked: “the money fllusion is- the source of many
economlc fallacles and the cause of many coonomlc ﬁlfﬁcultaes '

iil) Instabtllty or the value of Money Th:s lS the greatest drawback of moneg

"The ﬂuctuatmg value of money causes great social injustice,as it affccts different classes in’
society differently. For instance, the violent fall in the value of imoney between 1914 and 1920

léd in England, to a great and arbitrary redistribution of incomes,not only betwcf:n differnt
- social- and mdustnal classes, but betwéen d:ffcrcnt persons in the same class. :

* Any violent or prolonged instability in the vatue of money affects not o,nly the dlsmbunon“ '

but also the ¢réation of real wealth. It threatens to unde_rmmc the basis of- contract and busmcss
expoctahon on which our economic order is. built up.

Hawng considered the merits and denerits of money economy, we may conclude this lesson

with Robertson’s view who aptly summarized the role of money in an economy: “ Money. wh:ch o
is a source of so many blessmgs to mankind, become also untess we control it, a source of pcril

anid confusmn”
CHECK YOUR PROGRESS - 2

List out the merits of money economy.,

b R L T T T T

e R L i T T

{CHECK YOUR, PROGRESS - 3

List'out the demerits of money economy.

2.5 SUMMING UP

Moy influences economic activities largely in the economy. The classical and modern
economists differ in their opinion on the influence of money. Classical economists view that

money is a passive factor and it does not influence either the aggregate employment or out-put .

in the economy. In contrast to this, modern economists view that money palys an important role

in the economy by influenceing both the aggregate output and employment. In the economy,
. money circulates continuously and it can be used as a weapon for thc smooth functioning of
"the economy, .
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) whu,h ‘mmey is used freely and wlLeiy in the settlemcnt of
an pmpesiant role in mongy economy by ‘creating money,

; x,tm;u. are setticd. Morey economy has both merits dI'ld demerits

wmer to favimise his safiscaction and the producer “to mraxinise

Y CCONOMY tmiufie BEIVErsim of social ideals, money lliusxon,

with which the busl
11t helps
The deme:n
salability of th value
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35. MODEL ANSWERS
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v N an economy and this v
srupiion and employment

3. Money plays w0 e
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and prices and vires
money fHences Lk -
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4 division of labour in production process.
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Y Instabihe o

37 MODEL: T

A ESSAY QUEST e

Answer the Tolie. i

A view an the role of money iz an ecoiomny.

b Distinguish ihoo

e econmuy 7

3 W.hat- are the

. -: 3 V\ hai {8 mfa e s ankd de neris,
B "-,HOR’! UKD |
Answer the follovasy ¢ o 15 lines each:
'_What' 15 the 'sig:iif“n::z fic: of money ecoriofny? ' - h |
I:xplam the classical w - about the role of meney in an ecanomy.

Expahn the modern view about the role of money It an eCOnOMy.

Explam c1rcu$ar flovr of money in an economy.

o Mgy th &

What are the advantages of money economy to the praducer ?

2.8 RECOMMENDED BOOKS

" 1. Crowther G .+ An Outline of Money
- 2. Jingan M L. ~: Money, Banking and International Trade.
3. _-Sundaram KPM . Money, Banking, Trade and Finance

Money, Banking and International Trade.
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BankMeney :
Money Economy s

18

Bank Déposiis against which cheques can be issued.

Economy in which money is used freely .and mdely in
settlement of transactions.
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This umt aims at exgizinee the significance of money and its tole in capltallst and socialist = -

eéonomlc systems thr y-3u have fi nished this unit, You wﬂl be ablé to :

E reconge the Slgﬂlﬁk ance of money ; and

o * dcscrlbe the roie of money in capltahstlc and socialist.economic systems o

'3 1 INTRODUCTION

" :Money occupies a cent = place in modem economies. Every mdmdual and mstltutlon uses
money daily in Sett[mg business and personal transactions. Money is used as a unit of valuation -

. and accounting. .Money has become an important instrument mainly because. it facilitates
. exchange. Thus any commodity or service can be exchanged for money and vice versa. Further

all incomes are received in the form of money. The role of money varies depending upon the- -
nature of economic System This unit expiains its role both in capltahst and. soc1ahst economic

systems.

3.2 THE SIGNIFICANCE OF MONEY

‘The significance of money is evident from the functions it performs. The significance of
money has increased in the modern days due to the following factors.
i) Most of the debts in the modern economy are settled with the hclp of mohey
iiy AH incomes are received inr the form of money
i) Wealth (at least partly) can be heid in the form of money

-iv) Money is a generalised purchasmg power or & claim over any other thing. In other
" words, we "obtain goods and Semces with the help of money
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Tﬁﬂ Slgl'llﬁcanoe of money ‘in the ecommy car e srudieg w “ivwing heads:

producer o
~r industrial
¢ have h(‘.',_ip(’.i}" the
g large scale and

D in Produmm '[he mgmﬁcance of moncy hcs in fhe fact ¢
concentrate his attention on his main job. Further, the divison & Lo
production has beeri possible only because of money. These - -
producer to maximise the output of his industry. Thus money he
massive production in our days.

‘ﬂ.

i} In Trade : All the dlfﬁculnes in the exchange of goods :iades e harter 'w'stcm were
" removed with the invention of money. Meoney Facilitated easy and quick exchanige of goods and
* services. Prives are determined, measured and expressed in terms of money.. Thas morsyhas.
heen the basis for price-mechanisim. : :

iy iw {':wns*imntn(m The great accomplishment of money is that it enables the consmnec
i generabice his o ing ;;ower by giving him a claim over a variety of goods and servic s
Tinder the bat -nsgzmer would not have derived maximum satisfaction as it wouis
i eI = 1 zet the goods he wanted. But money, due fo its generalised
ing ower xas cnabled the consumer to derive maximum satisfaction by equalising the- .
4 wslities o expenditure. : N

reoogbdti Vinance |
©alb egonomic

{05t =1 the modern Governaments are welfare-states. Assuch they
it - The policies deviced and im plemented by the Government
vience of money. Money has enabled the Governments to ™ < : ¥
iovernment activiiies h v e come to be expanded with ‘
:elps i achieving oo nic stability,

cactions in2n r":uc'iomv are

vy cugh the medinm of
v ‘.!etﬂrmxf;m i :

+ and even political
suditical activities in
pon the nature of

stk Thes [ehey i
ineconomy. i1
£ine £Conoery L syt

33 ROLE OF MONL: : A

A brief introduction about the characteris:ics of the cupiluiistic economi o stem: Wil etable
4= to understand the role of money more clearty. The characteristic feature of thiv society i8
ecoaomic freedom. It means that any person can sngage in any type of aciivity he jikes, He . <77
can dispose of his wealth and -property in whatever way he desires. fie can utilise his‘michey
for production, consumption, savings as he pleases. iz con e rtd% a production activiey of
his choice or hiterest. He can consume whatever he : et save any part of :
_his income for the future. To sum up, all individulas i iy eccnomic choice without . 1.‘
having any veference to other individuals in the econeiny. o a

Generally, some authority will exist to plan, direct and contic rhe different
" sectors of an economy. But in-capitalist economies, such authorities ¢ exist. Ciovernment -

does not enter either in production or consumption or in fixing the meraticn for varions
factors of production. In such a situation, one may wonder as o 77 e eCOnUHS #CHVLY Is
initiated and regualated. But practice shows that this type of econoric 1viter dp€rates smoothiy
and perfectly. Goods are produced according to their demand in the mai»t. Economic résaurces
flow into different production channels with the help of an unseen hand. You may wonder
as to how the co-ordination takes place between the utilisation of resourczs and consumption
needs of the public. Another question which you would like to ask may ber Iwvw ave all the
goods produced being consumed or how does the limited quantity of guods produced satisfy
the unlimited wants of the people? The answer for all these questlons and doubis is MONEY,
In other words, money plays a promlncnt role in alf these economic activies. This n, emlamed
below:
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... ‘markets.

33.1 ‘ADJUSTMENT BETWEEN PRODUCTIONANB CONSUMF]‘ION; -

_ The central aim of alt production activities in capitalist economy is to make profit. Producers

" undertake the production of only those commodities which will yield profit in their opinion. -
Price of a coramodity includes cost of production, distribution and certain amount of profit.
In other words producers produce those commodities which are deémanded by consumers.
Thus consumers are able to order the aroduction by purchasing the goods at the price which
teaves profit to the producer. In other words, consumers discourage the production of those
goods which are not desired by them by refusing to purchase them. Thus consumers direct and
control the production mechasnism. Economiic Sovereignity rests with constimers in a capitalistic -
‘economy. Hence the consumer is referred to as the king. The pattern and level of production is
influenced according to his wishes. Here the term consumer does not mean a single conisumer
but the body of all the consumers in a country.-Just as the political sovereignity rests with all-
people, economic sovereignity rests with all consumers. o PR

332 PRICE MECHANISM AND FLOW OF FACTORS OF PRODUCTION

L Producers who decide upon prbduk:rion of certain commodities compete among themselves
' to attract the factors of production. Prices of goods, services and factors of production are
detgrmined by supply and demand for the same. Hence factors of production move to those

areas where highest prices are offered to them. Thus the price mechanism determines the flow

" of factors of sroduction and thereby the production -activity. Pricing rmechanism -also enable
© the distributicn of jimited guantities of goods among consumers whose deriands are-more than
the supply. The pricing mechamism also influences the decision of the consumers to- save and
spend. In this case the rate of interest performs this function. o

" Thus the pricing process determines varioii_s:?écbriomic activities like :

- a) the types and guantities of commodities to be produced;

- b) the types and guantities of commodities to be consumed; ' l--.,\
¢} the flow of factors of production into various spheres of productive activities;!._.._;___ .
d) the adjustment between demand for and supply of various goods and services;and
¢} :€quatity batween demand.for and supply of money.

" Hence money is indispensable in the capitalist economy. This Is bocause there is no-, .

“sypreme ecoromic -authority which directs and controls the economic process. It is the price '

" . which regulatzs the entire economic activity under capitalistic system. - '
Note the- significance of money in this economic system. The difficulities of the barter
system are elimivated through money. The exchange of goods and services has been facilitated.
The purchasing power has been generalised. Goods can be exchanged for. moniey and money
. can be exchaniged for gools. Thus we can purchase any commodity with money and we can sell
any commodity in terms of money. Money facilitates division of Jabour. The complex economic
activities of the modern world are mostly due to the existence of money. Money has enabled
man to becoite an entrepreneur or producer to concentrate on production,flow of goods and
_services whicii maximise gross national product of a country. Today the producer is able to
spendiess time in securifig raw materials,spare partsemployees, land and other resources of -
production only hecause of the existence of money. But under the barter system he had'to
spend not only much of his time securing the agents of production but also face difficulties in
the process of production. Massive industrialisation in modern economy has become possible "
" and successful only because of money.- ) :

" The baniing system in capuitalist economy is completely built upon money,with money and
for the production of money. The raw- material is money. With this raw-material, more money
is produced. Thus money is indispensable for the preduction of development money and capital - .




Money also plays an important rofe in-the determination of uniform rates of interest.
Fixing up of uniform prices in respect of some class of goods has become possible with the
introduction of money. Fixation of uniform prices for uniform service has also been possible
with the introduction of money. Thus loans find their ideal expression in money and it is the
monetary economy alone in which it is possﬂ)le to-express the price of loanabie funds in the
form of an interest rate,

Economic frcedom can be preserved with the use of money. Economic developmcnt is
not posssible without the use of money. Consumers can purchase and consume the products
they like with the heip of money under this type of economic system. The production system
is altered and adjusted to the choice of consumers. Shift in consumers preference is responded
to by a change in price and a change in production schedule. All this adjustment is due to the
‘use of money. Thus credit goes to money for the operatlon expansion and devclopment of an
economy under capitalist system :

333 ADVERSE E’FF__'ECI'S OF MONEY IN CAPITALIST ECONOMY.

Though money _hés a crucial role to p!ay,its role leads to certain undesirable effccts.“Mdncy
which is a source of so many blessings to mankind becames, unless you can control it, a source

of peril and confusion.” Thus money does not remain a wise instrument facilitating exchange )

‘but becomes an active force influencing prices, price level, \?oiume of production, cxpansion of
trade, increase in consumption and distribution of wealth. The demand for goods and services
is influenced by the quantity of money and the rate of money circulation. In other words,
the quantity and flow of money affects the price level. The frequent change in price level,
particularly rise in prices, affects the purchasing power of the cosumers. In addition, money
‘may flow into unproducnve noh-priority and undesirable channels of the economy. This effect
has far reachmg economic, social and political consequences.  This shows the need for the

_manageme money. Effective monetary management brings the desirable socio-economic

retuzrns to_t&R country. “Money is a powerful factor that is liable to stimulate or hinder economic

““and cultural progress. Intelfigent and progressive application of the monetary system tends to-
result in fuller utilisation of natural resources and of technological inventions leading to a higher .
standard of living. On the other hand, a narrow and rigid application of the monetary system is
"apt to handicap progress. And the misuse of facilities provided by the monetary system is apt:

to lead to grave set backs through the destructive consequences of a runaway inflation or even
- of a relatively moderate but persistent creeping inflation”.

In the capitalist economic system money is one of the sources of cyclical expansion or
contraction of the level of economic activity. In this economic system either all the savers may
not be the investors or all investors may not be savers. Thus savings may exceed investment

or investment may exceed savings. While the first situation may result in expansion,the second -

-situation results in contraction. These changes become the basis for business cycles-the chronic
feature of capitalist economy. Thus money is responsible for economic fluctuations. In addition,
money is also responsible for concentration of economic power in the hands of few individuais
which becomes the root cause for the exploitation of the working class. Production may not

" be undertaken to fulfil the needs of all members of the society. But it may be undertaken to -

meet the desires of the rich people. Further money may become responsible for all corrupt and
anti-social activities. As Ruskin stated “the devil of money has come to possess their souls. No
‘religion or philosophy seems to have the power of driving it out”. Thus money plays not only a
useful role in the capitalist economic system, but it also creates undesirable consequences.

. However we can minimise the adverse effects of money through effective management and
control. Money is to be controlled by whom and for whom it was created. In other words,
-money should remain the servant of man, but it should not become his Master. - '
\
\.
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CHECK YOUR PROGRESS - 1
How does money play a prominent role in a capitalist economy"?.

........................................................................................

CHECK YOUR PROGRESS - 2

List out the adverse effects of money in a capitalist economy.

...........................................................................................
..........................................................................................
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3.4 ROLE OF MONEY IN A SOCIALIST ECONOMIC SYSTEM

In a Sociatist Economy the entire economic activity is planned and executed by the
Government and its agencies. So we may think that the use of money can be dispensed with
alltogether. Karl Marx, the great inspirer of Socialist Economies, regarded money as being .

: \__.rcsponsmle for the exploitation of workers by capitalists. So he desired an economic system
free from the evils of money economy. The communists who came to power in Russia after

the October revolution of 1917 resorted to direct controls and free distribution of goods in
their endeavour to aboilish the use of money. They thought that by taking recourse to direct
controls they could rcgulate the economy in which money would have no plaoc However the -
mistake was soon realised and they recognised that the role of money is essential. Lenin frankly

- stated in october 1921, that money was essential, to attain perfection in communism. Inspite of
- intensive plarmmg, U. S.S R. has retained the use of money.

. Production and distxibutiun in socialist economies are controlled by the government. The

"price system in this economic system is governed by the government. So the influence of money

on the price system is limited. Though the price system is given subordinate position in guiding
production, distribution, consumption, the socialist economic system depends on money as a
means of payments and receipts and as a standard of value. With the experience of US SR, it
can be stated that the use of money cannot be dispensed with in a socialist economy.

Though the Government in communist economies controls and directs production, the

central planning authority faces the problem of choice. It cannot order the production of

unlimited quantities in view of limited resources. Here the question of priority comes in. This
invoives comparison of the relative usefulness of different factors of production in different
fields of employment. This comparison is made possible only with the help of a monetary unit

. and ¢ommercial accounting.



“The distribution of goods among the consumers is another. problem in the absence of
‘money. The relative requirements of consumers are to be determined arbitrarily. Arbitrary
allocation of goods among-different consumers provokes criticism and resentment among the

people. The problem can be solved through evolving a pricing system with the rolé of money.’

Thus the price system determines the distribution of money, income and thereby the distribution
of real income. Money also plays its role in economic planning. :

From the above discussion, we conclude that money plays an important role through the

distribution of income and the price system. It is indispensible even in a socialist economy
though the degree of its role varies from a capitalist economy. '

3.5 SUMMING UP

Money is significant in the economy as it facilitates many economic activities like production,
trade, consumption and public finance. The role of money varies depending on the nature:of
the economic system.

In the capitalist economic system, all the individuals have economic freedom. The economic

activity takes place without the interference of the Government. In such economies money plays
a prominent role and regulates the entire economic activity by means of price mechanism. It
also plays an important role in fixation of uniform price in respect of some class ot goods and
services. ' '

Though money plays a crucial role in capitalist economies, its role may lead to certain
undesirable effects like fiow of money into unproductive and undesirable channels; cylical
. changes in the level of economic activity, concentration of economic power in the few hands,

etc.

Unlike in a capitalist economy, all.the economic activities like production, distribution etc.,
are well planned and executed by the Government in 2 socialist economy. As such the influence
of money on price systems is fimited. But, still money is used as a means of payments and
receipts and as a standard of value. Tt is also useful in the selection of limited resources in the
production process: ' '

3.6 CHECK YOUR PROGRESS : MODEL ANSWERS

1. 1) Moncy adjusts prdductidn with co_nsumption
if) It régulates.the entire economic actwlty with the means of price me;hanism._ _ |
“iii) It climinétes Iconveniences of the barter ;
.iv) It is the basis for the banking system and capital markets; and -

v) It helps in determining the uniform rates of interest and in fixing up of uniform prices
s for some class of goods and services. o :

2. . i) The guantity and flow of money leads to. frequent changes m price lé_avc!;___ :
i) Flow of money into unproductive and non priority channel of the economy.
: i} ..It\-becomes_a soﬁrce of cyc!iéai changes ih the cconom.ic- activity.
- ). It_;n_ay lc_aﬁ to concentration of economic power in the few.hémds; and

v}- It may become responsible for current and anti-social activi_tics.' a
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3.7 MODEL EXAMINATION QUESTIONS
A. ESSAY QUESTIONS -
Answe_r the l'ollowiﬁg in about 30 fines each: |

1. Explain the role of money in a capitalistic economic system.

2. Compare and contrast the role of money in capitalist and socialist economic Systems.' :

3. Describe the role of money in a socialist economic system.

- B. SHORT QUESTIONS
Answer the l’olldﬂiﬂg in about 15 lines each: k _
4, Explain the significance of money in the ecoﬁomy.

5. Describe the role of money in adjusting production wi‘th consumption ii capitalist economic
system : ' ' ' ' :

6. What are the adverse effects of money in a capitalist economic system " .

7. Explain the impact of money on the concentration of economic power.

38 RECOMMENDED BOOKS
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39 GLOSSARY

Capitalist Economic System :  An economic system where private ownership of
real capital is permitted. _

Socialist Economic System ¢ Aneconomic system in which the entire economic
: ' activity is planned and controlled by government
agencies. . o a
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4.0 AIMS AND OBJECTIVES

to.
At

This unit aims to explam the demand for and supply of money md different issues rclatmg there

the end of thlS unit, you should be able to:

* explain the demand for money and distiguish between transactions demand and asset demand

»*

for money;

describe the different motives holding money;

‘f' explain the su'p;ily of money and its'conponents;
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’

1dentlfy thc agenmes creatmg moncy, and 3 B
* egxplain the elasticity of demand for and supply of moncy. Lo

4.1 INTRODUCTION

Demand for and supply of money are the 1mportant aspects re[atlng te the value of meney
As we all know money is mainly used as the medium of exchange. Tt is held by the people for
different motives. The supply- of money is nothing but the total ¥olume of money held by the-

-people in the country. Different ageneles by creating money influence the. supply of money In
-_thls umt the details of these aspects are dealt w1th B T

4 2. DEMAND FOR MONEY

Demand for money is different from’ the deimand for commodrttes Cemmodmes and

'ser\nces are’ requlred by peepte because they sahsfy their wants. But money by itself is valueless
and’ does not possess utlhty to sansfy human wants dlrecﬂy While: eemmodlnes are demanded

for thier utitity, toney is- demanded for the sefvice it fenders ie,-facilitatifig exchange of
commodities and providing store of value. Accordingly, economists have evolved two concepts

fo & Iam the’ demand for money, namely a) medium of exchange concept and b) the store of
'value concept These are also referred to as. transaetlons demand’ for money ancl asset dernand’ .

for money.

- 4.2.1 TRANSACTIONS DEMAND AND ASSET DEMAND FOR MONE’Y

o People démand money bas;caliy to carry ‘on their’ day-to-day transactions and 1o settle thelr '
busmess affairs. Ahin H. Hamer ¢ says. that, “transaétions motive relates to ‘the nheedfor-cash for
the currént transactmns ‘of personal and busmess exchanges The volume of fransactions in a
country and the demand for money for this purpose depend on the size of the national inconie,
iriterval at which ificome is paid out to people, the stages of payment and the extent of credlt
transactlons.

_ The asset demand for money means demand for money of households, ﬁrms ancl the -
government at a partlcu}ar period of tlme ‘to keep in' the form’ of cash balancee as distinct

'frdm other assets Money. can be stored as a form of weaith or asset and can be convemently

erted into other forms of wealth. Since ‘money serves as a stofe of valne, it is demanded for

its’ ywn sake. The demand for money to be kept as ‘cash batancé depends on various subjective
" motives like transactions motive, speculatwe motive and deﬂauonary motive. Keynes called the

‘asset demand’ for money as ‘Ilquldlty preferenoe The ‘basic dlfferences between transaetlons

demand for money and asset demand for money are- i) in the case of the former, demand for-
money arises over a period, of time and it is based on assumptions of static condmons and 11)in .
the latter case, demand for money is at a pomt of time and relates to dynamxc conditions."

422 DEMAND FOR MONEY UUNDER STATIC AND DYNAMIC CONDITIONS

. Under statlc eondmons, there are no changes in the eeonomy T?te demand for money is
a stable or. constant function of the size of nanonal income. It ehanges in direct proportlon'
to changes in the size of national income. An increase in natlonai income will ‘bring about 2
proporttonate mcrease in the consumer demand fer money

‘Under dynamlc condltlons changes of all kirids occur in the eeenomj and these ehAnges
are often uncertain and cannot be forecast. As such,there is no constant:relationship. bebtween

" demand for money and national income. Demand for money as a perceniage of national

income may vary disproportionately. For example, during periods.of general prosperity, pepole’s
expengiture on.consumer goods and investment would increase. and as. such the community’s "
demand: for-money, would decline, The reverse. phenomenen holds gooc’ durmg the penQd of
falimg prices or rising value of money. .




- Under dynamic economic conditions,the demand for money is influenced by factors such as
the pattern of payment of income,nature and pattern of expenditure and organisation of credit.

43 MOTIVES FOR HOLDING MONEY

The Cambridge economists have given three important reasons for holding money (or
demanding money). They are transactions motive, precautionary motive and speculative motwc :
A brief account of these motives is given.in the followmg paragmphs

4.3 1 TRANSACTIONS MOTIVE

The transactions motive of holding moncy has emphasised by Irving Fisher. It refcrs to the
demand for money for the conduct of day-to-day transactions. Since most of the pcople settle
theeir transact:ons w:th money, they carry some cash with them. -

Expenditure is continuous because wants arise continuously and have to be met. On the
other hand,a person’s income is periodic- once a week/fort nightly/monthly. Sa the individul’s

income and expenditure do not balance in the short period. Further the longer the interval

between incom_c and expenditure the greater the quantity of money to be held by the peopie.

In the case of an individual,the amount of money required to be held for (i‘ansac'tions

purpose depcnds on the size of his income, nature of his transactions and the time gap between

receipt of income and expenditure. The total amount of money required in an economy for
fransactions purpose depends upon the level of national income, employment and general price
level. For example,if employment and output rise, the total quantity of money needed to handle
transactions too will rise. Thus the quantity of money held for transactions purpose varies in

direct proportion to the quantity of transactions taking piace in a given period. There is a

direct relationship between the amount of money held for transactions purpose and the size of
national income. For instance, the increase in economic activity wil! increase the number of
transactions. So the amount of cash held to meet transactions varies with the level of economic
activity. Similarly the amount of money held for transactlons purpose varies directly with the-
size of national income. '

This type of demand for moncy is fairly stable and predlctablc Rarcly is it subject to
sudden and violent shifts. Keynes was of the opinion on that transactions demand for money
is ‘income elastic’ but not interest inelastic’. Income elastic means that increase int income will
‘be followed by some increase in transactions demand for money. So incone elasticity will be

more than zero, but less than oite. By interest inglastic we mean that the transactions demand' L

for cash is not depend on the rate of interest. That is cash required for current transactions‘is
not related to the rate of interest. However, if the interest is fairly high individuals may tend to
reduce their transactions demand for money. 1t is thereforé appropriate to say that at high rates
of interst, demand for cash for transactions is interest elastic. On the otherhand at medium
and low rates of interest, demand for cash for transactions is interest inelastic. -

432 PRECAUTIONARY MOTIVE

_ Inadequacy of money may create ditficulties to individuals or-business firms keep such

difficulties, individual and business firms additional sums of money on hand to ensure protection

in the event of an emergency. This is called precautionary motive for holding money, The"
guantity of money required under precautionary differs from individual to individual and from

one business firm to another. It largely depends on the nature of the business, access to credit -
market convertibility securities into money in the event of an emergency etc.

4.3.3 SPECULATIVE MOTIVE

People and institutions speculates about the future level of prices of ali types of assets
and securities in order to make profit or avoid losses. Keynes defines speculative motives as

the desires of people to earn profit by knowing the market situation much earlier than what
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other assets like house etc.

the future will bring forth. The quantity of money people would like to hold for speculatrvc
purposes depends upon factors like the present rate prevalent in stock exchange,

It has been mcntioned in the foregoing pages that demand for money for speculatwe puposes
depends upon the rate of interest. Other things being egual,the higher the rate of interest, the
less will be the demand for cash. That is to say, the liquidity preference for speculative PUrposes

is a negative function of the rate of interest. This can be cxplamed with the help of thc following
dlagram
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Speculative ﬁemand for Money

The ‘L’ curve in the above diagram is the llqurdlty curve. It is sloping downwards from

left. to right. This indicates that there is an inverse relationship between speculative demand

for money and rate of interest. The lower the rate of interest, the greater will be the desire of
people to hold money for speculative purposes and vice versa. At lower interest rates, people

. would prefer to hold money rather than to buy securities. -In the above diagram at point'A’

the rate of interest is higher at ‘r1’ and hence the demand for money ‘D’ is lower. At point ‘¢
the demand for money is higher (F) because the rate of interest is lower ‘r3’. Thus there is an
mverse relationship between the rate of interest and the speculative demand for money.

There are three more motives for holding money. They are a) inflationary motive: b)

" business expansion motive and ¢} convenience motive. These motives are discussed below.

434 DEFLATIONARY MOTIVE

Holding money for this purpose arises when there is a general tendency for all prices to
decline. When prices decline both producers and Consumers have a tendency to postpone their
purchases. For instance,manufacturers will postpone their purchase of raw materials when they .
anticipate fall in prices of raw materials and other stores. Consumers may have a tendency to
postpone their purchases under conditions of falling prices. Thus instead of purchasing goods
people will tend to hold larger quantities of money. The opposite tendency prevails where there
isan mﬂatlonary rise in prices. The volume of money held for dcﬂatlonary motive is determined -
by variations in pnces :

435 B_USINESS EXPANSION MOTIVE

This refers to the motive of business houses in accumulating and holding money in order

‘to finance their expansion programmes. In the case of individuals also a similar motive applies

because they hold some money to purchase expensive durable consumer goods and to dcquare '

4
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‘436" CONVENIENCE MOTWE

This lmphes that the holdmg of money is the most convement way of keepmg one’s savmgs
Since :adequate, knowledge s required to: buy. securities and- it involves risk.some, people have
- 2 tendency to keep-moneyintact. It is more in. the case-of low income groups. They are not

~interested in; cap:tal gams, 'I'hey weuld raxher prefer to hold their savings in moncy than:in any

- ather: formi.

CHECK YOUR PROGRESS - 1

~ List out the important reasons for holding money as per the Cambridge economists.

T T R N AL RN

.........................................................................................

4.4 ELASTICITY OF DEMAND FOR MONEY

A clear understanding of the conicept of elasticity of demand is necessary before discussing
efasticity of demand for money. The etasticity of demand for a commodity is the ratio of change

. in demand to the ratio of change in price, It is- the response of demand to a change in price.
- The, clastlaty of demands for a, commodﬁy may be unity (=1) or. more than unity or less, than

iurnt;( Itis umty if a.change in price causes a proportmate change in demend . It the varlatlon.

in demnd is more. than the proportmnate change in pnce the elast1c1ry of dem.mdc; morc than
one and \m:e vcrsa :

- " Just as thc demand for a commodity depends upon its prlce s0 also the demand for money
‘depends on'its value. The Tesponse of demamd for money to changes in value of money is
‘known 2s the elasiticity of demand for money. The elasticity of demarnd for moxey is ratio of

' change in demand for money to a given change in s vatue. It may be represented as

o ;

_ ( Percentdge change in demand for money )
Elasticity of demand for money: = o A IR

( percentage change _i_ri the value of money )

It IS to be undcrstood that value of mone) is. the reupmcai ul’ the general price level In
other words, it rises in the same. proportlon as the fall in price level and vice versa. A fali in
the value of money (1 e., Tise in price Hevel reguires 2 largc quantlty of mioney for transactions
and for l]qmdlty purpo‘;es A fall 1n the leue of money causes the demand for money to rlse
and vice versa.

According to classical economists the elasticity of demand for money. is always unity. It
means a change in value of Money causes an exact change irv-its demand in inverse proportlon
For example,if the value of money falts by 15.per cent (due to rise inprice level by 15 per cent,
the demand for money expands by the same proportion. A decline in the value.of money by
_ -15:percent implies that the community requires a proportionately-large amount. of meney to

- caarry out the volume of transactions a before. . Supposing: that the. general price level falls. by
15 Percent money rises by 15 per cent and demal;ld for money falls by 15 per cent. .. - -
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. The: elasticity of .demand for:money. may be analysed: in a slightly modified way., If the
totai ‘demand for.money is always:equal to.the total sugplyef money, the: elasticity:is unity..

" The classical economists contention ‘was that the: fotal :amount -of money demanded by the:

community must always be equal to the total guantity of monev in existence or the volume of.
money supply. If the supply of money increases causing a propriionate rise in prices, then the
money held by the community will increase in-the same proportion as the-rise in prices. Thus
according to classical eeonomlsts the demand for money has umt elasumty smce 1t is equal to
the supp]y of money B R AR . Rt : :

" The classical analysls of the demand for mtmey is now censtdered to be defectwe on the._

: followmg grouds

Flrstly, the classmal version. is based on the assumptlon that total output of goods and.-
services in-the economy.remains.constant éven when supply of goods: services will - increase:

" whenever there is an increase:inthe supply of money- changes Hewe\fer modern economtsts are.

of the view.that the supply of money and prices.

Secondiy,the classical theory was developed on the assumption that demand for money asa .
cash balance wilt move in the same proportion as thechange in the price level. This.assumption
failed to take into accoust that propottion of money which people hold with them as an asset.
Se¢ the total demand for money is determlned by ehanges in the pnoe level and: asset demand
for money. - : e R .

4.5 SUPPLY OF MONEY

‘The supply of money refers to the total quantity of money held by the people at a partlcular
polnt of time in the country. The term ‘total quantlty of money refers to the total amount of
money in c1reulat10n In this context quant;ty of money. inctudes the amount of. moncy held by -
individuals and business houses and exciude money held by the Government i m treasunes and
MonEy. lymg w;th commeicial banks and the central bank 0f the counrry '

451 COMPONENTS OF SUPPLY OF MONEY

~.The supply. of money in spendable form_consists of wo 1mport¢mt componets namely a)
currency component and b) deposnts componcnt (‘urrency component consists of coins and
currecny notes, used by commercial banks,which are in qrcu[atlon . Deposit componént consists

" of bank deposits with the commercial banks. While the former is regulated by the government

and the central bank, the Iatter is regutated by the banking system..

- Here it-is pertment to know the distinction. between curreney money and deposit money.
Currency money is legal tendermoney because it has-genral acceptability and is vsed in, all
transactions and a.ettlement of debts. It is also called commaon money or ordmary money

B.mk MOney -or depos;t money OOI]::IS(S of demdnd deposﬁs of people w1th the commereldl
banks. Chequies are issued against this deposit money. However a cheque by itself does not.
command general acceptability as a medium. of exchange. But it is accepted. as an instrument
for settlement of debts. : :

" The coneept of supply of money does not include certain items. So for a clear, understandmg_
of the term ‘supply of money’, it is necessary to know the items which are excluded from its
purview. ‘They are firstly, the coins and.currency notes cash held by. commerciai banks are
excluded because they constitute the basis of deposit money. of the public. Secondly, the stack
of monetary gold with the Central bank is also excluded from the concept of money supply.
It is becaise zold forms the basis of international monctary. system-and it is not:allowed for.
circulation within the country. Thirdly,the cash held by the Government and the Central bank
is excluded. The reasom is that it constltutes the reserves on: whlch the demand dep&slts of the
pubhe are supported.’ : - SRR S L C e




. The proportion of currency money and deposit money in the total money: supply depends
upon factors like the state economic development of a country,the banking habits of the people,
‘the level of incomes of the peop!e the nature and custom of bumness and trade and level of

prices.

In advanced countries the number of transactions is very large and medium of exchange

is mostly cheques and drafts because of well developed banking systems. These countries have

people with high literacy rate, high level of income, and high banking habits. On the otterhand,
in developing countries, the banking system is not so developed and banking habits are restricted
to a small group of people. Most of the people are illiterate and do not make use of banking
facilities. Therefore, in a developing country the proportion of currency to total quantity of
money. usually will be very high. But in advanced countries, the proportion of bank money to
total money supply will be high. The income levels of people and:economtic status also influence
the percentage of money components. For example, it is assumed that the rich people usually

make use of bank money while the poor use mostly coins and ¢urrency. In a country with the

vast majority of people having a Iow level of income, the ratio of currency to aggregate money
supp!y will be low.

- The stage of - economic devc]opment of the Country also determlnes the proportion of
currency and bank money to total money supply. As-an underdeveloped country gradually

progress in various sectors and as national income and per capita income rises over a period’

of time, the ratio of currency to aggregate income wrl[ decline and ratio of deposit money will
increase. :

452 NATURE OF BANK DEPOSITS iN A DEVELOPING ECONOMY

The normat trend in a developing economy is that with an increase in national income,
there is an increase in the money supply. At the same time, the proportion of deposit money

in the tofal supply of money also increases. Besides, with the economic growth, the supply of

money will become more elastic and the proportion of bank deposits will naturally increase,
Nevertheless in a developing economy, it is possible to have a situation in which the proportion
of bank deposits may decline even though there is an mcrease in the national i income.. This may
happen due to the following reasons

) 1. It is quite possible that banking facilities might be limited in the early stages of economic
‘development. As a result, bank deposits may lag behind the growth of national income.

2. If the economic developmcnt is coupled with rapid increase in prices, the monetary
authority may resort to the policy of restricting currency as well as bank deposits. '

3. Sometimes, currency expansion may be much larger than the expansion of bank deposits.
This may rcsu!t in a decline in the proportion of bank deposits to the total money supply

4. In the early stages of economic development when the banking system is not well
expanded, people may not have banking habits. They may prefer to hold money in the form of
currency rather than bank deposits. Obviously the national income and the volume of money
held by the people may increase without there being a proportlonatc increase in the bank
deposits. : :

4.6 AGENCIES CREATING MONEY

" There are three main agencies to create money supply in an economy They are 1)

Commert:tal Banks 2) Central Bank and 3) the Government.
4.6.1 COMMERCIAL BANKS

Commercrai banks have the power to create ba.nk money or deposits. There are two ways

- of doing it. Firstly, the customers keep their money in the form of deposits. These prlmary
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influence the level of economic activity in the country. More bank loans means more investments
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the .money. supply.is. not. mﬂuen_ced by.time. depasits becausc tl_lese depo,sns are, nat sphject to
cheques and not used as means of payment. They constitute the savings of the people. o
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"The Central bank affects the money supply in an economy in two ways. Firstly, it issues
ctrreney-noetes-and-mints-smalt-coins--Secondly; it -has—+the power- tefegalfase_-_%he-velume-af—
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The Government too plays an important rol€ in the supply of money in a country. The taxes
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- Government may -create money through deficit fmancmg The normal prooed{ ifé ot créating
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- moreyis forthe Governnrent to-provide itsowir securities to the Ceniral bank-and-cottect equat— .

amount of LO.U’s from the latter. The Government utilises these furiis; tg: spaynits.Lregitors. i
_ Thenitinrate effect isthat the volume of cash-with-the public-amd the banking sysytem-increases: -
The Government can also increase the supply of money through borrowings from commercial
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4.9 CHECK YOUR PROGRESS : MODEL ANSWERS :
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L. The three important motives for thevilithetmoney are i) Transactions motive; i)
st} E{ gd"'ilﬂioéliﬂg m%%sﬁés'“?g}; iu‘gp gﬁ?lﬁ?"g@gg{}gﬂ"ﬁ«‘_ C T g vormns 1o iioiasid
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2. Money is created by The thrag Asencidd  fre fo'l(fowmg ways:
. EhoRAk TIONT gand OF 1elvur dandesvny Ooinw of dostke e T - : sananslorg vibloph {

iy Commercial Banks; They cregle H?‘{?gﬁ?ﬂﬁﬁﬂ’r demand deposits. They create demand
deposits in two wavs. In the first way, primary deposi ts are created when the custon.ers
fesuboralepesibaionatin thlbank Secondly, derivatfe deposits are createdsaden: Lonmitksiib!
sno vishanks muikedoandiang: ®lwricod rorthweoditfersint parties.
S : BT :
i) 'The Central Bank : The Central Bank influences the money supply in'two wz.i‘ys. Firstly,
B BRI PRI G BHINE 0T T the power to issue PGBy SI8YR |
' mint srall coins. Secondly, it has certafHPd%rs o influence the volume of loans and
ddvanc s made by the commercial banks. ' . '

1if) “The Gevernment » The Government too influences the supply in a country by the
collectior. of taxes and borrowings from the public on one hand and by the Government
expenditure on the other. " o '

4.10 MODEL EXAMINATION QUESTIONS

" A. ESSAY QUESTIONS

Answer the following in about 30 lines each:”
1. What is ‘demand for mon'ey’ Ex;ilzu’n the different motives for holding money.
2. Discuss the role of various agencies in the creation of mongy supply.

3. What is supply of money? Explain the compornents of suppl;y of money.

" B. SHORT QUESTIONS

Answer the following in abeut 15 lines each; _

Disﬁnguish fraﬁsactibns demand for money from asset demand for money.

Explain the demand for money under static and dynamic conditions. E

éxplain the concepts of elasticity of demand for money and éias:igity of supply of mon_cjr. |

Describe the nature of clepoéits ina ﬁeveloping_ economy?

S < Y

EXpIa_in' the spécu!atiw’: motive for money with the help of liquidity ve.
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50 AIMS AND OBJECTIVES i - o N

This unit aims at discussing the different theofies of value of} mMoney.
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_ After readmg this unit, you will be able to: '
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By value of money, we mean the purchasing power of money over goods and services within
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When the price level rises, the value of money falls, and vice versa. The various versionyqf
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2. (P) is a passive factor, Neither does it change by itself nor does it cause any cha.lﬁ'@‘i‘fr_

other factors. But it is affected b)_f) other factors i in the equation.
- grirsh asnivied uak £Lont) 10 aulev Bio] grhub yenolM o ditlnsud kieT

3. Fisher’s theory holds good in the long run. In'the short run with changes in supply of
money (M) there can be a chanie iPBtfier wdtiables alsd \L&4) BABES R EPY, changes in (V)
and changes in (T), But when the short period transactions aresgyer, (V) and (T) will become
normal and therefore, a change in (M) will be followed by & chafge"i (Pﬁ ] 1’ o),

4. Fisher also assumed that conditions of full employment c}ust in the country Full
employment implies that no idle resources are avaifBl&To irede the BraliaR o foods ahd
services. This assumption of full employmentiis:implicit - anethert assimption-dint: tie volume

of goods and services (T) is c%@g?pﬁ &'}d ggﬁ%@vﬂ}}; gxﬁc{l; p:[hl‘,fﬁ%hg nggﬁ{l\tlty eqpanon.of Fisher .

can be understood as follows:
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The quantity theory of money as embodled in the equation form{Ahtet 6§ ‘15131;1&?%%

subjectcd to the foilomng criticism.
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2. Pigou points out that (V) varies with the volume of trade and prices. (V) is also affected

by changes and cxpectcd changes in the volume of money. Fisher assugpes thay; the.price levetl
_(P) is passive and is dependent upon changes in M. This is baseless. As a matter of fact, each ~

the other. qlc;ttwnts '

2f the elements i m}mlcquitlgquﬂuenge the other and s mﬂucgccd byt
aﬂ :ltl.b&‘seuﬂ PW aI}L dadi Losnrdven PO

mB ?bﬁ@ IOF gﬂo ;ntflq;wcﬁéifg& any f"ﬂgh% upon
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valiie of}:ﬁoncy It e {fés"an identity. When the ¢ 35 '¢ons TS,
their total spending is equal to the total volume of moncy ‘held muitlpllcd by the
velocity of money. From. the, view EQ}M of Pip %nwndg! QLQ;(IMGE.I;S, total expenditure is

equal to the volume of trade multipled by the price at which transactions take place. Thus the

equation merely splits up expenditure into two different parts namely MV andi?T. Thig equation

is a mere truism and is of no use as a tool of vcanomlc analysm. '

........ prCRRIW Y oRln e asiinnes ad b
_ 4 The quantlty theory does not deal with the general puichasing power of money. h deals
only.with, some, ot o kinds of transactions which relate. to purchase. of goods and. services meant for
"P“%ﬁ'” :

consumptlon goods and services.
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ar, apact. of the fotal yolume of transactions., Thus Fisher's equation, gives.,
s the vaiue of money in terms ‘of a unit of transaction butt not in terms of 4 compos;tg unit of .
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5. &nother shortcoming of Fishei's quantity theory is theti | fails to explain the channel by
which 21 increase in (M) produces an increase in money expenditure. 1t does not explam how |

Oney fatcrs’into-circulation raises demand and p'ushes up pr: Les,

&
6. It is wrong Lo assume always that increased spending dm‘s not raise the real outpui

‘but raises prices only. If increased spending oceurs during thq period of depressnon which. is

characterised by mass unemployment of labous, output wiil expaﬁ substantially without much
incredse in prices. Spending (MV) may not sze i proportion td &4 l?f*f‘&llSC V' falls. Price may
r.et ﬂse in r‘ropc,z.un t¢ spending. bccausc output ‘O’ rises. : :

7. ‘The quamnh, theory does not explain trasis oycles. l)urmg the ueriod of deprcss:on an

" increase in the sunply of money fails to raise the prics level. Depression takes place not because

of tack of money tul because of [ack of incomes. in a period of depréssion businessmen are

. pessimists. . '"ht,y do not take joains even 1f banks ar~ prepared  lend on easy terms.

8. According (¢ Keynes the theory holds good onIy n t‘?me countrles in which' there is the

 existence of employcd resources of men and materials. Any increase i the quantlty of money

may increase the guantity of output without effecting the price §f‘V¢1

It is evident that Fisher's theosv lavs emphasis on the Qz;pnlv of money but sturs over
demand The C.smbudgc €CONGIRISES m:d t0 rectify this ml&‘.’akﬂ by piactg equal emphasis on
the demand for and supply of money. . : ' : :

CHECK. YOUR PR@GRL&S 1 o

List out the aaaumptzons of F:snc ] Theury

5 4 QUANTITY THE@RY QF MQNF Y‘ CASH BAEANCE% ﬁf}"PROACH _

The main prc-pclhng force behind developing the cash bdl:hnce appwaﬁ‘a was to integrate
the thcory of money with the theory of value. Since the Cmti,;ndgf- gconomists did much o
formulate and develop this equatios, it is known as the Cambmige equation. Alfred Marshall,.

. A.C. Pigou, 1M Keynes and DM. Rebertson who belonged fo the Cambridge University
contributed to the deve‘lcpment of cash balance 'veislon of the Q!..d”‘ltit}’ Theory of Maney.

Accordmg to the Camhndge version, the value of money {gr the price level) dépends upen
fie demand for money.- Thls approach depends upon the demand for and supply of muwey as
ﬁ‘u.ta,mmg at a particular momert mstea-n of bhtammg during 'ﬁ perticeiar perlod of timel

iyemand for money is not anly for (i’k& purpose ¢ - ansactions but akso for the nu’posc of .
storing up value, The demand for money which shows the determination of pe uple 1o rotain the
power to purchase certain volume of commodizies, services.and property righis, birgely dopends
upon the hquidity preference of people. It incr-ases when people decide to xe»sp MGTE Money

in cash and this rewlts ina dec[me it the velooisy of maoney.

The advocateﬂ of cash batance version of the guantily thedry gen#‘rahy g*’fc three reamns,_ _'
as to why people asrould like to hoid cash with themzelves, :
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(1) People hold eash in order to buy goods and services to carry on their day—to-day transactlons. '

(11) 'I'hey keep eash to protect themseres from unforeseen contmgency (This is knovm as

precautlonary motive) £

(m) They keep cash for speculatlve purposes.

It is assumed that at any given time, the public can hold a eertam amount of cash balance
sufﬁc:ent to purchase a given volume of goods and s<rvices which may be considered a fraction
of the national income. The proportion of the cash balance that the busiriess firms and the
pubhc may wish. to hold at anytime may be one-tenth or one- twelfth of the national income.

5.4,1 MARSHALL’S QUANTITY EQUATION. -

The cash balance Vt:!"il()ﬂ of quannty theory of money is explained by Marshall in the _

| follomng statements:

"In every state of society, there is some fractlon of their income which people ﬁnd it

worthwhile to keep in the form of curréncy: It may be a fifth or a tenth or a twentieth... Let
us suppose that the inhabitance of a country, takeh one with the other, find it just worth their
while to keep by them on the average, ready purchasing power, to the extent of a tenth part of

their annual income together with a fifteenth part of their property; then the aggregate value =

of the currency of the country will terid to be equal to the sum of these amounts”™,

' Aocordmg to Marshall, people in a country hold certain portmn of their annuat income

in the form of currency or ready purchasing power and certain other fraction in the form of
property or wealth. Therefore, the total amount of money demanded by the people is related
to their annual income and the amount of their property. :

“The quantity equation of Marshall is: M -PKY

Where, M stands for quantity of money of the'people
P represents the price level. _
K stands for the proportlon of real income which people wish to keep in cash

'Y stands for the real income

T'he foliowing fllustration helps us S to understand the equation more elearly Supposmg at

a particular time, people normatly have a cash balance to buy one-tenth of the annual income

- of the community. But at present they want to have cash balance of one-sixth of the national
income, Tt means they want to hold more cash with themselves. This is possible only when the
public reduces their expenditure on goods and services. Thus demand for large cash holdmgs
means lesser demand for goods and services and decline in their prices.

if the people hke o hold less cash balance with themselves, they will spend more on goods
and services. As a result the price level will go up. Thus according to cash balance version of =~

the guantity theory, the value of money depends upon the demand for money to be kept as
cash. _ _ . __ R

Marshall’s -equation contains the asset and wealth components. The demand for money '

was functlonally related only to the levei of money meome

S 4.2 PIGOU"S QUANTITY EQUATION

_ Startmg with the gquantity theory of money, Plgou has observed. that an increase m the .
supply of legal tender ought, always, since the elasticity of demand for legal tender is.equal to
unity, to raise prlces in the proportion in which the supply is increased’. The unit elasticity of
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demand for money simply means: that if the pw:chamng power | Iof money (1/p) is: doubled its
demand is halved and vice versa. e e :

Pigou’s quantity equation is: P= %

Where, P = purchasing power of money
M = Money with the public G
R = National income or total resources of the communlty and
K = the proportion of R over Wh.lCh people w1sh to kcop cash

~ Pigou’s equation says that the value of money (P) is equa! to the amount of goods and
services which people want to buy (KR) divided by the amount of cash balance with thcm

- It is to be noted that there is a lot of difference between Fisher’s and Pigou’s _equatl_ons
in respect of the use of the symbols P and M. In Pigow’s equation- ‘P’ stands for purchasing
power which means the increase of price level. Symbol M x M is used as denomlnator in Plgou 3
cquatlon wlule in Fisher’s equation it is used as the numerator -

In terms of Price level Pigou's equation is:
| M

—=— in Wthh-l-IS Price leve[
P KR P

But atf peopled do not hold cash in the form of [egal tender, some of them hold part of 1t
in the form of bank deposits also. Hence, the equation was enla_rged as follows:
P= [C+H(1-c)]
| M
Where ‘C’ stands for the proportion of cash which people hold in the form of legal tender

money, ‘H’ represents the percentage of cash which is kept in the form of bank deposit, (1-C)
stands for bank deposits. If the total amount of money in the commumty is assumed as 1, part

“of it is held by the public as cash ,(viz, C) and the balance (viz; 1-C) is held by the public as

deposits with the bank. The entire deposits of bank are not kept as cash but only a portion of
it is kept as cash and this is represented by ‘H’. Therefore, [C+H(I C)} represents the total

amount of cash inn the country at a partlcul ar time,
3\9

_-_'_5.4.3 ROBERTSON’S QUANTITY EQUATION

* Robertson, another leading member of the Cambridge school of cconiomists, gave the
followmg equation:

M
M = PKT (or) P=. ——
(or) P= KT

Where, P= represents price level (the reserve value of money)
T= totai amount of goods and services :
K= the fractional part of T over which people w:sh to kr:ep cash

" Robeitson’s équation is the same as that of Pigou’s with o_nly minor diffefence. This is
preferred to that of Pigou because of its easy comparabitity with that of Fisher.

5 44 KEYNES’S QUANTITY EQUATION

Kcyneq s cash balance equation refers only to consusmption goods, A\cordmg io i im people :

~ hold money to buy or to represent only consumer goods and services. His equation is as foliows:

it=pk
or
=1

. p.. k




Whee ads cash held by general public
p is price level of consumption goods

k is the poition of consumption goods.over which cash {r) is kept.

‘Keynes stresses that peopie are interested in the value of money with regard fo consumption

‘goods only. Since he is studying the value of money in a resiricted sense, Keynes used small

letters and not capital letters in his eqoation.
The equation is o =p{k+tk*),

in which k refers to consumption goods over which bank deposits are kept and represents the
proportion of cash resources kept by banks against bank deposits, o -

545 AN ASSESSMENT OF THE CASH-BALANCE APPROACH

"The cash balance version of Quantity theory has the merit of relating the value of money

' (in price level) to ¢hanges in demand for money. Changes in people’s inientson for keeping cash

balance are represented by K. It people demand more money {risc in K shey have to spend less
on goods and services (because the supply of money at any time s fixed). Decline in demand
for goods and services fcads 1o fall in prices. Conversely, if peente desive to hold less cash (fali
in k their demand for goods and services will rise and as a result the price level will Tise.

- ‘This can be explained with the help of the followr diagram: '

¥ Tty o
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DEMAND SOR ANO BUPPLY 0F MONIY

MM, shows the supply of money: it is fived at & porticuiay soint of time determined by the
monetary authorities wid hence 1t 18 fixed. Ly seancis for the denmand for money. Outpui Yy i8
determined at a point wahere the demand for meney is egual to-the supply of money. When

the demand for morney to hold increases, the Ly curve shiits vt and a new equilibrium is

established with a lower gutput, Y. In other words ije Canbridpe equation shows that:

i) TIncreased demarid for money to hold means decreased demand for goods wiich will résult
in decreased income and output. : . : " _

ii} ‘Decreased demand for money to hold means ncreased demand for goods which will result

in increased income, output and prices. Thus the ¢osh balance equation attempts to offer

explanation for the occurance of business cycies. However, It has been subjected to the

following criticism. - S :

1. Alf the Cambridge economists have emphasised the purcha 5153 'powcr of money in terms
of consumption goods. The most important shortcoming of these arguments is that the value of

L




* money or purchasing power: of money cannot be artificialy |hrn1t«ed only to consumption goods

The fact that money is used to huy many other goods is lo$t sight of.

|
2. Though the cash balanre equatlon does attempr ite explain chango% in the [evel of
economic activity, its attempt is-hardly adequate. No direct reference to this has been made.

“{However, at a later stage Keyne«; pomted out the need for coonom ic activity to create purchasmg-

power).

3. The cash- balance version does not take into aocount such variables as mcome sawngs '
and mvc‘;tment which wtal]y inffuence cha.ngcs in price levél

4. The cash balance equation neglects the asset demangd for money. The eguation does not-
emphasise the role of interest rate in determining the demand for cash balance. Consequently,
the equation remairs bepdidte from the whole corpus af the menetary theory dealing with the
rate of mtereet . .

5. In this equation, cash balances of all'g};oups of pedplé have been jumped together. In
fact different people’s cash balances are sub|o¢.tcd to diffe rent behaviour patterns.

' .5 5 COMPARISON BETW]:.EN CASH- TRANSAC'I IONS VERSION AND.

CASH-BALANCES VERSION

" 1. While the cash -transactions version emphasises t‘}f value oi money over a period of
tirie hy incorporating the velocity of money (V), the cash-balnace sguation explains the value -

-of money at a point of time by inchuding the concept of. o‘»’rz*ar.{i Tor cash balance (K)

2 Accoromg to Robcrtqor the two eguaticns are d;;.::s_::z; LA emmons of tho SHME
phenomenon. The cash transactions equation is concerned wizls oone s as o flow while the cash

halance equation is con{:crncd ‘with money as a stock or s’iore of vilue.

3. While the cash- tran«;dctlons equation stresses the tramacoone '.reloc:ry of- money (V) the
cash balance equation omphasxscs demand for cash balance {K) '

4. The American version of the quantity theory of money hdfdly '-'m ins how changes i .-
ihe volunie of money brings about alterations in the price level. The Cambridge version says
that changes in the desire of peopl:, to hold monesy may bnr'g about change in the pncc level

. even without any change in the total volume of money.,

5. The Camhrédge eguation emphass'ses. the '(if,o'land_i'or and supply 1 money. Thus it
ensures interaction of monetary theory with the general theory of demard 8 supply. Thig is
mifssing in the cash transac.tioos version.

5.6 SHORTCOMIV(:S A\JD MERI?S OF TFE QLANTITY THEGRY (‘F
MONEY

' 'Defécts of Qu‘antity Theory of Money

l The qaantxty theory of money was mblu‘*ed tr severe criticism during the early thirties

“of this centuiry. During the period of the great depression 4929.33, the prices declined stegply

and unemployment prevailed all over the wosld, Atiempts of monetary authorities to check

the fall in prices through increasing the quantity of money praved to be ineffective. It became

ciear that price level was not a function ‘of maney supply alosie but a number of non-monetary

factors.also influenced prices. For example, daring war {war economy) the prices increase and

the number of transations increase. As a resuif, more mengy is required. Monetary anthorities -
may respond to it through pumpmg more money into the dconomy.

2. The quantity theory says that change in the ﬂJuﬂtity of money is the cause and change '
in pnccs in the effect. Keynes poinied out that this was not so: change in aopply of moncy is




itot’ fhe catise ‘of change in prices level. According' to him, the factors primarily reeponsihle are’
change in income and expenditure and charige in the relation between savings and investments.

The quarmty of money isa secondary factor when compared to the volume of expendlture

3. The quannty theory of money has been useful in- formulatmg monetary ‘policies. The
theory is based on the assumption that there is a direct rélatioship between the quantity of
money and price level. Though true, this may not hold good at all times: because prices are
also influenced by other factors like weather and the sme of harvest, 1nvent|ons forergn trade,
' Govérnmerit spending, wages, taxes etc

Merits of the Ouantlty Thoory

1. Inspite of the above defects, this theory has been used as the basns to evolve monetary

' policiés and make decisions pertaining to the control of prices. The monetary authorities control -

and regulate prices through either increase or decrease of the quantity of money in the economuy.
Techniques like bank rate, open market operations, etc., are based on the assumptlon that a
larger volume of money m c]rculatlon will lead to hlgher prlces :

© 2. The quantity theory assumes that the veioelty of circulation of money, the quantlty of
-barik deposits; issise.of the currency by the Gevernmeat, improvement inindustrial development,
etc., are the determinants of price level. In considering the effect of any one of these factors
_ on price level, it is necessary to determine the effect of other factors Wh.lCh may influence or
oat-welght the parncula: factor mﬂuencmg the prices. :

3. Mllton Fnedman contends that no adequate exercise was given to test the validity of

- the quantity theory durmg the great depression. According to him there should have been due

expansion of money or of credit or of both to fight out the adverse effects of depression. He

believes that the present inflationary rise in prices in many parts of the world is due to expansion

in money supply i.e., much in excess of expansuon in reat income.
' CHECK YOUR PROGRESS - 2 T~
‘Mention the defects of quantity theory of mo_n_ey.. | o
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5.7 THE INCOME AND EXPENDITURE THEORY

' The income and expenditure approach to the value of money was developed as a protest

against the quantity ‘theory of money. The ‘income theory emphasises that changes in the
supply of money can influence the price level of aggregate real income and consequently in its

components namely, ‘aggregate consumption’ and ‘investment’. The theory focuses atfention

on the flow of income creation, consumption, savings and investment as the ultimate causes
for changes in the price level or the value of money. Though many economists were associated
‘with the development of this theory, it was J.M. Keynes who gave a systematic and complete
analysais of the income theory in his famous book, “General Theory of Empioyment Interest
and Money". .

o The total volume of icome and eaxpenditure of the people in the economy is visualised
as a continucus fow or steam. The theory assumes that the total volume of income generated
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in one period automatically becomes expenditure for the negt perrod Then the lcvel of income

- value of money, change in the price level is not.isolated but is a part of. general change in the

'Savmgs and Investment .

in fall in effective demand. On the other hand, reduction m savings ultlmatcly brmgs about: a.

the higher will be the volume of expenditure.. So, if what is taken out of the total income

" chariges in the relationship between savings and-investment of the community bring about:

_ change in the volume of investment, a change in emp!oymcnt income, and output, a change in

" thé.cost of production and finally a change in the prices of goods and services. Keynes gave up
‘the assumption of full employment which was made in the old quantlty theory of money. He -

. says that “as long as there is unemployment, employment will change in the same proportion as

' KEYNES[AN EQUATION

.. and costs and ageregate supply. According to the income theory, prices are dctermmed by
(1) money income, and (2) by real income.

consumer goods depencim on the quantlty of money but on the income.. It is-the income: that"-_"

and expenditure, the level of business activity, the level of prltes, etc., will be stable and. constant.
In Keynesian language, expenditure means effective dcmanduand more cxpendrture means more
income. For example, expansion in the-volume of expend;tﬂrc ie., effective demand, resulte in
expansion of income of the community which in turn leads to further expansion of e;xpendlturc_
and so on. Naturally, economic activity expands as production, employment and trade rises.
Consequently prices also rise. 1f the econonic activity contracts, the prices decline.. Thus the

economy. These changes are the result of changcs in the level of income and expendrturc in
the economy. ' : o .

The two basic factors that hrmg about a change in the Eevel of mcome and expendlture are
the level of savings and investment. Savings form a part of tlne income produced in an economy.
An increase in savings leads to.a fall in the consumption expcndlture, which in its turn results
rise in effective dcmand

Investment means e.xpendlture on Nnew capltal goods. The larger the volume of investments

(savings) is matched by what is added fo the income stream (mvestment) the lcvel of income
and expendrturc in the economy will be constant . :

I savmg«; are more than mvestmcnt the volume of expendrrure is reduced It results in
reduction of income and expenditure. The level of business activity and prices will declmc On
the other hand, if savings are fess than investiment, the volime of cxpendlture is increased and
it leads to expansion of income and increase in the level of business activity and prices. These
(a) change in the levels of income and expenditure, and (b) ch.mges in the price level.

5.7. l REVISION OF THE QUANTITY THEORY OF MONEY BY KEYNES

According to Kcynes, prices are defermined 1nd|rectly through the infiuence of a chaln
of events.. A change in the quantity of money may lead to a change in the rate of interest, a

the guantity of moncy changes on the other hand, when there is full employment prices will
change in the same proportlon as thc quantlty of money.

In brief the income theory of price involves an analysais of income and aggregate demand

p=Y.
Where, FPris the general fevel of prices

Y stands for money outlay
- O represents the physrcal volume of goods and services produced

_ When money outlay rises more rapidly than output (0), prices. w;ll rise. Tt on the other h
hand, output increases more rapidly than the money outlay, prices may fail. Thus’ prices of .

determines prices. .




Y

Keyﬁ;s critic_ised- the classical approach which -regaided money as- peutra; and has no
influence on the economy’s real equitibruim - equilibrium of relative prices, interest rate und
output.. The classical theory was a theory of stationary equilibrium while Keynes was concersed

with develaping a theory of economy in which- changmg views about the futurt mt‘:'iiencc the.

present situation.

In this geheral theory Keynes has developed a reformed quantity theory of money integrating

the theory of pribé with the general theory of value and output. He assizmes that roere will be
constant réturns on fixed wage unit as long as unemployment i is present. Under this si ftuatiod, an
increase in the quantity of money will not raise prices so long as there is any unemployinen:. Byt
after full employment is reached, wage units and prices will increase in the same proportion in
which the effective demand increases (as 2 consequence of increase in the quantity of money.) it
therefore, follows that the aggregate supply is perfectly elastic so long as there is unewployment
and- perfectly inelastic as soon as full employment is reached. The aggregate effective demarl

changes in the same proportion as the quantity of money. So keynesian quaniity theory of

meney can be stated as follows: as long as thers is unemployment, employment will. change in
the same proportion as the guantity of money changes, and where there is full employment
prices th! change in the same proportion as the quantity of money. :

5.’12 ASSUMPTIONS OF THE REVISED THEORY

Obviousty, this reformulated quantity theory of money is based on a number of simplifying

assumptions, The following possible complications will, in fuct, influence the events and upser -

" the eperationai importance of the theory.
1. The aggre;_,dte effective demand will not change in the. same pT oportlon in which the quanmy
- of money wili change.

2. Since resources are not homogeneous cllmmiqhmg returns will result as employment
increases. - :

-3, Since zesources lack perfect submtutabll;ry, thc supply of some commaogities wil} become
inelastic while there are still unemployed resources available for the productlon of other

. goods,

4. The wage-unit will rise before full employment has been reached in the economy'

S, '"!‘16 factor rewards enicr ing into ma.rgmal cost of producnon will not Lhange in the same e

_proportmn

Duc to the above mentionad complicating factors, the increase in thé'éﬁf'{ective demand
brought about by the increase in the quaniity of money will, generally speaking, spend itseif
partly in increasing the quantity of employmrent and partly in raising the level of prices in f‘"zr‘
ECOBOTY. : :

58 SUMMING UP

The quanuty theorv of money states (fiaf the value of money depends upon the-"su’pply'_'or'

guantity of money. If the quantity of moncy incieases, the value of moncy decreases and vice
versa. There are two versions of the quantity theory of money, viz., cash transactions approach
and cash balance Approach. -

The cast: fransactions equation (Fishers’ equation) considers only one function of of. meney,

ie., Medium of exchange. As per this equation, the total volume of money during a glven period
of time wiil be equal to the total value of goods and services. This equation is based on some
assumptions ke “and ‘T are indepegdent variables, ‘P’ is a passsivg factor, prevalence of fuil
employment, eir. Bur this theory was criticised on the & unnd ¥ is based on unrealistic
assumptions, '
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5.9 CHECH YOUR PROGRESS: MODEL ANSWERS

'5.10 MODEL EXAMINATION QUESTIONS

B
g
Col

According to the Cash Balante Approach,.the value qﬁ money depends upon the demend
for moriey to be kept as cash. This approach takes into acepunt the store of value function of
money. the Cambridge economists like Alfred Marshali, %I_’:'fgi#)u,- Rabertson. Keynes contributed
to the development of cash banances approach. This approach has the merit of relating value of
money to changes in demand for money. However, the cash balances version was also subjected
to some criticism. - . '

The quantity theory of money has both merits and dernerits of its own. The income ‘and

expenditure theory was developed as a protest against the quiantity theory of money.’ According
to this theory the changes in the price level or the changes in the value of money are brought

~about by chariges in the levels of income and expenditure of the country. In the reformutated

quantity theory of money, keynes has rémoved the assumptior of fult employment and integrated
‘the theory of meney with the general theoty of value and output. =

L 5 "V and ‘T" are independent variables and aré unaffécred by change in money. (M),
ity ‘P is a passive factor. _ '
it} Fisher assumes a long period of time )
iv) Existence of full employrment in the country.
2. i} The change in the volume of moncy supply is not the only cause of changes in the price
level, : o j L '

#) Agcording to the guantity theory change in the quantity of money is the cause and

- change in prices is the effect. But keynes has shown that hoth of them are the effects”

of some imporract causes, like change in income and expenditure and change in the

relation between saving and invesment. : e

tii) It has not been useful as a guide 1o monetary polidy or the prices are influenced by
many factors rather-than quantity of money only. o

A. ESSAY QUESTIONS

Answer the following in about 30 lines cach:

N State and explain Fisher's Equation of Exchange.

2. Distinguish between the cash balances approach and cash transactions approach to the
quantity theory of money, - :

3. Critally examine the cash transactions equaﬁon, Briefly discuss the factors that determine
the value of money. ' : ' :

4. -Bricﬂ_y‘ expliain the Cambridge equation of the quantity th&ory of money. - '
5. Br.ihg out the speciality of the income and expa:idémr: dheory of Keynﬁs.
6. .Cri'tiﬁéil.y. examing the .Qua'm';'.t'y fieory of money. .
B. SHORT QUESTIONS |

Answer the fuilowing in stuut 13 Bnes enln

-

A7 Under what assvmptions will MY g eaust i 97 ?

B. Hxplain the refationship berveen the guaniity of suney aid the vane of money.




' 9 Llst out the assumptmns of Keynsmn Income and Expend:ture Theory.'

10 Descnbe the Cambr:dge equation- of exchange

11, State I-_(eynslan equat_lon of Income and Expenditure.

12, . Explain Pigou’s Quantity Equatior_l.

'13.' ' .':]'E‘.xﬁlaiﬁ.'RObeftsoh"s Qu.ziﬁti_tj(’ 'Eqiiation.

5. 11 RECOMMENDED BOOKS

.1 Crowther G.

2. Culbertson John. M.
.3. Jhingon M.L.

.40 Sundaram K.P.M.

5. Vaish MC.

| 6. Vaish M.C.

An Outhne of Money.

Money and Barking

Money, Bankil}g and .Internaiional Trade.
Money, Banking and Internitional Trade.
Mohey, Banking and Infemétioﬁa] Tfade. |
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312 GLOSSARY

" Full Employmet

* 'Pur'chasing Power .

f .
"Velocity of Circolation of Money

. An economic situation where unemployment 1s at a

minimum and the number of unemployed isnogreater

_than the number of vacancuec

: The quantity of goods and scmce‘; a unit of money o

can buy.

: The average number ‘of times each unit of moncy is
used during a period.
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UNIT-6: INFLATION AND DEFLATION
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6.0 AIMS AND OBJECTIVES

“In this Unit we explain the economic situation under mﬂdnon and deflation and its impact
on Varmus sectlons of people. : . :

After readmg tlns-u_mt, you should be able to:

* “explain the meaning of inflation and theories of inffation:

¢ describe different types of inflation;

* discuss the causes for and effects of inflation;

* list out the measures to controf inflation;

* discuss inﬂationa_zﬂr gap ;. _

* explain, what is deflation and what is deflationary gap;

* _dlqcuss the effects of deﬂatmn and the measures fo controi deﬂauon, and_

* d;st.lgulsh between d}'smﬂatlon and rei’atlon
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effective demand. Increased effective demand without a corresponding rise in the supply of
goods and services leads to rise in price level.

‘Cost-push inflation occurs when prices rise due to an increase in cost of produciton. The
reason is that prices of various factors of preduction increase, This situation arises as a result
of either wage-push or profit-push factors. o ) -

iii) Open or Suppressed InRation:  Open inflation refers to a situation where prices rise

without any interruption. The Government does not take measures to stop the rising prices,
On the contrary, suppressed inflation is one where the Government attempts o check the rising

prices through price ceilings, rationing, etc. During: suppressed inflation, private holdings of
cash, bank depdsits, etc., increase. While prices do not fise in the controled sector, they increase.

disproportionate’!y'in the uncontrolled sector.

iv) Creeping, Walking, Running and Galloping Inflation: The above c!assiﬁcation is m_ade'

on the basis of the extent to which prices tise. Inflation is said to be creeping, when price rise is
very low, say 2 to 39 a year. Waiking inflation refers to a situation, when prices rise gradually
at the rate of 3 to 5 per cent a.year. ‘Running inflation occurs when prices rise by more than
10% yearly. The most severe form of inflation is ‘Galloping’ or ‘Hyper-inflation’ in which prices
tend to rise by more than 16%. During the post First World War period, Hyper- inflation was
‘experienced by Germany and the situation was so severe that a cart load of notes bad fo be
carried to buy a cup of coffee. Similarly in France, a basket load of currency had to be carried

to-buy & loaf of hread.

v) Comprehensive and Sporadic Inflation: ‘Depending on the coverage and scope, inflation

is divided into two cafegories: (1) Comprehensive inflation and (2). Sporadic inflation.

~ Comprehensive inflation refers to a situation when every sector of the econonmy experiences

_inflationary pressures. Sporadic inflation is a sjtuation when inflation occurs only in certain

sectors. It is sectoral in nature. For example, increase in prices of food grains due to failure of
crops or rise ifi prices of fertilisers, ete. o - : .

" vi) Wage-Induced and Deficit-Induced Inflation:. Wage-Induced inflation is a situation
where prices rise on account of increase in money-wage. Increase in money wages would lead
to increase in cost of production without a corresponding increase in output. This leads to a
further rise: in prices. Money-wage has a tendency to increase whenever prices rise.

- Deficit-induced inflation occurs when Government resorts to deficit financing. Government

resorts to deficit financing when it is unable to meet expenditure through taxation. This increases
the total money supply or purchasing power of the people. The result is rising prices.

6.5 CAUSES OF INFLATION

According to Kenneth, K. Kuriharan, inflationary pressures arise from both the demand
side and the supply side. The term demand is understood here as demand for money income,
and supply means available output on which the money income is spent. The factors that cause
inflation are discussed below: '

) Demand Factors: Increase in money income may be caused by factors such as (1) Increase

in the total money supply in the economy (2) Increase in the amount of disposable. income

(3) Expansion of Barnk credit, (4) Increased consumer expenditure and business outlay. .

i) Supply Factors: Inflation is also caused by factors affecting supply side. For instance
when there is shortage of raw material, equipment and machinery, etc., the output of goods and '

- services may not increase corresponding to an increase in money income. As explained earlier,

there will not be any increase in the general price level inspite of increase in money income, |
if there are uvnemployed persons in the economy. But inflation will set in if money income

_ continues to increase even after full ernpolyment level is reached.
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& . The Role of Speculation: Speculation too plays a signifi¢ant part in aggravating'inflation.
: When prices are expected to increase the consumers will"purchase more goods; this will lead to

rise in prices. In the stock exchanges and produce markets, speculation of price rise accentuates

inflationary pressures, ' L - -

1
!

CHECK YOUR PROGRESS - |

List out the causes for inflation

. 6.6 EFFECTS OF INFLATION

* The effects of inflation are not uniform or- all groups ot people in the economy. For the
purpose of analysis of the impact of inflation all people can be divided into the following major
groups, . s : . o

_ 1. Debtors and Creditors : While debtors as a group aré benefitted inflation, the creditors
sustain loss. When a person borrows money before the rise in price level and repays at a later
date when prices have risen, the purchasing power of money repaid will be less.. The creditor

 loses because the value of money is less than at the time of lending. : R

- 2. Investors : Persons who invest in equitiés are benefitted by inflation. During the period
of inflation equity dividends increase due to increased corporate earnings. So equity investors
are benefitted. ' ' R I :

On the other hand inflation affacts adversely those who invest in fived interest yielding
. bonds. They get the same increase but less purchasing power. : '

3. Business Community : Manufacturers, entrepreneurs, busifiessmen stand to gain during
i, ' inflation. Businessmen sell the commodities at higher prices and earn windfall profits. The
F ' entrepreneurs earn huge profits as the rise prices will be .more than the rise in the cost of
C production, '

4. Wages and Salaries : Workers and salaried sections ilrc adversely affected by inflation

- since wages/salaries do nct rise in proportion to gise in prices. Their purchasing power will be

relatively less and workers tend o lose. So trade unions bargain with employers for rise in
wages. . ' o '

5. The Rentier Class : People of fixed income groups ;likc pensioners, anmiuity hold'_crs,_
those living on past savings, etc., suffer the most on dccount of inflation. Erosion in thier real
incomes reduces their standard of living. :

6. Farmers : Farmers are benefitted dusing inflation because of two reasons. Firstly, the

prices of farm products increase and secondly, the mcrease in cost of production is less than the

. rise in prices. This is more so in the case of farmers who produce food grains. Further in the

capacity of deptors they pay back less purchasing power o the creditors. Thus inflation gives
doublesbenefit to the farmers. : - :
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. 7. Consumers : Inflation affects consurners very badly. Rise in prices reduces private
consumption through reduction in the purchasing power of the people. ‘Thus consumers have
to lead a fow standard of life during inflation. B e

Kenneth K. Kuriharan summarises the effects of inflation thus : inflation redistributes
wealth and income in such way as to hurt the consumer, creditors, small investors and low and
fixed income groups and benefits the businessmen, debtors and farmers. i

67 CONTROL OF INFLATION

In view of the adverse effects of inflation on the _économy in general and on certain groups
of people in particular, it is to be controiled by all possible measures. The anti-inflationary
measures include (1). monetary measures (2). fiscal measures and (3). other measures.

i) Monetary Measures : According to some economists, inflation is'a monetary phenomenon
i.e., caused by monetary factors. Milton Friedman is one of the modern economists who advocate
monetary measures to control inflation.

Anti-inflationary monetary measuies include the Central Banking operation of lfestric;ing

:c,redit,- etc. Some populdr measures used by the Central Bank aré bank rate policy, open market.

‘operations, variable reserve ratio and selective credit control. However, it is to be noted that
monetary policy can successfully control inflation only when it is caused by excess supply of
money (increased volume of money). .

ii) Fiscal Measures : Fiscal measures relate to the government policy in respect of

_ public expenditure. and taxation. Keynes advocated Fiscal policy as instrument of checking
inflation. According to him, if the inflation is due to excessive aggregate demand over the full

- employment level, it can be controtied reducing aggregate demand. The aggregate demand can
be reduced by way of increasing the rate of taxes, introducing new taxes and reducing the public

_ expenditure. However, it is difficult for the government to curtail certain types of expenditure
like expenditure on construction of foads, education, medical and heaith, etc., which are essential

for the development of the people. So it is not possible to reduce such expenditure altogether.

However, some unproductive items of expenditure can be reduced to control inflation. Increase

-in rates of taxes and the introduction of new taxes may reduce consumption and thus bring down

_ pressure on aggregate demand. Increased taxes on the rich peopie will be much more effective -

- in checking. inflation. Taxes on commodities reduce the expenditure of people and hence their

- demand. Fiscal measures are considered to be more effective than monetary measures to control

 inflation. However, it should not adversely affect productive investment and result in greater
. unemployment. o o

iii) Other Measures : The Governfncnt may try to increase output and thereby control
inflation. For instance, in a country like India where inflation is due to shortage of agricultural
production, inflation can be controlled by increasing agricultural output.

Where inflation is due to specufative activiites, the government may try to restrict such -

_ activities. For example, in Tndia, the government has curbed the evils of speculation by taking
" over the distsibution of essential commodities through consumers-cooperatives.

Tf the price rise is coafined only to certain commodities the government may try 10 restrict
such activites. o

If the niiation is on account of increase in Ishotir cost government can control it by
wage-freeze. : . S _ :
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6.8 INFLATIONARY GAP

The concept of ‘Inflationary gap’ was originated by. JM. Keynes. According to him the
mnflationary gap for the economy refers to "An excess of anticipated expenditure over available
output at the base prices”. Keynes brought this concept to emphasise the strategic significance
of flow of money influencing the general price level and to indicate the primary importance of
fiscal measures in wiping out the inflationary gap.

The aggregate demand for goods and services ie., total expenditure is derived from three
sources: (i) Private consumption expenditure (C) (ii) Private investment (I) and (iif). Government
expenditure (G). Thus the total anticipated expenditure is; C+1+G.

~ The available output to meet the demand for goods and services is a function of employment
and the level of technology at a given time. Inflationary gap occurs when there is an excess of
demand over available supply. The foliowing illustration makes this concept clear,

First, let us take the demand side: during war period Government’s expenditure on Armed
Forces increases. This results in an increase in the volume of money. Increased income in the
community will fead to increased consumption expenditure and investment. Thus there is an
increase in the total expenditure (the total demand).

The net disposable income of the community which constitutes aggregate dcmand for goods
and services may be estimated as under.
National income during the given year, say, Rs. 20,000 crores,
Tax paid to the government say, rs. 5,000 crores.
Gross disposable income: 1-2 = Rs. 15,000 crores.

Savings by the community at 10% of the inceme; Rs. 1,500 crores.

L

The net disposable income with the cbmmunity (by subtracting the figure at 4 from the
figure at 3) : : ' '

* It is net disposable income with the community that determines the aggregate demand of -

. the community for goods and services,

Let us now discuss the supply side:

The aggregate supply comes from the Gross National Product. A part of it is spent by the
Government for war purposes. Therefore, the available output for the community’s consemption
is less than the gross natjonal output. For example: ' '

Rupees in Crores

National Product _ 20,000
Alipfopxiatcd for future purpose ' : §,000
Available for consumption | | : ' _ 12,00b

- Thus, although net disposable income the community would like to spend is Rs.13,500
crores, the available output for civilian consumption is Rs.12,000 crores, The inflationary gap
is Rg.1,500 croi'es.(1350(}-12000é_1500). So long as the amount of disposable income with the _
people and the volume of goods and services available for them are the same, there will be price
stability_:, The inflationary gap will be visible when the amount of disposable income is more

than the quantity of goods and services avaitable for consumption.
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Inflationary gap is illustrated in the following diagram:
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OY = Volurme of oulpul.{(income)
YE = Fuli Employment Demand
YA = New Demand

AE = lnhationary Gap

The horizontal axis represents the voulme of income and the vertical axis represents the
voulme of expenditure (C+1+G). The 45° line is the equilibrium line. At point E, the economty
is in equilibrium because at that point the supply of goods and services (or real income OY)is
equal to demand for them (reflected by total expenditure YE). Therefore QY may be regarded

" as equilibrium income as well as full employment income at current prices.

OY = Volume of output (income)
" YE = Full employment demand

YA = New demand

AE = Inflationary gap

Suppése. the Government has to increase its expenditure for development purposes, by an

" additional amount equal to EA then the new total expenditure is shifted upwards, The dotted

line represents 'C+I+GL. Then a new situtation arises. The real output (or income) remains
constant at QY but the monetary demand for this output is not YE but YA. Thus, there is
excess of demand equal to EA. Therefore, EA represents inflationary gap which is responsible .
for pushing up the price level. '

Wiping out the Inflationary th 1 As explained already, inflationary gap 'sta:t.s with
additional expenditure by the Government. Through economy in Government expenditure, the
excess of aggregate _demancl can be reduced. But this is not always possible because Govemmen_t

-
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has to spend for economic development or, during war tii:he, to sustain the war effort. The
following are some of methods to eliminate the inflationary gap.

iR =

(i). An increase in vo!ﬁntary saving by the com munity witl réduce ef_fecfivc demand.
(). The government may use the tax system to move up the3surplu_s purchasing power with the .
people. ' !
- {iii). The output of goods and 'se_rvices may be increased so as toe absorb the excéss demand.
The inﬂhtionary gap is used statisticafly to measure the pressure of infaltion. It enables

monetary authorities to adopt proper anti-inflationary policies. _ :

| 69 DEFLATION

Defiatjon is an economic situation during which period the prices are failing or the value
- of money is rising, In the words of Pigou "deflation is that state of falling prices, which occurs
at the time when the output of goods and services increases more rapidly that the volume of
money income of the economy”. But modern economists do not completely link inflation with -
-the decrease in money supply. Crowther is of the opinion that “deflation is that state of the
economy where the value of money is rising i.e., prices are falling: '

. ' _ Deftationary Gap : Deflationary gap is the opposite of inflationary gap. If the volume of
- goods and services is larger than the aggregate demand of them, a deflationary gap will arise,
Under such circumstances, the C+1+G curve is pushed downwards. The decline in demand may
be because of reduction in Government expenditure, a decline in private investment, and a fall

in private consumption. This can be shown in the following diagram:

b

EXPENDITURE (£
1
1
1
|

° ' ¥! INCOME (Y)

In the above diagram;
OX = Voiume of Real Incoma avaiable for the community
vlia= Originai Fil Employment Demand
v1g ~ new Demand
AB = Defislionary Gap
- To wipe out the deflationary gap the government can increﬁae publi'c expenditure. The:

expenditure of the community can be raised through reduction in taxes. If C+I+G is raised to
the original level, the deflationary gap will disappear.

The concept of deflationary gap has some policy implications. To remove the dcﬁa_tionary

: - gap the government has to increase aggregate demand to that of full employment level, To atfain

ly this objective, the government can reduce the rate of taxation (so that private consumption or
' expenditure can increase) and by increasing the public expenditure. )
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6.10 EFFECTS OF DEFLATION .

The effects of deflation on production, business; employment and the distribution of income

- are discussed below:

1. Debtors and Creditors : During the period of falling prices, the .creditors gai and .
debtors lose. The debtors have to pay back more purchasing power to the ereditor. The demand

for consumption goods increase and also the purden of indebtedness goes up.

2. Tnvestors : Deflation is beneficial to those who have invested in the fixed income yielding
assets. Their income remains the same though the prices have fallen. Fatling prices increase the .
purchasing power of money in the hands of investors. However, investmient in equities brings
less income by way of dividends because the corporate earnings decline. Investors in edbities
are adversely affected by deflation. - o '

3. Production : Production and trade are adversely affected by deflation. Profits of
entrepreneurs are reduced because of falling prices. Entrepreneurs tend to reduce their
investment and that results in unemployment. Declining profits adversely. affect the marginal
efficiency of capital. S : -

4. Working Class : Deflation-benefits wage and salary efrners. Their purchasing power of
money is increased. But the evil of deflation is unemployment. Some of the workers are forced
to remain amemployed. : : .

5. The Rentier Class : Pensioners, annuity holders and the fixed income groups are
benefitted by deflation, because of falling prices.
N

6. Consumers : Consumers arc largely benefitted because they will be able to buy more
goods and services with the same money income. But the unemployed persons have to suffer a

_ lot.

The choice between inflation and deflation is like the choice between two evils but the
lesser evil is inflation: It has got a favourable effect on employment and output. In the case
of the underdeveloped countries, mild inflation is advocated as one of the policy measures of
development. But it ha§ to be carefully noted that inflation does not cross its limit,

CHECK YOPR PROGRESS - 2

List out different classes of the society which are benefitted by-Deflation.

.......................................................................................
.......................................................................................
........................................................................................

6.11 CONTROL OF DEFLATION

\y .
Measures to be taken for controlling deflation are explained below:

i) Monetary Measures : The monetary measures to combat deflation refer to central '
banking operations of expansion of credit. It may use various weapons like the Dank rate, open
‘market operations, variable reserve ratios and selective credit controls. These measures will be
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effective only when deflation occurs due to shortage of moqey siupply. When deflation is due
to non-monetary factors, the monetary measures will not be effective in controlling it.

it) Fiscal Measures : Fiscal measures to control deflation include the Government's
increasing public expenditure and reducing the rate of taxation. The increased expenditure adds
to aggregate demand and thus results in increased employmertt, output and prices. It is better if
the government increases its expenditure by deficit financing. By lowering the rate of taxation,

‘the aggregate demand can be increased through increase of private consumption.

6.12 DISINFLATION, REFLATION AND STAGFLATION

Disinflation is the process of curbing inflation.. it can also be considered as a policy of
deflation. As people did not tike using the term deflation after 1930s, a new term ‘disinflation’
was brought into vogue. It is a deliberate action taken by the Government during inflation to

- bring about the general fall in the price level. According to J.L. Hanson, disinflation is a mild

form of deflation - a policy adopted to check inflation by restricting demand.

Reflation is a cure for deflation. When prices fall to a very large extent, it is desirable that
there should be gradual rise in the price level. The Government has to take step to control
deflation when it has reached the other extreme. Such action on the part of the Government
is described as reflation. Cole defines reflation as "inflation deliberately undertaken to relieve
depression"”. According to H.E. Evitt, "if, after a period of deliberate dettation, it becomes
apparent that a fall in prices and wages has been caused to an extent which is having serious
effects on industry and trade...some resort to inflationary principles must be made. However,
such a process does not result in inflation as such, but is merely retracing steps taken too far
in the wrong direction, it is known as ‘reflation’ so as to absolve it of any inflationary taint.” .

Stagflation is a phenomenon where the economy experiences stagation as well as inflation.
It is a situation when recession is accompanied by a high rate of inflation. Tt is, therefore, also
called ‘inflationary recession’. The main casue of stagflation is’excessive demand in commodity
markets, which leads to price rise, and at the same time the demand for labour is dificient,
which creates unemployment in the economy. : o

6.13 SUMMING UP

. Generally inflation refers to a rise in price tevel or fall in the value of money. It may result
from an increase in the volume of money as compared to the supply of goods. There are two
theories of inflation, namely, quasitity theory approach and excess demand approach. As per
the first approach the main cause of inflation is an increase it the guantity of money and as
per the second approach the excess demand over supply of goods and services is the root cause
of inflation. There are different types of inflation, like money inflation and price inflation,
demand - pull and cost-push inflation, open and suppressed inflation, creeping, walking, running
and galloping inflation, etc. Inflation arises because of two factors viz, demand factors and
supply factors, : : '

Inflation affects different people differently. Consumers, creditors, small investors, workers
and salaried sections and fixed income. groups are adversely affected, whereas businessmen,
debtors and farmers are benefitted by inflation. Becasue of its adverse effects, inflation has to be
controlled. Measures to control inflation are grouped into monetary measures, fiscal measures
and other measures. : : '

Inflationary gap occurs when there is an excess of demand over available supply of goods

-and services. It may be wiped out by increasing taxation and inducing savings.

Deflation is the stage of falling prices. Deflation also has its effects on different sections
of the society, like debtors and creditors, investors, working class, rentier class, consumers, etc.
The measures to contro! deflation can be classified into monetary measures and fiscal measures,

There are three more concepts namely, dis-inflation, reflation and stagflation. Disinflation is
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- the process of curbing inflation, whereas reflation is a cure for defiation. The term ‘stagflation’
refers to the situation where the economy experiences stagnation as well as inflation, -

6.15 CHECK YOUR PROGRESS: MODEL ANSWERS

1. i) Demand Factors : ‘The upward shift in demand may be caused by (a) an increase in’
money supply; (b) increase in the disposable income of the peopie; (c) Increase in the
consumer expenditure; (d) expansion of bank credit, etc. :

ii) -Supply Factors : The downward shift in supply may be caused by, (a) Shortage of raw
 material, equipment etc., (b) increase in exporis reducing the availability of goods for
- domestic consumption and (c) Hoarding of goods by traders in anticipation of further .
rise in prices, etc. .

2. Creditors, investors of fixed income yielding assests, working class, fixed income groups,
CONSUmers, etc.

6.16 MODEL EXAMINATION QUESTIONS

A. Essay Questions
- Answer the following in about 30 lines each:
1. .Define inﬂétion and discﬁss its effects. How for can monetary lheasufes control i;lﬂation?'
2. Enumerate the consequcnces of inflation.
3, Explain the causés, and remedies of inﬂation.
4. Discuss the effects of deﬂation. Suggest remedies.
5. Distinguish between inflation, deflation, reflation and disinflation.
6. Between the inflation and deflation, which 15 worse;.? Comment.
-7 What is inflationary gap? Suggest measures to eliminate it.
B. Short Questions
Answer the following in about iS Jines each: .
1. Distinguish between cost-push and demand ﬁull.inﬂation.
2. Explain the concept ‘inﬂationary gap’ with a diagram. |
3. Explain the meaning and conséquenccs of deflation.
4 Describe the non-monetary causes of inflation.
5. Whaf is a deflationary gap?
_ 6. Explai_n thc-causes for inflationary gap.
7. Briéﬂf explain different types of inflation.

B Distinguish between disinflation and reflation.
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6.18 GLOSSARY

Deflation
Deﬂatidnary Gap

Disinflation

' Fiscal _Policies

Inflationary Gap

Inflation

Money Wages

Real Wages

.- Stagfiation

Trade Cycle

. Wage Freeze

: A decline in the general price level of goods and services.
: Excess of goods and services over :ﬁggregate demand for them.
: It i a process of curbing inflation,

: The Gevernmentipolicy either to increase or decrease taxation to

stimulate or check consumer demand.

1 An excess of anticipated expenditure over the available output at
~ base prices. :

* An increase in the general price level of goods'and services.
: Wages paid in terms of cash or its equivalent.
¢ Wages paid in terms of goods and services.

: A phenomenon where the economy experiences both staganation

and inflation.

: The tendency of business activity to fluctuate regularly between

boom and depression. During the downswing of the cycle there
are falling prices, fall in production and increase in unemployment.
During the upswing there are rising prices, expansion of production
and decreasing unemployment.

: An attempt to hold wages at their -existing level for a period of

time.
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20 AIMS AND OBJECTIVES

In this unit we have explained the concept of value of money, measurement of the changes '
in the value of money with the help of index numbers, uses and kinds of index numbers.

By the end of this unit, you will be able to:

* explain the concept of value of money; _

K explain the measurement of changes in value of money;

" # |ist out the steps involved in the construction of index numbers;
* jdentify the difficulties in the construction of index numbers; and

%« discuss the various types of index numbers and their usefulness.

.71 INTRODUCTION

- Generally, the price level varies from time to time, which leads to fluctuations in the value '

of money. As we have seen in the last unit, changes in the value of money may affect different
sections of the society either favourably or adversely.

Index numbers of prices are used for measuring the changes in the value of money. This
unit explains the different aspects of the index numbers.

7.2 CONCEPT OF VALUE OF MONEY

. The value of money means the amount of goods and services it can buy. It indicates the
purchasing power of money. In other words, the value of rupee is measured in terms of the
amount of goods and services it can command. For example, if a kilo of wheat costs Rs. 2/-
- (two rupees) 10 rupees can buy 5 kilos of wheat. If the price of wheat is increased to Rs4
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per kilo, then Rs.10 can buy only 2.5 kilos-of wheat. Thus money buys more quantity of goods -

- and services when their prices are low and vice-versa. .The value of money depends upon the

price-level.

There is an mverse relationship between the price-level and the value of money. When
the price-level increases the value of money decreases. Stmilarly, when the price-level falls, the
value of money increases. '

Since the number of goods and services produced in a co. niry is very large, it is not easy to
express the value of money in terms of each and every commodity. So an average of all prices
is calculated and this average is called the general price-level: The inverse relationship between
the value of money and price level is given by the foli~wing formula: :

vm. = 5 Where Vm. stands for the value 0i money and P stands for the price-level,

7.3 MEASUREMENT OF CHANGES IN THE VALUE OF MONEY-
INDEX NUMBER : : _

Money serves as the yardstick for the measurement of the value of each and every commodity
exchanged for it. But how to measnre the value of money? The value of morey can be measured
in terms of what the unit of money can pu'rcha_se. In other words, the purchasing power of
money indicates the value of money. To know the purchasing power of money, it is necessary
to know the price- level. This is calculated through the statistical device called Index Number

- of Prices. Since the value of money is inversely related to the price level, changes in the value

of money can be known by comparing the price levels of different periods. Such a comparison
is done through index numbers. Lester V. Chandier defines the index number of prices as
follows. " The index number of prices is a figure showing the height of average prices at one
time relative to their highest at some other time that is taken a3 the base period. The index

- number of prices can also be defined as a number calculated by a statistical device to estimate-

 the relative variations in the magnitude of a pheromenon from time to time and from place to

cormaodities should be chosen for constructing an index number. It &

place®.

74 ESSENTIAL FACTORS FOR THE CONSTRUCTION OF INDEX
NUMBERS |

The index number of prices Is a statistical device covering the changes in the prices of the
commodities. The foltowing factors enter into jts computation.

1. The Choice of a Base Year : The first step in the construction of index numbers is the
setection of a base year, The changes in the price level are always measured with reference to
the base period. It is therefore necessary that the base year should be a nominal year, ie, a
year of normat economic activity. It should be a'year of comparitive price stability. It is better
il the base year is"a near rather than a remote vear because it reflects the real price changes.
Sometimes the previous year is taken as the ‘base year for the construction of index numbers.
Such index numbers are termed chain indec numbe:-s.

The base year should be an year of normal economic activity, vsually it will be a prominent
year in some manner. For example, a Pre-war or pre-depression vear may be selected for
comparison of future changes in prices. ' ' :

2. Choice 6[' Commodities : To obtain accurate results of price changes, the right type of

et to include ai; -
fypes of commodities since there are hundreds of thousands of corr- “ities ' the work ', The

,kind of commodities which have to be included for computation of i, - mr e e prices will

¥

depend upon the purpose of the index numbers. To show the vzlue . sy in general tis
necessary to include as many important goods as possible. But, & we p. s s to fnd out
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the value of money to a worker it is necessary to take the retail prices of those goods which-
enter into his consumption. C '

3. Collection of Data : The collection of data should be comprehensive, accurate and
systematic. The guestionnaire, designed- for the collection of data should facilitate to get
comparable, representative, adequate and accurate data. Representative data means that it
should include all important commodities and their prices. Comparative prices taken should-be
the representative of the whole group. The data shotild cover the same set of goods over the
years in order to ensure comparability. As far as possible the data should be collected through a
competent authority. The data should be adequate so that an acceptable index fumber of prices .
may be constructed. For instance, the index number of agricultural prices cannot be calcutated
only with the prices of rice. It is necessary o include prices of wheat, jowar, bajra and so on.

4, Choice of Index Numbers : The choice of index number is the essential requirement in
the construction of index numbers. It determines the chain of commuodities and the collection

of price data.

There are many types of index numbers of prices such as general purpose index numbess,

the wholesale price index numbers, the retail price index numbers and so on.

If the probiem before us is to study the standard- of living of a worker, we have to select

' ~ thie cost of living index numbers. The results will be accurate if the choice of index numbers is
. correct.

' §, Cholce of Weightage : The commodities inciuded in the computation of index numbers
should be given proper importance oF weightage. For instance, some commodities are far more

‘important than others and a larger proportion of the income of the. peopie may be spent on

them than others. For example, wheat is more important than fruits or sugar. A large number
of people buy and spend a large proportion of their income on wheat than on sugar or fruits. In
order to give different articles their due importance in the caleulation of averages, the weightage
to be given to each commodity is to be estimated. This can be expressed as a proportion of
the total value of commodities. Supposing the total value of ali goods is Rs. 100 crores and
suppose all goods are given a total weightage of 100; if the production of rice is worth Rs. 15
crores, rice will be alioted a weightage of 15. If the production of wheat is Rs. 5 crores wheat

will be given a weightage of 5 and so on. .

6. Cholce of Average : Many types of averages are used for construction of index numbers:
arithmatical average, geometric average, harmonic average, etc. The most commonly used
method. is the single arithematical average in which the aggregates of prices of all items is
divided by the number of items. ‘The other fype of average commonly used-is the geometric
average. . :

CHECK YOUR PROGRESS - 1
List out the steps involved in the construction of Index Nufnbers. '

........................................................................................
....-............-..................-........................................... .......
........................................................................................
...-...v—--.....-...-......--.................--..‘.....-................_-.....‘.-- .........
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7.5 CONSTRUCTION OF INDEX NUMBERS

The index number of prices can be constructed in the following way. Let us suppose that
in a country only three comodities are produced, viz., wheat, ctoth and fish; and their prices in
the year-1 (the year which we take as the base year. ie., the year with which we can measure
the prices of the commodities of the other years) are Rs. 5 per kg of Wheat: Rs. 4 per metre

of cloth and Rs. 3 per kg. of fish. These prices of the base year can be considered as equivalent .

to 100 and with reference to the base year the prices of other.years can be compared. Let us
further suppose that during the year- -1 the prices of these commodltles change in the following
manrer.
Wheat Rs. 10 per Kg.
Cloth Rs. 4 pér Metre.
Fish Rs. @ per Kg.

This means that in the year-1] the price of wheat per ke has doubled, the price of cloth
‘per metre has remained constant and the price of fish has mcrcased by three times. In this case,
the construcﬂon of Index Numbers witl be as follows:

Price Relatives (Year - 1 Base Year)

Commodity Year-I ' Year-II
Price per Unit * Price Relatives

1. Wheat | Rs. 5+100 " Rs. 10=200

2 Cioth  Rs. 4=100 Rs. 4=100

3. Fish . Rs. 3=100 ~ Rs. 9=300

Total S © 300 600

Average _ - 30(0+-3=100 - 600+3=200

] _ Price of the commodity for current year
- Price relative = x 100

price of the commodity for base yé,ar

The average price relative for the year-I is 100 and for the year-I1 is 200. It means over the
_period the price-level has doubled. The value of money is reduced to one half. Thus the index
number of the prices indicate as to how over a period, prices have risen or fallen. With the
rise in the price-level, the value of money will fall correspondingly. This is the simplest way of
measuring the changes in the price-level through the construction of an Index Number of prices.
The index number of prices reflects the price-movement over the years and the consequent
changes in the value of money.

Weighted Index Numbers : The simple arithematic average of prices gives equal importance
to all commodities and therefore it fails to depict the correct situation. While constructing index
numbers for particular purposes, all goods are not of equal importance. Ir: the budget of an
industrial labourer, foodgrains are more important than sugar and as such while constructing
the workers' cost of living index, due weightage should be given to foodgrains, Weights reflect
the relative importance attached to different commodities. We get the %= 's%124 index numbers
by mulnpiymg the pr:ce-rclatlves by appropriate weights as ahowf; highew
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In the previous example, suppose: the Weights are 'given as wheat: 5; Cloth= 3; Fish = 2;
then the weighted Index Number can be calculated as shown below:

Year-1 Year-11
-Corﬁmodit}_r '
Price Relativex - Price Relative x
Weight - Weight -
1. Wheat 100x5-500 . 200x5-1000
2. Cloth 100x 3=300 . | 100 x 3=300
3, Fish 100 x 2=200 300 x 2600
Total (10) 1000 (10) 1900
Average 100010100 1900+10=190

_ This means that wheat is five times impoftant, cloth three times and fish two times. The -
. result is, over the years, the prices have risen by 90%. The satistician has to carefully study the
" p:cblem and give appropriate weights to the commodities to arrive at the correct result.

7.6 DIFFICULTIES IN THE CALCULATION OF INDEX NUMBERS

There are some difficulties in the calculation of index numbers. While some of them can
be solved, others have remained unsolved. The following are some of the difficulties.

1. ‘Collection of Data : One of the difficult tasks in the computation of index numbers is with

regarc 0 the collection of adequate, representative and continuous da:a. In this connection, it

may be noted that satisfactory figures are available for commodities deait with in the wholesale
market, whereas data are inadequate in the case of retail prices. As such the index numbers of

. wholesale pices are more accurate than the index numbers of retail prices. Sir Dennis Robertson

states that "It is not always easy to get accurate figures of prices except for certain staple
commodities sold wholesale”. He further contends that the prices we are comparing may not
be exactly of the same commodities. : '

2. Difficulties in the Choice of the Base Year and the Commodities : The base year should
be a normal year with relative price stability. Further the commodities selected and their prices
should be in accordance with the type of index numbers that are required to be computed.
For instance, for the construction of the cost of living index numbers of industrial workers we
should choose accurately the goods consumed by them. With regard to the computation of the
retail price index numbers, only goods traded in retail market and their prices are to be taken
into consideration. . '

A certain amount of arbitrariness is involved in the matter of deciding as to which base’

year has to be taken; what commodities are to be included and what kind of weightage is to be
given to them. ' -

3. Selection of Averages : The choice of thé fight type of average is anothei problem of
index numbers. But generally the arithematical averages are made use of for computation of
index numbers. '

4. Changes i_n' the Quality of Commodities : The consumer price index fails to take into
consideration the quality changes and the consequent better service. Another drawback of the

consumer price index numbers is that they do not take into consideration the introduction of -
new goods which may be close substitutes for the older and higher price commodities. There.
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7.7 UTILITY OF INDEX NUMBERS

5. Technical Difficulty : If the base ycar is reversed we do not get the same resﬁlt but a
different one. This is a mathematical problem. Sonie of the above difficuities which dimit the

utility of index numbers have been rectified. Marshall's systemn of chain index is a device by
which new goods are introduced and old ones are dropped. This facilitates comparison of index

‘numbers-of successive years. Further, the technical difficulties such as non-comparability of the

index numbers when the base year is reversed have been solved by means of reversal tests.
CHECK YOUR PROGRESS - 2 '

.. Spell ont the difficulties you come across while calcutating index numbers.

........................................................................................

R P T

Index numbers have the following uses.

2. Measures Changes in the Value of Money : A study of the purchasing powaer of money

is important on various grounds. Stability in the purchasing power of money is the fundamental

condition to stabilise the economic set up of the country. Hence in all the countries steps.
ae taken to keep the purchasing power of money stable within certain limits. To achjeve this
objective, it is necessary to measure the changes int the purchasing power of money through the

index numbers of prices .

Evéry couzitrj_f prepares different sectional index numbers such as index numbers of wholessie
prices, retail prices, profits, etc. Bach index number has its own use and significance. :

3. Helps Consumer to know the Valve of Money : The consumer price index shows the

price changes of consumption goods. It alsg indicates. the changes'in the standard of living of

the consumers because of changes in the pfXe level. These index numbers reveal as to whether
the consumers are better off or worse off because of the price changes.
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4. Compares Purchasing Power of Two Currencies : The purchasing power theory says
that the extérnal value of a currency depends upon its internal purchasng power. Naturally for
calculating the rate of exchange by this method the index number of prices will be of great
relevance under the inconvertible paper currencies. The external value ‘of a currency tends to
be determined by its internal purchasing powaer or the price level in the country.

78 KINDS OF INDEX NUMBERS
Index numbers are of different types. They are discussed in the following paragraphs: .

i) General Purpose Index Numbers : The chief objective of general purpose index numbers
is to measure the general purchasing power of money. 1t is computed by combining the weighted
average of many different index numbers such as wholesale prices, retail prices, wages, profits,
interest, etc. This index measires the value of money in the most peneral sense. Many people
consider such index numbers as a useiess hotch-potch without the reat significance. The different
index numbers may be in different directions and their average will not properly represent the
general trend. : '

if) Index Number of Wholesale Prices : The purpose of index number of wholesale prices
is to measure the value of money with reference to those important and sensitive goods which
are traded in wholesale markets. The coinmodities which enter into this type of index numbers
inciude important foodstuifs, raw materials, semi-finished goods and manufactures. For all
practical purpose, this index number is used to represent the general purachasing power of

~money.

{ii) Index Number of Retail Prices : The purpose of retail price index numbers is to measure
the vatue of money with reference to the final consumption of goods which are traded in the
retail market. The difficulty in computation of this number is that retail prices may not be .
available for the same goods and for continuous periods. -

iv) Index Numbers of Consumption Goods : These numbers take into account final
consumption goods and services which consumers buy. The purpose of this index numbers is to
measure the changes in the value of money 10 the consumer. This is the most significant and
usefl type of index number. But it is difficult to construct becaue it has to include so many
goods and services. ' : '

v) Index Number of Wages : Many countries construct index number of wages to show the
changes in wages over aperiod of time. Besides, index number of wages is helpful in calculating
the real wage of labourers. This is obtained by comparing the money wage with the working
class cost of living index numbers. B

7.9 SUMMING UP

4

Purchasing power of money over goods and services is called as the value of monesi. Index

number isa statistical device to measure the changes in the value of money. The steps involved in

the construction of index numbers are, selection of base year, choosing of commodities, collecting
the prices data, estimation of weights, seleciing an appropriate average, clc. The difficuities in
calculating index numbers inciude, collection of data, selection of base year, commodities, and
averages, efc. Index numbers serve some purposes like studying the economic phenomeneor,
comparing the purchasing power of currencies of two countries, eic. There are some kinds of
index numbers like general purpose index rmbers, whole sale price index numbers, retail price
index pumbers, index numbers of wages, and index pumbers of consumption goods.

3
b




R 7 - ._" - ‘} - . -
i ghgaggg LA, gtl on 0 eﬁ%o mo CX_,}:VE{S.H%’Q oqu bif the
éi%?%@& °§8§8\ i ? g i?hm ?—yt ﬁ%‘f‘ %:;‘;Lelr ﬁ?fri]m (MY yamom o yiiinesp .
| ;;2;%1}; uamr g} g’;;"g i i5 erl’;?ﬁfé f{i}{ 518 :‘.!I‘ bioe ?;;; 'ﬁén- s;ﬂ(}{r a‘)é.l '%rt:s. h?f mﬁ;:gm u‘:v* :

semccs ere oi‘e, the tof u ne 9 1 3
total value of ail goods and services during a gwen berl fé?tir?l%a? ?pﬁg 1ssequa on as

'ﬁu@%'ium wk e i 200l 100 toait vd agisdy i esob wsiiivhd 10108} svieeny 8 & 5 .

_ noisups ol ) #niuel oo vl haialtc of HREL3! .:neqz_ss} 1.:;!11:}
Total Quantity of Money durmg Total value of Goods and Services during

0 yiquiz ai espnuds i n otz et al seod vt i boog allod vicwrly et £

(V) mi mvgusio FBVENBEHOH (MY kois soigiven-pEiod BEM G ¢ od qws 215y (M) vonom

. i‘l“@;éd }i'w{/ £} bre e\‘-e‘% {)M\ﬂfh encisamy Bofteg viods od! nadw 108 (T o sonnndn bag
: “ Fommmiy ¢ ¢ bawollnd i !:iw (243 nioagneds £ aroisredt bne lemron

;,zF{ Sues il s seins Inswvoleme. 1 3o anoiibnos i breriess odls wind 4
X{J}F.{EUMH&W.. hga{,ﬁqmy TR b s ewanisorat aibl on deild ool Snomyolgmes
. arilov svim]ﬂtmtsmlmtyadfmuianmrwﬁmmu;r'w it Yo ot 20T seotvine

= o ot} lonohisgs ian ol end T oyl vigyitsls 5, dnaia g {1 amatv e bog 35}0:}3 ?g
k. FORE R G a Be i godds’ R ransacied. owoilot a6 booTsshiz s s

Thus accordingy ;qm\;hc{mwm«qﬁ nmnenmmmtmdum#;ﬁwwef@d of

. tnne is t% me as the.total s ap n% money, The tota), va]ue ,g and services is the
) FY IR T AT 6 }c I5E B M LN 4
"t’“tariiéni PR or?n;P 9” T BSTONGE B (1) r 5 A% r;’a” \5_ .

_ : For better understand‘iﬁg 5t tﬂeﬁ‘"&uéﬁﬁﬁ tSFFisﬁér,’ ‘fl'?&&ﬁ]é‘ebfé &ﬂhﬁpﬁﬁf ﬂx':bﬁty*-’(:l\dV)
| _ and dcmand for money {PT) are explained in }%ﬂ q&? Wﬁﬂ P MBINITIRD  LE2

The Supply.el: Money AMYh:ot noiisips ot of Baibodiss 2 oron 0 oo vitnaug T S
T ameiiite griwsdlod wili of bavdojduz o
The suppiy or guantity of money in a country is comprised of two variables namely quantity
of seah) M) aleth the:welocity! of:citqulation ofthat nasti(y) The setdlquantityoofinahei which
- iywiiths thespublic. R4a the-form) ofgashi-amd bank epusits It isde e ‘nated Hwdtthercalshodpéa;:
rﬁ!mﬂﬁamudtélm:hﬁak‘puﬂn ciscutgtien: Thetefone; torfickd writ shetotal Syyply: ofmoney3ocg>
country during a period of time, it is necessary to take into accounﬂmmm mantity.af mﬁmgiez
and the velocity of money mrculatlon of that money.

. s . h.‘}% 2?;“‘! “**,ED r"f{‘f‘ 35
k . : Deétiand e Moy ey v oactt g asgrmnle haliayxs bos wogrerd vd
- ams ton? io wwitam s'ed rasls o Insbnogsh 8 bas svisesg 2t {5)
P Rig ey is el HePHuY Bood s%md %Ere.c%‘s S Tt Holia i bl ASAEH b & é“’
- as the total value of goods and services purchased. The totat vafu¥ BEEISIHRE LR OB
9 so during a given pgnod of mq can be abtained by takmg the. volunge of f gonds and

AILTIRIDN AT r H.a -;?\ RN
serv1oés {"raflsac e ¢ l‘h 1 P

Fﬁr“"‘fﬁ“ e e R 0L Roodh e SEUE (e e

ﬁt I} (.\a

?‘3 h;ifm?m“ FHE , 1;? B l“‘iii‘*’i’r aeisiov st ol of iﬁbﬁ" 2t gribnogs 5107 Tiodl
2 iy 15 - .
2 PR SRiHle CPHBREY S AU TR vmue%ﬁanf G0 ditgehitey] wonout 10 ioolay
oY 2l po6ic BAST zusiickefiny w38 aol o) v bolatium obsT 1o smolov ol of ieups
soliegps RV <1Pbe i YV glmuns eiing Inoehilh ows ot switibisoxs qi sl ¥lvany aolisups

Enisnm Donpy 16 1001 5 28 U on m i bog meiun wioer & e
The equation. can als.o be. wnttcn as P= —

| 2igab 1 yenorg Ty wwq gn‘e.s"i,w‘,, far:mag B dtiw Jssb ton P'mi) \amrii w;“z’ﬂnhbp il B
BN it sf- ?He azufﬁ Wrﬁ@“
fHohe Sf’ AiZHol ¢ B éf§é¥ lﬁf
gﬁb&% S}ﬂg?m am::ﬂ m 3{}:1 ?uc? moitisens to m?;:.;as WE R {]{? AL c FIIRY di au

t : : 2skviee bns zboog noilqmuanoy

i,

satray {_\r‘j tpedd dy alndog o &

El




St NS-OF F
Sjgtggm 4 Mgw\;gwmﬁs‘ FEANE K ?’{}W 40 YﬂG&HT v’TI’E‘Wﬁ\UQ £E

““’""Flsﬁér § quantity equatiofi is based of the ﬂmﬁﬁvﬂ? -

aih 1 ,,Ef;ltﬁ\aﬁr ai Jd'g oy dg{?f\[flar%ﬂ %,éjp,rﬁl k(s é(ﬁlrﬁﬁlaﬂgsié a? m‘ﬁ[ﬁﬂ egi [&é
quantity of money (M) of ?ﬁe Sitice lé%l I‘Véf&ﬁy £ Liciliadsn’? ﬂ‘gﬁé W
avaJJ b1 oodsjto bought. and sold the rate of ttilrrnovcr al}ld the i ~of money

sc‘.éf‘%t& H bﬁ’ tlfe o?ﬁ%r _ od {Jli]g% Hi?%ﬂiémbfa sts A% ééﬁ ﬁé{?ends
% m LipJ Entiah

ST' SAGIL ] LenalvTaE DS az o
on, g
,; T EY uafng & gaituh 200ivise bas 2hoog Hs Yo sulev jsiol

2Z.(Pisa passrve factor. Neither does it change by itself nor does it cause any char?Q@?ﬂ :

other factors. But it i affected by other factors in the equation.
Tgiih #30ivise s 2Laon} 10 suley Bl aiiub vanold Yo ineud isiel

* 3, Fisher’s theory. holds good in the long run. Inthe short run with changes in supply of
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and changes in (T), But when the short period transactions aresexer, V) and (T) w111 become
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The quantity theory of money as embodied in the equation form{ﬁa}ee?biiﬁgﬁéifﬁﬂ%eﬁ?

subjected to the following criticism.
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2. Pigou points out that (V) varies with the volume of trade and prlces. (V) is also affected

by changes and expected changes in the volume of money. Fisher assumes that.the, price Jeveh

(P) is passive and is dependent upon changes in M. This is baseless. As a mattgr of fact, each )
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their total spending is equal to the total volume of money held by them, multiplied by the

vetocity of money. From, the,view pojnt,of the community-as cers, total expendigire is
equal to the volume of trade multlplcd by the price at which transactions take piace. Thus the

equation merely splits up expenditure into two different parts namely MV and:PT. This equation

is'a mere truism and is of no use as a tool of wq_nomlc analysm
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4 The quantity theory does not deal with the general purchasmg power of money. It deals
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cosumption and focm a pact.of the fotal volume of transactions. Thus Fisher’s equition. gives.
us the value of money in terms of a unit of transaction but not in terms of a composl te unit.of .
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In the above diagram price and employment are measured along the Y axis and quantity of =

money on X axis, CD is the line of full employment on which P is the point of full employment
There is no doubt that inflation is accompanied by seme rise in prices but every rise in price.
does not indicate inflation. There is'some inflation upto the point P and the line AP measures
- partial inflation. It is because upto P, increase in money supply was accompanied by 1ncreasmg
employment opportumtles It is beyond the pomt P, inflation sets in. R

The term inflation, as.understoood by Ke)mes can be apphed to an underdeveloped
economy like India where there is mounting unemployment and unutilised resources. Due
to- several constraints like limited capital, machinery, lack of ttans.port madequate tcchmcal
know-how, ect., rise in price level may not lead to increased output even though the eountry.
may not have reached a stage of full employment

6.3 APPROACHES TO UNDERS’I‘AND INFLATION

There are two approachcs to undersiand: 1nﬂatlon whlch are explamed beiow'
63, 1 QUANTITY THEORY APPROACH | L

‘This approach is mamly based on the quantity theory. of money The advocates, of the_
quantity theory of money contended that an increase of the quantity of money is the root cause .
of inflation. Milton Friedman and others stated that inflation is purely a monetary phencmenon.

-This theory is defective because it fails to explain adequately the concept of hyper- mﬂatlon and -
mﬂanon in economies which are characterlqed by depressmn and unemployment :

6.3.2 EXCESS DEMAND APPROACH

Swedlsh and Cambndge economlsts like chkseil Bent Harnsen and Keynes 3nd ngou
“have contributed significantly to the Excess Demand Approach. Aocordmg to.them the root
cause of inflation is the excess demand over supply of goods and services. Just as the price of a
commuodity is determined by the demand for and supply of that commodity 50 also the. general
price-level is determined by the aggregate demand for and supply of all goods. Excess demand '
results in rising prices and leads to inflation. Excess demand arises either due to upward shift
in demand or downward shift in supply. The factors responsible for upward shift in demand are

: _' .-__'gmmng public and private expenditure; reduction in taxation; etc. Similarly, shortage of supply,
" increéase in exports, hoarding of commodities, etc. are some of the factors causing downward-

- shift in supply. -Excess demand cccurs during periods of war, during the course of economic
planning, technologlcal progress, etc.

6.4 ’_I_'YPES OF INFLATION

ﬁe:e are different types of inflation. We now describe'éaeh'brieﬂy.

- i) Money Inflation and Price Inflation: Money'inﬂation occurs in the initial stages. During
this stage, expansion in money supply leads to a sharp rise in the price level. Price-inflation is
the next stageé when a rapid rise in demand leads to an enormous increase in the money supply :
In this stage: prices. rise ‘rapidly and money supply lags behind.

) Demand Puil and Cost-Push Inflation: Demand - pull inflation takes place when price
rises owing to excess of aggregate demand over the existing supply of goods and seevices., It
* may be caused by an increase in the volume of money. As a result, money income: of various
factors of production will increase leading to an mc:ease in effective demand, lncreased effectsve -

demand leads to further rise in prices.

Deman_d—pufl inflation also occurs ander anofher situation, Whea marginal efficiency of
capital increases, investment expenditure will automatically increase resulting in an increase in .




N

effective demand. Increased effective demand without a corresponding rise in the supply of-
. goods and services leads to rise in price level.

~ Cost-push inflation occurs when prices rise dile to an increase in cost of produciton. The
reason is that prices ‘of various factors of production increase. This situation arises as a result
of either wage-push or profii-push factors. R .

jii) Open or Suppressed Inflation: Open inflation refers to a situation where prices rise
without any interruption. The Government does not take measures to stop the rising prices.
On the contrary, suppressed inflation is one where the Government attempts to check the rising
prices through price ceilings, rationing, etc. During suppressed inflation, private holdings of
cash, bank deposits, etc., increase. While prices do not rise in the controlled sector, they increase
disproportionately in the uncontrolled sector. -

iv) Creeping, Walking, Running and Galloping Inflation: The above classification is made
on the basis of the extent to which prices rise. Inflation is said to be creeping, when price rise is
very low, say 2 to 3% a year. Walking inflation refers to a situation, when prices rise gradually
at the rate of 3 to 5 per cent a year.. Running inflation occurs when prices rise by more than
10% yearly. The most severe form of inflation is ‘Galioping’ or ‘Hyper-inflation’ in which prices
tend to rise by more than 16%. During the post First World War period, Hyper- inflation was
experienced by Germany and the situation was s0 severe that a cart load of notes had to be

-carried to buy a cup of coffee. Similarty in France, a basket load of currency had to be carried
to-huy a loaf of bread. _ : : : '

v) Comprehensive and Sporadic Inflation: Depending on the coverage and scope, inflation

is divided into two categories: (1). Comprehensive inflation and (2). Sporadic inflation.

Comprehensive inflation refers to 2 situation when every sector of the econony experiences

_inflationary pressures. Sporadic inflation is a situation when inflation occurs only in certain

sectors. It is sectoral in nature. For example, increase in prices of food grains due to failure of
crops or rise in prices of fertilisers, etc. ' : S

" vi) Wage-Induced and Deficit-Induced Infiation: Wage-Induced inflation is a sttuation
where prices rise on account of inerease in money-wage. Tncrease in money wages would lead
to increase in cost of production without a corresponding increase in output. This leads to a
further rise in prices. Money-wage has a tendency to increase whenever prices rise.

. Deficit-inducéd inflation oceurs when Government resorts to deficit financing. Government.
resorts to deficit financing when it is unable to meet expenditure through taxation. This increases
the total money supply or purchasing power of the people. The result is rising prices, = .

6.5 CAUSES OF INFLATION

According to Kenneth, K. Kuriharan, inflationary pressures arise from both the demand
side and the supply side. The term demand is understood here as demand for money income,
and supply means available output on which the money income is spent. The factors that cause
inflation are discussed below: '

_ 1) Demand Factors: Increase in money income may be caused by factors such as (1) Increase
in the total money supply in the economy (2) Increase in the amount of disposable income
(3) Expansion of Bank credit, (4) Increased consumer expenditure and business outlay.

ity Suppty Factors: Inflation is aiso caused by factors affecting supply side. For instance
when there is shortage of raw material, equipment and machinery, etc., the output of goods and
* services may not increase corresponding to an increase in money income. As explained earlier,
there will not be any increase in the general price fevel inspite of increase in money income, -
if there are unemployed pessons in the economy. But inflation will set in if money income :
continues to increase even after full empolyment level is reached. : |
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8 0 AIMS AND OBJECTIVES

Th]S unlt mtends to explam the. ongm .md types of banks functlons of Commetcnal Banks
and their significance in an economy. o : o ;

After I'Cddll‘lg this Unit, you should be in'a pos1t10n 10 ;

ot --explam the origin-of banks ..
* '__dlscusm the functions of Commercial Banks;

L+ describe the role of Commemal Bzmks in the economic: growth and

*  explain’ different. types of banks

8. 1 INTRODUCTION

Commerc;al Banks play a s:gmﬁclant role in: the eeonomu: development of ‘a country. They -

- _ perform a wide variety of functions. In this- unit, we will deal with the functions performed by.:

Commercial Banks and- show how banks play a sngmﬁcant role in the eeonomlc development of:"
natlons . . . :

8.2 BANKING IN. ANCIENT MEDIEVAL AND. MODERN PERIODS

The word "Bank" is supposed to'be derived from the German word "Bane“ whxch means';-;
‘a ]omt stock firm’, Some believe that the word is derived from ‘banco’ or -‘banque’ which:
means ‘a bench’. In Greece and Rome, money lenders were called “benchers’ as they used to
keep their coins on the bench for- the purpose of changing ‘one kind of money into another.
Barnking in the medieval period was mostly connected with money ‘changing - busifess.” ‘The -
merchants, -goldsmiths and ‘money lenders can be regarded as the ancestors of present: day
bankers.: Goldsmiths used to. hold considerable stocks of valuable netals,; They used to receive -
and issue reeel%s 4 claims against the stocks held by them. They became prominent ini England
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during the seventgenth century. ‘Eveh it the ancient and medieval-periods they used to accept

deposits of precious metals from the public for safe keeping. With the passage of time they
. offered some interest on deposits to a'ttratt'more‘_d_gp'os_its. They used to charge higher rates of
interest by lending these depasits to make profits. Thus right from ancient times, banking was
a bulsiness activity and was carried on by some members of the society. ' ' _

~ Barliest of all the banking institutions was the Bank of Venice founded in 1157. Thus the
first banking institution came into existance in Haly. The bank of Bercelona was established

in 1401 and the Bank of Genoa in 1407. The Bank of Venice and the Bank of Genoa could

‘survive only il the end of the 18th century. In 1609 the Bank of Amsterdam and in 1690 the

Bank of Hamburg were established. The Lombards of Italy who migrated to England and other
parts of Europe were mainly responsible for the planning and development of modern. banking.

Lombard Sreet in London represents the locality where the Lombards settled, During the reign

of Queen Eligebeth 1, goldsmiths, merchants, private money lenders and money exchangers
came into prominence, With the seizure of targe gold boards from-the London merchants in.

1640 by King Charles 1, the merchants were scared to keep their. surplus funds with them.
Their surplus funds were deposited with goldsmiths who were doing the modern commercial
banking operations. The goldsmiths' business suffered greatly during the reign of Charlés T7,
who imposed several restrictions on the business of goldsmiths and ordered them to deposit
their funds in the ‘Exchequer’. The business of goldsmiths was finally ruined when the king

closed the ‘Exchequer’ without making any repayment. The role of goldsmiths was replaced by a

large number of private bankers. Though in 1694, the Bank of England came into existence, the

growth of joint stock commercial banking was actually started with the passage of the Banking .

Act of1833 in England. Thus in the 19th century, the seeds wete sown for growth of the modern
Joint stock commercial banking in different countries, o '

In India our ancient Hindo scriptures provide ample testimony to. the existence of m'onéjf

lending activities. Even durinig the periods of he Ramayana and the Mahabharata; the money

lending activities are carried on. - Many references to money lending operations are made in
Manu's Smrithi, Dharma Sastras and Arthasast_ra. The Vaishyas of -'the.-Hind'u: Cominunity were
mostly responsible for undertaking these activities. Qthers were called by different names like

Sresties, Kausambi, Avanti, Seths etc. During the Mughal period in the 12th century, Multanis
.and Shroffs were undertaking ban King activities to finance internal trade and commerce., Before -

the advent of the British traders into India, during the 17th century, the indigenous bankers and
money lenders acted as bankers. These indigenous bankers have been called by different names
such’as: Mahajans, Seths, Sahukars, Shroffs etc. Until the fafl of the Mughat Emperors and
Nawabs during the 18th century, indigenois bankers flourished well by controlling the banking
activities. After the entry of foreign traders into India and the establishment of the East India
Company, Indigenous bankers suffered greatly due to severe competition from the banks set
‘up by the East India Company on modern lines. The first bank came into existence in 1688
in the province of Madras as a Government institution. In 1724 another bank was set up in
Bombay. In Madras also another bank was started later on the same lines. Modern banking
business on Western lines was mostly developed during the beginning of the 18th century, when

the employees of the East India Company started commercial banks with the name of "Agency -

houses”. A large number of "British Agency Houses" came up in Calcutta and Bombay. The
first bank called the Bank of Hindustan was established in 1770 in India. Due to the famine

of 1788 and its effects, the bank could not function well and was closed in 1791, The Bengal -
Bank which was started in 1786 was atso dissolved in 1791. Due to the mushroom growth of -

banks and sagency houses, there were frequent bank failures, Hence it became necessaiy to
codify the rules and regulations for a systematic development of banking in India, Consequently
the Companies Act was passed in 1833 to control their activities. Subsequently, the system of
Agency houses disappeared creating a big void in banking activity, :

In India, thice presidency banks were started with the financial participaﬁon of the

" Government. The first of its kind was the Bank of Bengal which was set up in 1806 with
the contribution of capital by the Government. The Bank of Bombay and. the Bank .of Madras
were started in 1840 and 1843 respectively. The Government subscribed Rs. 3 jakhs to each
bank, . : : : S o
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~i)-Agency Services

832 SUBSIDIARY FUNCTIONS

Apart from the above main fanctions, banks perform a large number of other functions.

Banks act as agents of ‘their customers. Banks éollect and pay cheques, drafts, bills, etc. On

- ‘behalf of their customers they pay insurance premium; subscriptions, rents, income-tax; etc., by
.debiting the customers’ Atcounts.as-per specificinstructions given. They. atso-buy and sell shares
_-and securities on behalf of the customers. They provide informa_tﬂi_en:abou't different ways and
“means-of productive and safe investment of customers'funds. Sometimes bankers: may also act

- as brokers for-selling or purchasing securities on behalf of their clients.for-which they get some

. commission. Banks transfer the funds of their-citstomers from arie place to another by drafts

or free mail or telegraphic transfers: In certain complicated matteis; banks not only advise the. .
customers but also act as their trustees, executors and attorneys. On behalf of the customers,
banks may collect dividend and interest warrants and credit them to their account.” ~ ~

i) General Utttity Sersices

" Generally banks provide: locker -facilities for the safe keeping of valuables, jewellery "
docunents, etc., at a nominal charge. o' ensure maximuin security they provide double-key
lockers. Thus banks act ds ‘custodian of valuables. They issue drafts; ttavellers' ‘cheques, -
etc., for the benefit of the people to enable them to transfer their funds safely from place to -
place. - Banks provide travetiers™ cheques free of charge. Sometimes banks act as a referee to
the financial standing and credit worthiness of customers. When people take loans from any
financial insfitution or other parties they are required to provide refernces to their bankers in-

_‘which they maintain their accounts so that their credit worthiness and financial stability can be

verified by the prospective creditors. When new companies are not able to mobilise capital for

investment, banks may. provide underwriting facility by purchasing the new issue of shares ‘and
- securities of the company. Banks coliect information relating to business, trade and general.

€conmic conditions in the country and publish monthly or quarterly jpurn__al_s'Which are very
useful and informative to the public. Banks mmay also deal in foreign exchange. They collect
foreign exchange and make payments in the localcurrency, They also finance foreign trade of a

~‘country and discount the bills of exchange of the f_:kpo_rters.. Bankers also help the importers by .

accepting the. bills drawn by foreign exporters. Banks issue letters of credit to help the traders -

~ and businessmen to Gbtain credit at distant places. Thus banks perform a large number of
* subsidiary services which are very usetul to the people in general and customers in particalar.. -

CHECK YOUR PROGRESS - 1
. What is a bank? Lis'.t out its functions..

¥

84 SIGNIFICANCE OF COMMERCIAL BANKS IN AND ECONOMY

. Commercial banks play an important role in the economic growth of a’country. ‘They
are_not only the warehouses of a country’s wealth but are also the reservoirs of the country’s
résources to speed up the process of growth. The economic history of the developed industrial
world bears ample testimony to the fact that commercial banking coritributed much to their .
industrial Tesvolution. e L I

- .:?9




i) Promote Capital Formatien _ - o S ' : _ I |

~A well organised bankjng system helps in_pooling the small savings from the public. They
“encourage the habit of thrift and saving among the public. When all the smail and scattered
savings of the people which would have remained idle are combined together, they become a
sizeable amount which can be utilised for productive purposes. _

+ Thus the. idle resources are: mobilised- and funnelled into productive channels.. Saving
is essential for capital formation. A high -rate: of saving .and investment constitiites. capital
formation. Economic growth depends upon the diversion of resources from consumption to
-investment or production which facilitates higher.rate of capital formation. They- provide sifety
-and security ta the savings of the peoplé. Thius on one hand banks help the people to get some
income by way of interest on their savings and on the other hand: banks help the country to
.mobilise more resources for raising the rate of investment in the country. :

.ii.) Assist Bt;sjnes's, Tr_ade_and Industry

Banks help the development of business, trade and industry in the country. They provide
the liquid capitat which is the iife blood of commercial and industrial activities. They grant loans
and advances to traders, industrialists and manufacturers to increase the real national income
of the country. By means of cheques, promissory notes, bills of exchange, etc., banks provide -]
adequate credit to cncourage commercial and industrial expansion, In India they extend credit ' :
facilities only to the Tight type of traders, businessmen and industrialists in accordance with
the objectives of our Planned econemic development. The commercial banks route the surplus
funds of the community into productive channels. With the help of the banks, the financial
resources of the community may be put to optimum use. Bank credit helps entrepreneurs to

~Increase their productive capacity. New methods and techniques of production, with the help
of more credit facilities, would help in the optimum utitisation of existing idle capacity in the
country.” With large scale production and specialisation, the real national income of a country
‘Increases, _ . : : .

iii) Provide Finance for Priority Sectors

7 Commeéicial banks divert their investmenyt towards the priority sector. In India, agriculture,

small scale industries, self employment schemes and export promotion industries get more credit
facilities from commercial banks as'thcyl are included in the list of priority sector.

.iv) Reduce Regional and Economic Inequalities

Bartks promote balanced regional development by minimising regional disparities in development, .

A country promotes balanced growth by proper distribution of investible funds among the v 4
backward and less developed regions of the country. By establishing a large number of branches

in rural or semi-urban dreas, uniform development of different regions can be achieved. Not

only the regional disparities but the economic inequalities among the people also can be bridged

to some extent. For example, the Reserve Bank of India provides credit at low rates of interest

to the small traders, marginat farmers, self-employed people, etc., under the differential rates -

of interest policy. The people are encouraged.to improve their economic position with the heip h

of cheap credit provided by the commercial banks.

v) Economic Activity

The interest rate in the economy atfect the level of economic activity. Higher interest rates
may di'sccu_ragc_i;we_:__stnwnr and economic activity@pd lower interest rates may encourage higher -
nvestment and ecoriomic activities. The orgarised banking system under the conirol of the -
central bank fegulates fluctuations in economic activity by manipulating the interest rates in the
economy. To maintain stable, cconomic growth banks may raise the. interest rates when there is
overinvestment in the cconomy. To stimutate investment, interest rates may be reduced. ‘Thus _
banks help to maintain equality between savings and investment to avoid fluctuations in: the “&i

| £CON0TIC activity and maintain stable growth. ' : Co LT e
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vi) Monetise Debt

By providing discount facilities and granting loans, commercial banks monetise debts. Banks
buy the debts of other persons. Demand deposits are created in exchange of debts. When banks
discount bills of exchange they create deposits on the debts of other persons. The drawee’s debt

s monetised by the bank when the drawer gets the bill discounted. '

. Thus commercial banks play a vital rale in the process of economic growth of a country.
Banks heélp in accelerating the economic activity by increasing employment opportunities and the
incomes of the people. The huge resources necessary for the planned economic development of
various countries are supplemented by the financia! resources of the banking sector to achieve
the goals of economic development. : '

85 TYPES OF BANKS

_ With the passage of time, several types of banks have come into existence performing
- different specialised functions. Based upon the functions performed by them, banks may be
classified into different types. '

i) Commercial Banks

“They are joint stock banks which accept different kinds of deposits from the public and
grant short term-loans. Their main aim is to provide security of funds to the depositors and
make profits for their shareholders. As their deposits are mainly for short periods; they cannot
lend money for long periods. They mainly finance business and trade for short periods to meet
their day-to-day transactions. They may provide finance in the form of cash credits or overdrafts
or loans. They also provide finance by discounting bills of exchange. ' : '

ii) Industrial Banks

These banks are also cailed investment banks. They provide long term finance to industries
ranging over a few decades. They finance long term projects and developmental plans. They
receive long term deposits from the public. They may aiso raise funds by the issue of shares and
debentures. They specialise in the undertake industriat finance. They may purchase the new
issue of shares, debentures and securities of new enterprises. They may also provide underwriting
facilities. unlike commercial banks, these industrial banks do not exist in ail countries. in some
countries, commercial banks under the mixed banking saystem are: undertaking both commercial
banking aind industrial banking functions. They meet the long term capital requirements of
industrial concerns. They also promote new industrial units. They provide not oaly financial
assistance but aiso technical and managerial guidance for efficient working of industries, In
the developed world, especially in Germany and America, these banks are assuming increasing
importance. T : o . -

" iif) Agricwitural Banks

The Commercial and Industrial Banks are not able to meet the financial requirements of
agriculture. Agriculture requires both short term and Jong term finance. Short period loans are
provided by Co-operative banks while long term loans are provided by land mortgage banks,
Farmers requires short term finance to buy seeds, fertilises, implements, ete. They require long
term finance to make permanent improvement on their land like digging wells or purchasing
farm. machinery and equipment of a permanent nature. They provide long term loans against
the security of land. ‘As the loans are given mainly for development purpose, these banks are
called as "Land Development Banks". These banks may borrow funds from Government. They
may also raise capital by jssuing bonds and debentures. They have become prominent in India
and other countries like Germany and Japan. ' :

81




iv) Co-oper_ative Bal_iks

These banks are formed to supply credit to members on casy terms.. They do not aim at
profit in their operations. They attract deposits from the farmers and promote thrift by offering
slightly higher rates of Interest than commercial banks, They provide credit facilities to needy
farmers and small scale industrial units. In India we have State Co-operative Banks at the state
level, supplying Co-operativse credit through central Co- operative Banks at the district le vel,

“In India Co-operative banks are assuming an important role in providing agricultural finance,
They protect the farmers from the clutches of the money lenders by supplying cheap credit. .

v) Exchange Banks

They specialise in financi ng the import and export trade of the country. They purchase bills

from exporters and sell them to importers, Exchange banks discount these bills of exchange
to promote foreign trade. They may open many branches in different countries and settle the -

¥i) Savings Banks.

‘These banks collect small and scattered savings of the fow and middie income group people.

These banks aim at promoting thrift among the low income people who otherwise would have
spent the money for unproductive purposes, These banks receive small amourtts of deposits
and withdrawals are restricted, Banks offer minimum interést on these deposits.

vii} Central Banks

deposits, current account deposits and savings deposits and granting of loans and advances. The
latter includes a wide variety of sefvices classified as agency services and general arility services,
Under the agency services, the banks collect ang pay cheques, drafts, bills, etc., on behalf of the
customers. They also pay insurance premium, subscriptions, rents and income-tax and collect
dividend, interest etc., on behalf of the customers. Under general utility services, they provide

locker facilities for the safe keeping of valuables, jewellery, documents, et They issue drafts

and travellers cheques to facilitate transfer of customers’ funds safely from place to place. At
times, they also act as referees to the financial standing and credit worthiness of customers,
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types of banks have come into existénce performing dift‘erent: specialised functions,. They are -

commercial banks, industrial banks, agricultural banks, co- operative banks, exchzlinge banks,

savings banks, central banks and indigenous banks.

8.7 CHECK YOUR PROGRESS: MODEL ANSWERS

1. A Bank is an institution whose business is-primarily to hotd deposits and make loans and
© jnvestments with the object of geiting profits. - '

Functions of Commercial Banks include:

a) .Priméry Funétjons: _
‘i) Receiving deposits from the public,

ji) Making loans and advances.
b) Subsidiary Functions:

i} Agency services like collecting and paying cheques, bills of exchange, drafts, etc., on
" consumers behalf and buying and seliing of shares, debentures, securities etc. for its
customers. : ) :
i) Miscelianeous functions like providing lockers to the customers for keeping jewellery,
valuable documents, etc., issuing various forms of credit instruments such as drafts, .
travellors’ cheques etc., issuing letters of credit and acting as a referee to its customers,
etc.

88 MODEL EXAMINATION QUESTIONS

A. ESSAY QUESTIONS

Answer the following in about 30 lines each:

S Definf_: the term ‘Banking’. Describe the functions of a Commercial Bank. .

. 2. Discuss the role of Commercial Banks in a modern economy.

3. Explain different types of Banks.

4. Describe the evolution of Commercial Banks.

B. SHORT QUESTIONS

Ans'wcr the following in about 15 lines each: -

1. Briefly expiain different types of deposits.

2. How Banks act as agents of their customers?

3. Distinguish between Commercial Banks and industrial Banks.
4. Write a note on :
i) Co-operative Banks, and '

ii) Ekchange Banks




89 RECOMMENDED BOOKS

1. Sayers RS. : Modern Banking

2. Sundaram KPM. . Money, Banking & Interpational Trade
3. Vaish M.C. - . :_Money,Bamkjng & International Tréde
4. Jhingan M.L. _ E Monéj,) Bénkjng & International Trade

810 GLOSSARY

Bank ) : Establishment for keeping money and valuabies safely and
: the money being paid out on the customers order .

Cheque 1 Written order {usually on a printéd form) to a bank to pay.
Commer_cial Banks : Joint stock banks which accept diffcrent Kinds of deposits

from the public and grant short term loans. -

Exchange Banks - ¢ Banks that specialise in financing foreign trade through the
sale and purchase of exchange bills, :

Fixed Deposits * Deposits repayable after a certain period of time.
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9.0 AIMS AND OBJECTIVES

In this unit, we have explained you the process of credit creation by commercial banks and

‘significance of bank credit.

By the end of this unit, you will be able to:
* distinguish between primary and-derived deposits;

* describe the process of credit creation;

~* explain the multiple expansion of credit?

_* list out the limitations on credit creation; and

* explain the significance of bank credit in the economy.

9.1 INTRODUCTION

The term, ‘Credit’ is derived from the Latin word *Credo’ which simply means belief or -
trust. In the modern commercial world, credit refers to the faith or confidence of the creditor in
the capacity of the debtor to fulfil his promise to pay some amount in a certain period of time.
The creation of credit or deposits is one of the important functions of commercial banks. By
creating credit, commercial banks play an important role in determining the level of economic
activity in an economy. This unit explains how commercial banks createa credit. '

92 PRIMARY AND DERIVED DEPOSITS

One of the most important functions of a commercial bank is to create credit. Commercial
banks create credit on the basis of their deposits and loans. These deposits mainly depend upon

- the banking habits of the people. The initiative for making deposits comes from the customers.

In order to attract more deposits from the public, barks offer different rates of interest on’
various types of deposits. By mobilising more deposits the banker will be able to create more
credit. When an individual deposits money with a bank, th bank credit- his account with the
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amount of his deposit. Similarly when a customer deposits cheques, drafts or bills for collection,
the banker, on realisation of the amount, credits the account of the customer. All these typesof -
‘deposits are called primary deposits. If people decide to keep more money with the banks, the
volume of primry deposits may be more.” All these deposits are not kept idle with the bank in
the form of idle cash holdings. These primary deposits are used by commercial banks to create
some additioal deposits. As these additional deposits are created from the primary deposits

~ they are called derived deposits. : '

Eminent economists like Sayers and Halm have expressed the view that commercial banks
do create credit in the process of their operations. But economnists like Walter Leaf and Edwin
Cannan do not agree with this view. According to them, banks do not create credit in the -
. economy. However, as we know the commercial banks in course of their operations, on the
basis of their confidence in their customers, extend credit in several ways,

9.3 PROCESS OF CREDIT CREATION

Let us study now the process of credit creation, the different methods adopted therefor
and the limitations faced by the bankers in this direction. ' ’

i) Granting Loans

"Loans create deposits”. When a bank grants a loan to its customer it does not gcﬁcraliy

pay cash as the borrower may not require it immediately. Tt credits the individual’s account with
the amount of the loan. Thus without receiving any cash or cheque or draft or any other credit
mstrument from the <ustomer, the banker creates an additional deposit simply by granting a
loan to the customer.. The banker supplies a pass book and a chéq’ue_ book. The banker allows
him to withdraw the deposit from his account as and when the customer likes. Thus by granting
- loans banks create additional deposits. Hence, it is rightly said that ‘deposits are the children
of loans’ :

if) Discounting Bills of Exchange

Derived deposits are created when a - bank discounts a bill of exchange. The bank does
not pay cash. It credits the account of the customer with the amount equal to the value of the
discounted bill. In this case also the ban_k creates a deposit without receiving any cash,

iih) Purchasing Securities

When a banker purchases Goveriiment bonds and securities from a customer it will credit
the customer’s account with the value of the security. In this instance also, the banker creates
a deposit without receiving cash. . ' : :

It is clear from the above description that the commercial banks create additional or derived
- deposits which will add to the total supply of money or the purchasing power of the COMMmunity.

CHECK YOUR PROGRESS - 1

What do you mean by Bank Credit?

..........................................................................................
..---..--.---.----.--..---.--.-.-‘..----.---.---;---..---.--- ---------------------------
R R T

.
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94 MULTIPLE EXPANSION OF CREDIT

The banker receives deposits from the public. The hanker pays interest on these deposits.

He cannot afford to keep the deposits idle. Therefore he lends them to the needy people and
institutions at higher rates of interest to make some profit. But how much can he lend is an
important aspect of credit creation. Generally the bankers know by experience that a part of
the deposits can be lent as ail customers de not withdraw all their deposits at the same time.
Some people may withdraw money from the bank, whlle others may deposit new money. The

" new deposits and withdrawals-of every day may tend to be equal in such a way that the money

held by a bank may not change substantially over a short period.

It is generally believed that banks cannot lend more than their deposits. But in reality,

~ banks can lend much more than what they receive as deposits. According to R.S. Sayers, an

authority on modern banking, banks are not only purveyors of money but atso manufacturers
of money. Let us try to understand the significance of this statement. In all the countriés where
the banking habit is developed, people feel if secure to keep their money with the banks. They

prefer to make payments by cheques as they find it more convenient and methodical. Moreover -

a cheque is a proof of payment. Everyday the banker receives cash and pays cash across the

counter. The receipts may batance the payments in day-to-day transactions. The total ‘deposits -

of the bank may not decrease. The banker knows by experience that he need not keep the

entire money that he received. All customers do nat withdraw cash from the bank. Some .
* customers may draw cheques in favour of their creditors. Those creditors may deposit these
cheques with the same bank or with some other bank. They may not withdraw cash. Even if

they withdraw cash from one bank they may deposit the same with another bank. Thus peoplé

“in general may not wish to keep a large part of their money with them as it involves risk. When
" people receive cheques from their debtors they may deposit the cheques inte their account.

The banker simply debits one account and credits ‘another account when debtor and creditor
maintain their accounts in the same bank. Even if they have accounts in two different banks

through the clearing house the claims can be realised by debiting the account of the debtor’s

bank and crediting the account of creditor’s bank. Thus money may not actuaily flow out of the
bank, but transactions may take place by book adjustments. Hence the banker maintains only a
fraction of his total deposits in the forni of cash to meet the claims if customers and inter-bank

_claims. The remaining balance is used for the purpose of credit creation. He need not restrict
“the total volume of credit upto the amount of this batance, He can lend much more than that.
" Let us study a concrete example.to understand the extent to which the commercial banks can

create credif. Let us assume that a customer deposits an amount of Rs.400 in his account in
bank A. All this amount of Rs.400 cannot be fent to other_perscms A part of it must be kept

with the bank as the depositor may withdraw some amount. The amount of money kept by a

banker against the deposit is called the liquidity ratio of the bank. For example, et us assume
that the bank maintains 20% as the liquidity ratio. Then the bank has to prepare its balance
sheet in the following manner as far as this transaction is concerned.

Balance Sheet of Bank ‘A’

Liabilities Rs. Assets Rs
Deposits 406 Cash 400
400 - 400

Out of this Rs. 400, the bank has to keep 20% as cash under the liquidity ratio. The
rcmalmng balance ‘may be used for the purpose of granting a loan. That is Rs. 80 is kept with
the bank as cash and the remaining balance of Rs. 320 may be given as loan to a person named -
X’ Then the balance sheet of bank A will be written as follows:

h.,.-.'” .




Balance Sheet of Bank ’A

Liabilities Rs.  Assets - Rs,.
Deposits 400 Cash ' 80
— LoantoMr’X'. 320
400 400

Bank. A may grane a loan to ‘X’ and credit his account with the amount -of his loan. *X’
may issue a cheque to one of his creditors 'Y’ who may be having his account in bank ‘B’ After
obtaining the cheque from “X’, *¥’ may not withdraw cash from bank *A’,. He may deposit the
cheque with the bank ‘B’ in which he aperates his account. Bank ‘B’ realises the amount from
bank ‘A’ Cash is kept with the banks. Only book adjustments are made by debiting the bank
‘A’ account and crediting Bank ‘B’ account through the clearing house, Thus money is with

banks and not withdrawn by individuals. Then this transaction is entered in the balance sheet

of bank ‘B’ as follows, -

Balance Sheet of Bank ‘B’

m .
tn

Liabilities . Assets " Rs.
Deposits 320 Cash 320
320 . 320

|
|

Out of this amount of Rs. 320/- the banker’ B may retain 20% or Rs. 64 as'cash to maintain
liquidity and the remaining balance of Rs. 256 may be used for granting a loan or discounting
.a bill of exchange or purchasing a security from another individuat ‘Z’. If the amount of Rs.
256 is used for discounting a bill of exchange, this transaction is entered in the balance sheet

of bank ‘B’ in the following manner.

Balance Sheet of Bank ‘B’

Liabilities Rs.  Assets Rs,

Deposits 320 Cash "

: . ___ Bills discounted’ 256
320 320

|

- The creditors or drawers of the bilt may iésuc a cheque to their creditors who _in_ay deposit
the cheque with bank ‘C’. Then this transaction can be entered in the balance sheet bank ‘C” as

follows.

Balance Sheet of Bank ‘C’

‘Liabilities Rs.  Assets Rs.

Deposit 256 Cash 256
236 _ 256

Out of this Rs. 256, the bank ‘C’ has to retain 20% or Rs. 51.20 and the rcmaining balance

o_f_-Rs. 204-80 may be used for granting loan to some other person who may be having his
account in bank ‘D’. Then this transaction is written as follows, :

Bﬁlanée Sheet of Bank °D’
Liabilities - Rs. - Aéscts . Rs. -

Deposit - 256 Cash - 51.20
. loan -204.80
' T 256.00

B
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Thus the process gets repeated in the banking system by creating new loans and new deposits.
till the original deposit of Rs. 400 is completely used. When we take the total amounts of
deposits created by all the banks with the original deposit of Rs. 400, it will be equal to Rs.
2000 including the original deposit. It means the banking system could create or manufacture
additional deposits or derived deposits of Rs. 1600 with a primary deposit of Rs. 400. '

In the same way even though Rs. 1600 crores are granted as loans against Rs. 400 crores
of original deposits, people. do not withdraw all the amounts in the form of cash. Only 1/5th
or 20% is withdrawn in the form of cash and the rest of the transactions are settled mostly by
cheque, drafts, etc. Hence the cash balance of the commercial banks acts as the foundation or
basis for the creation of the entire superstructure of credit. Qut of Rs. 400 crores of deposits
people may withdraw 20% of deposits or Rs. 80 crores which the banks maintain to meet the
claims of these people having Rs. 400 crores as deposits . It means the remaining Rs.- 320
crores witl remain with the banks as idle cash balances. In order to convert these idle balances,
into active balances, the banking system as a whole will lend to the extent of Rs. 1600 crores.
These loans are granted on paper by book adjustment, as we_have seen earlier. Actual cash
is not paid to the individuals. They may require cash only to the extent of 20% of the total
loans of Rs. 1600 crores granted which is equal to Rs. 320 crores. Thus these idle balances of
Rs. 320 crores lying idle with the banks wili become active when Rs. 1600 crores of deposits

-will answer the claims of derived deposit holders to the tune of Rs.1600 crores as they require

only about 20% or 1/5th of the total derived deposits. 80 crores of rupees cash held by banks
will answer the claims of primary deposit holders to the tune of Rs. 400 crores. Thus banks
may pay interest on some part of the total 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 foans and

advances to the tune of Rs. 1600 crores. The difference 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 profits. With the same amount of Rs. 400 crores of primary deposits, banks can

creat Rs. 4000 crores total deposits if the liquidity ratio is reduced from 20% to 10% .Thus by =

lowering the liquidity ratio, banks may create more quantity of credit. Hence it can be rightly
stated that one rupee deposit creates 4 rupees credit or Rs. 400/- deposit creates Rs. 1600
additional deposits with 20% liquidity ratio. It is evident from the above that banks can lend
much more than what they receive as deposits by this mechanism of credit creation. Similarly
if we assume the total deposits as Rs. 400 crores, the banking system retains Rs. 80 crores as
cash when the liquidity ratio is 20% and the remaining balance of Rs. 320 crores are used for
creating additional deposits of Rs .1600 crores in the deposit credit ratio of 1:4 Including the’

original deposit the total deposits would grow from Rs. 400 crores. to Rs. 2000 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. : '

95 DEPOSIT MULTIPLIER

The amount of credit created by the banking system as a whole depends upon the liquidity
ratio or percentage of cash to be kept by the banks against their deposits. This percentage will
determine the Deposit Multiplier. With the following formula, the deposit muliiplier can be
calculated. K = ;’T in which K = deposit multiplier, r = percentage of cash reserves to deposits. M

the percentage cash reserve ratio is 20% then the deposit multiplier will be -}?‘.ﬂd or ‘i- or 5 times,
It is 25-;1 or 4 times. If the percentage cash reserve is lowered to 10% the deposit multiplier

is '-11?5 or & or 10 times. Thus it is evident that the lower the rate of cash reserve, the higher
will be the deposit multiplier. By multiplying the additional deposits with the deposit multipltier
one will be able to calculate the amount of additional or derived deposits that would be created
by the entire banking system as a whole with & given amount of increased deposits. Just as
there is multiple expansion of credit there would be multiple contraction of credit when cash
js withdrawn from the banks. Hence Crowther rightly said: "the bank’s cash is the levy with
which the whole gigantic system is manipulated”. :
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9.6 LIMITATIONS ON CREDIT CREATION

Though the deposit multiplier indicates the maximum extent of credit that can be created

- by the banking system as a whole, banks face certain limitations to credit expansion. Credit

creation depends upon the cash to be heid by the commercial banks. The percentage of cash

~ reserves of commercial banks is determined by the central bank. For example, in India the

Reserve Bank of India determines the Statutory Liquidit Ratio and Net Liquidity Ratio (NLR)

of the commercial banks. If the reserve ratio is increased by the Central banks, the capacity of
commerc:al banks to create credit wlll decrease :

The banking habits of the people will also affect the total volume of credlt ¥ people
develop banking habits and deposits more money with the banks and carry on their day to day
transactions with cheques, drafts and other credit instruments, banks would be in a position to
create more credit. But if people do not have much faith in the banking system and prefer to
keep cash with them and withdraw their deposits from the banks, the volume of credit would
beé reduced. The Commercial banks are also required to keep a certain prescribed percentage
of total deposits with the Central bank under the cash reserve ratio. For example, the Reserve
Bank of India can increase this ratio from the minimum of 3% to 15% on which the central
bank does not pay any interest to the commercial banks. By mcrcasmg this ratio, the credit .

- creating capacity of the commercial banks can be reduced,

Thepower of the commercial banks to create credit depends upon the availability of good
securities and bills of exchange in the market. If good securities are not available or if genuine
bilis of exchange are not. presented, banks may not be able to expand credit. 1f the economic
- conditions are good and prosperous, the business people and traders come forward to make
more investment with a view to making more profits. In such prosperous boom periods, banks

- may lend more. But during periods of depression when the economic activity is at a low level,

banks may not come forward to expand credit.

¥ the monetary pollcy of the central bank is anti-inflationary, the commerciat bank’s credit
creating capacity will decrease. Quantitative and qualitative credit control weapons arée used by
the central bank to control the total volumc of credit in the economy

Crittcism

: Edwin Cannan, an economist, and Walter Leaf, a practlcal banker, are of the opinion thar -

- ‘banks donot have much power to ereate credit as people withdraw cash from the banks. They
may not keep their cash with the bank for a long time. Dr. Cannan compares the bank with that
of a cloak room in which 100 umbrellas are deposited every day when the members visit a- night
club. The in-charge of the cloak room knows by experience that not mere than 20 umbrellas
are demanded during club hours. Hence he can give 80 umbrellas to the needy persons and
‘collect some rent during the night and get some income. By any stretch of imagination can we
say that the cloak room incharge created 30 umbretlas? Certainly not. Just as he cannot rent
out more than 80 umbrellas, banks also cannot lend more than what they receive as deposits.
This argoment may be true only when it is applied to a single bank. But in respect of the entire
banking system banks can create much more credit than the deposits they receive.

CHECK YOUR PROGRESS - 2
List out the limitations on credit creation,

R R e T
R I T T
.........................................................................................
A T T T
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9.7 SIGNIFICANCE OF BANK CREDIT

sonrce of investment to exploit the available resources in a country. When credit is productively .
" invested, the total employment and incomes of the people will also increase. During periods of o

- bank credit, industrialists, traders and businessmen generaily refy on bank credit, to promote

_ bilis of exchange of customers and by purchasing Government bonds and securities. The banker

* maintain only a fraction of their deposits in the form of cash and the remaining balance is

Bank credit refers to the loans and advances granted by the banks. It is an important

depression more credit is creatéd to stimulate the economic activity so that the economy may
move into the phase of recovery and prosperity. Thus the total production and consumption of
goods and sexvices in a country can increase with the additional investment made available by

and expand their enterprises. As credit increases constimptionof goods and services, there
will be encouragement for the development of large scale enterprises in a modern capitalistic
economy. Credit plays a pivotal role in the corporate form of business organisation which issues
shares, bonds securities, etc. Institutions like commercial banks, insurance companies and other
financial institutions deal with these issues in creating credit. Credit enables the state to meet
its expenditure over and above its revenue. Above all, credit is very important iry an economy
as it provides a convenient and economical medium of exchange in addition to other types
of money. As changes in the quantity of credit lead to changes in the total money supply, it .
renders the monetary system of the country elastic. White explaining the importance ‘of capital,
J.S. Mili writes".... though credit js but a transfer of capital from hand to hand it is generally
and naturally a transfer to hands more competent to employ the capital more effectively in
production”. Credit has aasumed such an important role that it is very difficult for us to imagine
the functioning of a modern economy without credit. :

98 SUMMING UP

The basis for credit creation is deposits and loans of commercial banks. Deposits arise in
two ways: a) When people actually deposit their cash in commercial banks (primary deposits);
b) when banks sanction loans to the public (Derivative Deosits). The derivative deposits are
created from primary deposits. Commercial banks create credit by creating derived deposits.
These deposits are created in different ways, like by granting loans to the public, by discounting

allows the customer to withdraw the deposit from his account by way of cheque as and when .
he requires, ' : ' o

The banks by their 'experience know that all depositors do not withdraw their deposits at
the same time and hence, they need not maintain 100 per cenf of deposits as reserves. They

used for the purpose of credit creation. The amount withdrawn from one bank will appear as
primary deposit in another bank and that bank also create derived deposit from that primary
deposit and so on. This is how the banking system creates credit in the country. The amount
of credit created by the banking system depends mainly on the percentages of cash to be kept
by them againsat their deposits. The lower the amount to be kept in the banks as reserve, the
higher would be the credit creation & vice-versa. The credit creation by commercial banks is
subject to-certain Hamitations like, cash reserve ratio of commercial banks, banking habits of
the people, availability of collateral securities, monetary policy of the central bank, etc. The
money created by banks plays an important role in the economy in determining the level and
direction of econormnic activities, the levet of production and employment, etc. '

99 CHECK YOUR PROGRESS: MODEL ANSWERS

1. Loans and advances granted by commercial banks.
2. The limitations on credit creation by Commercial Banks arc:

i) The percentage of cash reserves of Commercial banks against t_heir deposits;

/-




it} Banking habits_ of the people;

iii) The percentage of total deposits with the central bank;
iv) Availability of collateral securities;

v) Willingness of the people to borrow; and

-vi} Monetary policy of the Ceniral Bank.

910 MODEL EXAMINATION QUESTIONS _

: A. ESSAY QUESTIONS

Answer the following in‘abo'ut_ 30 lines éach:
L Disti.ngﬁish bet_weéh primary a_nﬁ derived deposits. How do banks creat_é derived deposits_?
2 'Loans creat;e_[)eposits’. . Djscuss. _

3. Can the commercial bank lend more than what they receive as deposits from the Public ?
explain,

4. "Bankers are not merely tfaders in money but in an important sense manufacturers of
money”. In the light of this statement explain how and to what extent commercial banks
~ create credit. :
B. SHORT QUESTIONS
Ansiver the following in about 15 lines eacﬁ:
i. Hov;r derived deposits are created ?
2, .Explain ﬁmltiple éxpansion of credit.
3. List out the Iimita.tions on credit creation,
4. Explain the significance of bank credit.
- 5. How do'you arrivé ‘Deposit Multiplier’?
S 6. Expiain the proc.ess qf credit crcat_ion by commcréia& banks. _

7. Explain the criticism levelled by Walter Leaf against credit creation by commercial banks. -

9.11 RECOMMENDED BOOKS -

1. Lrowther G. : : *An outline of Money’ -

-2. Sayers RS. : ‘Moderﬁ Banking’

3. Jhingan M.LL . : Money, Banking and International Tr_ade.
4. Sundaram KPM | i Money, Banking and International Trade.
5. Vaish M.C., _ ' :- Money, Banking and International Trade,
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9.12 GLOSSARY

Credit
Credit Creation
Derived Deposits

Overdraft

: Faith or confidence of the creditor in the capacity of the

debtor to fulfil his promise to pay a certain amount.

: The power of commercial banks to expand deposits through

expanding their loans and advances.

: Deposits created by commercial banks from primary deposit

by granting loans to the public. - : :

: Refers to an amount of money by which a bank account is
overdrawn. :




10.2.3 THE PRINCIPLE OF PROFITABILITY : .

Banks’ are influenced by the principle of profitability. The aim of investment is t6 make
profit. As the very name implies commercial banks are mainly commercial in their banking
activities.. They cannot afford to keep funds idle. After mobilising the deposits, banks have
to invest them in profitable ventures with adequate security. The banks lend some portion of
their funds to get constant and regular return. All the investments of the banker may not be
profitable. A profitable investment is one which yields some income to the bank. Loans and
advances, investment in securities, money at call and short notice shown on the assets side of
a balance sheet represent profitable investments. Cash reserves held by a bank and the dead
stocks represent non-profitable investment. Cash reserves held by a bank and the dead stocks
represent non-profitable investments. Land, building, furniture, stationary etc., represent the
dead stocks. They may not directly yield any income. But they are essential for the functioning
of the banking system.

10.3 CONFLICTING NATURE OF THESE PRINCIPLES

Even though the rate of return is high, loans may not be granted unless the bank is satisfied
with the security. Thus safety and profitability may not go together in all types of investment.
Hence the banker should strike a balance between the two. Similarly when banks maintain .\_‘.
high liquidity, their profitability may fall. If the banker prefers to lend more, the liguidity
ratio of the bank may fall below the required level. The bank may have to face shortage of
funds and may not be able to meet the demand from customers. Tt may lose the confidence
. of the depositors and may have to face a run on the Bank. Ttus it looks as though prinicipal
of liguidity and profitability are conflicting and contradictory. Liquidity principle cannot be
discarded onthe ground of profitability. Similarly security principle can not be set aside on;,
the ground of profitability. Hence a prudent banker has to take wise decisions relating to the
diversion of investment into various productive channels keeping in view the three important
‘guiding principies, of liquidity, security and profitability. In view of the coinflicting nattire of
these principles,a wise banker must frame his investment policy by striking a balance between
profitability on the one hand and liquidity and solvency.on the other.

CHECK YOUR PROGRESS-1

List ont the guiding princip].cs of investment policy of a bank. Briefly.explain the cbnﬂicting
nature of these principles. S : :

10.4. FACTORS INFLUENCING LIQUIIDI-TY'OF_ BANKS

' Every bank maintains cash balances and other liquid assets to meet the claims of customers.
The ratio between the liquid assets and the total deposits of the banks is called liqidity ratio..
_ This is determined by several factors. :

i) l.;egal'Réi_;uirement__é .

The Central bank. p’%‘ﬂfé" country any prescribe a certain minimum liquidity ratio applicable
to all commercial banks. This is calied statutory liquidity ratic. At present in India commercial
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Ba_nks are reghired to maintain 35% of total depos:ts in the forms @f cash and other.llqmd-
assets. This ratio is precribed by the Central Bank from time to. time in accordance with the

changes in economic conditions of the contry. All Countries do not mainfain an uniform ratio.

- For example in England it is 8% while in US.A. it is 10%.

ii} Banking Habits and Conditions

.The liquidity ratio of a bank is mostly mﬂuenced by the banking habits of the people It
the people are in the habit of keeping money in the banks in the form of deposits and make -

payments by way of cheques, less cash may be withdrawn from the banks. Hence the liquidity

* ratio may be less. On the other hand, if people vm:hdraﬁ' ‘cash from the bank and do not

use-the cheques in the course of their day-to-day transactions, banks may have to maintain a
higher liquidity ratio. In developed countries like U.K. and U. S.A. people make use of credit
instruments like cheques, drafts, etc. in most of their transactions. Hence the liquidity ratio in

‘those countries may be much less compared to underdeveloped countgies. Similary even within

a country, in rural areas where the banking habit is not much developed, banks may havc to
mamtam a higher liquidity ratio compared to the developed u.rban areas.

i) Structure of the Banking system

The structure of the banking system .ilso mﬂuence% llquldlty If large number of branches
are functioning under each head office of a bank, each bank may functlcm with less cash reserves
as they can borrow from its main otﬁoe in case of any need.

iv) .Nature of Money Market.

If the money market is well developed in a country with a large number of banking and
other financial institutions, the liquidity ratio may be kept at a low level. Possibilties to borrow
from others will Le more when the money market is well dcvelaped Banks may borrow not
only from other banks but also from the Central Bank. :

v) Slze‘ of Deposits

If the number of deposits is large, banks may function with saml cash reserves. The

withdrwals of some depositors may be made good by receipts from other customers. - When
there are 3 small number of depositors each having a huge amount of deposns, banks may have

to keep more cash reserves to meet their claims.

vi) Nature of Deposnts

The nature of the accountsalso determines the liquidity. If the bank maintains more current

accounts, the funds may be withdrawn by the depositors at any time withour notice. Hence
banks have to maintain more cash reserves. On the other hand if banks havc _huge funds in
ﬁxed deposit account, liquidity may be less.

vii) Busy Penods

‘During a certrain’ busy season like the harvesting period thcrc may be more mthdrawals

from the banks. Hence the llquldlty ratio may be hjgh durmg stich pcrmds.

viid) Economic CODdlthﬁS "

The general economic conditions in the countries also mﬂucnm the cash reserves of -

commercial banks. In a period of rising prices and inflation business conditions may be
prosperous. A small cash reserve may be sufficient to meet the withdrawals.

ix)y Nature of Advances and Invemnents

If the banks have mvested a major pottion of their funds in short period ioans and in othzr

liquid assets which can be converted into cash easily, the hqmdl_ty ratio may be less,
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| 10.5 BALANCE SHEE’I‘ OF A COMMERCIAL BANK-STRUCTURE OF
' ASSETS AND LIABILITIES :

The balance shect of a commercial bank is a statement showing its financial position on-a -

partlcular date. It consists of assets and liabilites. Generally assets are shown on the right side

and labilities are shown on the left side of the balance sheet. Usually this statement is prepared -

at the end of every financial year. There is no uniformity in presenting the balance sheet among
the various countnes But all balancc shcets reflect their business transactions. Let us examine

the structure of assets and liabilities of a commeraa] bank. The main headings of the balanoe' :

sheet of a commercial bark are glvgy below

Balance Sheet of a Commercial Bank

Liabilities . . . _ Assests
1. Share Capital 1. Cash in hand
Authorised Capital _ " L
Issued Capital 2. - Cash with other Banks
Subscribed Capital 3. Moneyatcall and short notice reocrvable
Paid-up Capital. o 4, . Investments.
2. Rcsgrve Fund and other reserves. 5. Advances _
3. Deposits and other accounts. 6. Bills rccelvable being bills for collectlon -
-4 .-Borrowmgsfrom other Banks or Agent& - c-aspercontra. .
5. Bills payable L 7. Constituents; Liabilities for acceptance,
6. Billsfor collectlon being bills receivable cnd::rscments and other obligationsy per
: as per contra. _ ok
7 Other‘ldabillitics; : 8. Prcmlsgs fess dgprcciation. '
8. Acceptances, Endorsements and other Furniture and fixtures fess depreciation.
- obligations as per contra. .~ _ 10. Other assets including silver.
9. Profit & Loss Account. ' 11.. Non- Bankmg assets acqurred in satlsfactm :
10. Contingent Liabilities described in the of claims.

B/S. 12. Profit and loss.

10.5.1 LIABILITIES
The liablities represent others’ claims on bank. Let us discuss these claims in detail.
Capital

It is the paid-up capital that actually brings funds to the bank. Paid-up capital represents the
amount of capital already paid by the shareholders. Authorised capital represents the maximum
. amount of capital which a company can raise by way of shares. Issued capital is that part of the

authorised capitall which is issued to the public for subscription. The subscribed capital is the

actual subscribed by the pub[lc
Reserve Fund

This fund is created by transfering a portion of the accumulated profits of the bank. In'
India 20% of a bank’s annual profits must be transferred to the reserve fund so long as it lsg
_ not-equal to the paid-up capital. In the event of any unexpected losses, the bank is permitted’

to draw upon these reserves. These reserves belong | to the shareholders. Only in the event of -
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liquidation of the bank, the capltal and reserves will be repaid to the shareholders Generally a
‘bank with a high reserve.fund enjoys more. confidence. It acts as an additional secuity to the
customers. The reserve fund is invested in first ¢lass Govcrnment securities which yield regular
income to the bank.

Deposns

Dcposrts are of various types like. tlxed demand and- savmgs dcpomts whxch we have

. discussed earlier. Generally deposits form the- fargest item on the liabilities. side. Inceeased

. deposits not only provide more liquidity but also réflect the increased confidence of the public

-in the working of the bank. Both the primary and secondary deposits form a major portlon of
the total liabilities of a bank

Borrowing from others

~ Inaddition to these deposits, the banks may also borrow funds from other banks or finanical
institutions in times of need. The commercial banks may also borrow from the central bank by
rediscounting its bills of exchangc All these borrowings form a part-of the total liabilities of
the bank. : . :

Biils Payable

The bills payable wiil shown on the liabilitics side. These bilis are payable to the customers
to facilitate remittance of funds. Bills of exchange accepted or endorsed by the bank on behalf
of the customers will appear on the Liabilities side as the banks have to make payments: They
also appear on the assets side as the bank has to get these payment% from the customcrs.

Bills for Collectlon

1 o o On behalf of customer*s banks collect bills. cheques, drafts etc. After collectlor: they
' - become the liabilities of the bank. They are treated as liabilities as the bank has to- pay the
proceeds to the customers.

Other Llabllltles

I

- Under this jtem, other liabilities like grarulty or pension to the employees unexplred
dlscounts insurance fund unclaimed dividends, branch’aujustments. etc., are shbown. separately

Acceptances Endorsements and other Obligations

The banks accept or endorse the blllS of exchange on behalf of their customers lt means
guarantee the payment of bills at maturuty. These obllgatlons fali on the hablllltles side
banks have o make the payment on maturity. : _ B

he bank is pas'!able to the shareholders. Hence it is also shown on

§provision for these liabiiities in ifs balance sheet. These are
#iown in advance. For example, liabilities may occur when banks
-fen on hehalf of customers.” :

Qe tiabilities side of the balance sheet '-Eé't_ us turn to assets sidc
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1052 ASSETS =~ .

The assets of the bank are shown m the batance sheet on the basis of their liquidity.
Following are the various items that appear on the assets side. '

. Cash

- Cash is the most liquid form of assets, 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 line of
defence against.depositors. Though cash is not an-earning assets, to avoid any risky situation

it maintains sufficient cash balances to meet the customers’ demands. Further, a commerial '

bank hds to maintain a minimum percentage of cash agamst the tota] deposits to sahsfy tho
‘Tequirements of law, .

Cash with other Banks

Banks also keep a certain percentage of their total deposits with the central bank and with
other commercial banks for the purpose of inter-bank clearance adjustments, Small banks may -
keep their funds with bigger banks for the purpose of safety as well as clearance. Commercial -
banks maintaining cash reserves with the Central bank have more prestige in the eyes of the
customers.

Money at call and short Notloe

Short penod loans whlch are repayable to the bank on demand or at short notice are
' included_ under this category. These are regarded as a second line of defence against depositors.
. these loans are highly liquid as they can be converted into cash in & short period of time. These
loans are given for a maximum period of fifteen days and the bank can recall them at short
notice. These loans carry a nominal rate of interest.

Investment

Banks mvest their funds to maximise their prot‘ ts. The d]fferent types of mvestments are
shown separately on the assets side of the balance sheet. Banks mostly invest in Government -
securities. The fixed interest yielding sicurities are caled gilt edged securities. As there are
no risks of loss, banks prefer investment in Government bonds and securities, The investment
made by banks in non-Government securities is alse shown separately in the balance sheet.
These short term investments of banks are regarded as secondary reserves.

¥

Loans and Advances

Banks generally give short term loans and advances which yield high.income. Loans and
advances, cash credits, overdrafts, etc, are the forms in which banks create additional purchasir-
power in the economy. These loans and advances are given against tangible securities offcre"
the customers. A Bank also lends on the personal security of the borrowers to fulfill 1ts,

" obligations in helping the economically poor people. :

Bilis Reoewahle

Bitls of exchangc will appear on both sides of the balance she~
of exchange on hehalf of the customers. As thése bills receive f
the asséts side. As commercial banks sell these assets easily th
" These bills of exchange may be rediscounted by the Central B
to the central Bank they become more liquid. i

7

Acceptances and endorsement

These items refer to the obligations which the banker§
customers. They represent the total dues of a bank’s custo
appear on both sides of the balance sheet.
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bank. These are-takit o it
““sheet. Usually these assets are undervatued. ‘This und
_reserves of the bank. In the event of failure of the bank, these assets may come to the rescue

.

thf

4 buitding, furniture, total assets of a
(AT

ervaluation is the source of the secret

of the bank to keep up its public confidence and solvency.

o Othér Assets’

_Tﬁe irerest accrued on investments, silver, income-tax paid in advance, rent recoverable,
etc., are included under this item. These items are shown separately under different headings.

‘Non-Banking Assets

In the course of their business, banks may acquire certain assets in settlement of claims.
‘Under the Banking Regulation Act of 1949 banks must dispose off such assets wthin a period

~ of seven years from the date of their acquisition.

CHECK YOUR PROGRESS - 2

Tdentify the items on the asset side of balance sheet of a Commercial bank on the basis of
" liquidity. '

10.6 SUMMING UP

Commerial banks foliw three important principles while framing their investment policy, viz.,

principle of security, principle of liquidity and principle of profitability. These three principles

are opposed to each other. In view of the conflicting nature commerial bank should follw a.
wide investment policy by striking a judicious batance between profitabilty on the one hand and

‘liquidity and safety on the other. Liquidity is the capacity of a bank to produce cash on demand.

Tt depends on various factors like jegal requiesements, banking habits of the people, structure of
the banking system, nature of money market, nature and size of deposits, economic conditions
in the country, efc. ' '

The balance sheet of a commercial bank shows its financial position at the end of financial

" year. The liabilities of the bank are the items which are to be paid by the bank-either to its

share holders or the depositors. They include share capital, reserve fund, deposits, borrowings,
from others, Bills payable, profit and loss account, contingent liabilities, etc. The asset side
reflects the distributions of the bank funds on different types of assets. The assets are shown '
in the balance sheet on their liquidity basis. They are cash in hand cash with other banks,
monev at call and short notice, investments, loans and advances, bills receivables, acceptance




107 CHECK YOUR PROGRESS: MODEL ANSWERS

1 The ."_m- rta'nf nfinci_nl,es of invéstm(;nt policy : are ; 1) Princi f sééurity, ii)
- Principle of liquidity, and iii) Principle of profitability. o

These principles are contlicting to each other. If the bank seeks high profit, it may have to
sacrifice some safety and liquidity. Or if it seeks more safety and liquidity, it may have to give
up some profitability. Hence, a prudent banker will follow his investment policy by striking a
judicious balance between profitability on one hand and liguidity and safety on the other hand.

. 2. The items that appear on the asssets side of the balance sheet of a ;ommc:rtial bank
on the.basis of their liquidity afe ; cash in hand, cash with other banks; monéy at call and
short notice; investments, loans and advances; Bills receivables; acceptances and endorsements;

premises and furniture, other. assets, non-banking assets and profit and loss.

108 MODEL EXAMINATION QUESTIONS

A. ESSAY QUESTIONS
Answer the following in about 30 lines each:
1. What are the aims of the commercial banks’ investments policy? How can these be achieved?

2. Explain the meaning of ‘liquidity of bank assets” and the factors influencing the liquidity of
commercial banks '

" 3. Explain the balance sheet of a cdm_merciaj bank. Analyse the various jtems in jt,
4. Explain the principles guiding the investment policy of commercial banks. |
B. SHORT QUESTIONS
.Answef the following in about 15 lines each:
1. Expléin the importance of liquidity of commercial banks.

Analyse the asset structure of a commerciat bank with the help of an illustration.

Ll

Explain any five important items of ljabilities side of a bank.
4. Write short notes on the following;

a. Money at.call and short notice”

b. Acceptances and endorsements. _

"3, What are the factors sta‘nding in the way of maximising the profitability of commercial
banks? : ' '

6. Explain the conflicting nature of principles of investment poticy of bank.
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11010  GLOSSARY

Assef

Balarnice Sheet of a Bank

Liquidity

Lugquidity Ratio

:+ Anything owned by person or company, etc. that has money

value and which can be sold to pay debts.

: The statement of assets and liabilities of bankiﬁg company.

:-The capacity of a commercial bank 1o produce cash on

demand by custormers.

+ The ratio between the liquid assets and the total deposits of
a bank.
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11.0 AIMS AND OBJECTIVES

&

The aim of this unit is to describe the different structures of commercial banking organisations.

After reading this unit, You will be able to: _
* explain Branch banking system and its advantages and disadvantages:
* describe unit banking system and its advantages and disadvantages;
* distinguish between branch banking system and unit banking system;
* describe the mixed banking system; and '
* explain the systems of'Group Banking,Chain Banking and. Correspondent Banking,

111 INTRODUCTION N . S o ﬁ\

The structure of banking system differs from country to country. PDue to differences
in economic, political and social conditions, different systems have come into existence in
‘accordance with the traditions and conventions of the people in various countries. Broadly,

. speaking we can classify these systems into two types as Branch Banking and Unit Banking.
- Besides these two, other banking systems like Group Banking, Chain banking, Correspondent :
banking and Mixed banking have also come into existence. We discuss below these different CT
forms of bank organisations. : -

112 BRANCH BANKING

Branch banking is a system in which each bank operates its banking activities as a single
entity having one Board of Directors and one group- of share holders. Each bank will have a
large network of branches spread all over the country. The large sized banks may have branches
in foreign countries also. :
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The smaller banks may operate with a sm _“r of branches located only in a few
areas of the country. This system of banking is very pop ,couritries like England, Canada,
Australia, India, Pakistan, South Africa etc. All the branches under this system carry on their
functions in accordance with the policies and directions of the head office from time to time.
Usually the head ofice is located in an important place or large city. The credit of starting the
branch banking system goes to England. It is also called “Localised Banking”. In the early
stages of banking development in England,banks were functioning with very few or no branches:

' In course of time, the small banks were merged with big banks. In England, the bulk of the

banking business is carried on by the big five barks, which are cailed the “Big Five”. Their
names are Midland, Westminister,Barclays, Lioyds and the National Provincial Bank. About
three-fourths of the entire banking operations are controlled by these five banks whose branches
are spread over all parts of England. Similarly in India, banks like the State Bank of India,
Central Bank of India, The Bark of India, Punjab National bank,The Bank of Baroda and the
United Commerial bank share a large part of the total banking operations in the country. Now
let us study the advantages and disadvantages of branch banking.system which is very popular
_in most of the countries of the world. ' ' :

11.2.1 ADVANTAGES
The branch banking system has many advantages, They are di'scussed'below._.

i) More Deposits : Under this system branches of a bank are spread over a wide area in
the country. Hence banks may be able to mobilise more deposits from every nook and corner
of the country. These branches in rural areas may promote the habit of thrift and saving among
the rural masses. As this system of banking covers a wide geographical area, there are more -
possibilities of mobilising huge deposits. Even the rural savings can find way into the banking

- sector. In some places a bank may mobilise more savings and in other places may not succeed
in receiving more deposits. But on the whote the volume of deposits is likely to be more under -
the branch banking system.. ' : '

il) Grester Public Confidence : As huge financial resources are mobilised with a large
fumber of branches,banks enjoy much public confidence even during periods of depression and
low level of economic activity. Even if there is a run on one branch funds from other branches
of the same bank can be transferred to meet heavy withdrawals during any period. Thus the
system has an inherént advantage to work as a shock absorber in the event of any crisis of
confidence in banking. The image of the bank in the eyes of the peopie will be enhanced as
the balance sheet of the bank shows the total deposits of all the branches running into a huge
amount. This attracts the attention of the pubiic who may deposit their funds on their own
accord even without any publicity by the bank. - W ' :

1) Economy In Reserves : Under this system, banks may carry on their day-to-day activities
with a small cash reserve. Idic cash reserves kept by Commercial Banks can be minimised as
‘ they can draw cash from head office or. other ‘branches of the bank when withdrawals are

heavy during any busy season. Hence the possibilities of bankruptcy can be relegated to the
'background. Each branch can maintain only small liquid reserves to meet the requirements of
customers. Hence the barik will be in a position to expand credit to a larger extent. The financial
resources are economically used as the idle cash balances with each branch can be reduced to -
the minimum, '

iv) No Duplication of Work : Each branch need not spend on advertisement as the head
office will look after that work. All the routine work like publication of weekly reports, supply
of eqiipment, recruitment of staff, etc. are attended to by the head office. Thus duplication of

' work is avoided. : : : :

'v) Proper Use of Funds : This system enjoys the economies of large scale operations as i

- funds of the entire bank are pooled together . These funds can be moved from some branches

where there is a surplus to other branches where there is shortage. Thus funds can put to
optimum use. : . : '
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vi) Diversification of Deposits : Under this system the prosperity of any bank is not
dependent on any region or industry as the funds of banks are diversified over a wide area
covering different industries and sectors, Even if any industry or region is under financial
stress, the bank need not be afraid as the finances of the entire bank can be used to meet any
situation. Once the bank is established and becomes popular depasits flow into the bank from

all directions. ' '

vii) Low Cost of Operations : Customers get more benefits and facilities at low cost due to

the economies of large scale banking operations. Through scientific management of the banking .

- aperations , by adopting the principle of division of labour and innovative banking, it is quite

possible to reduce the costs of operations with specialised and expertise staff. New meéthods
and techniques are adopted to improve and expand banking -business at low cost. '

viil) Loans and Advances made on Merit : Loans are granted only after proper investigation

without fear or favour. Local influence does not play any important role in granting any loan as

- the bank is guided by the three principles of character, capacity and capital of the prospective

" borrower. He can throw the burden of refusal of a loan to the head office in case of influential .
applicants from doubiful characters. ' :

ix) Greater Efficiency in Management : All the branches of a commercial bank are controiled
by the head office and the head offices of various banks are under the direct influence and
control of the Central Bank. On the basis of information provided by the head offices of various
banks, the Central Bank will be-in a positicn to formulate policies, rules and regulations from
time to time. There will be more effective control of the Central Bank on the tunctioining of
the entire banking system. There will be greater efficiency in management. Most efficient and
able people with expertise in hanking may be recruited with proper selection.

X} Better Prospects of Prometion and Employment : There will be more prospects of
promotion under this system as the number of branches increase from time to time with the
progress of the bank. Under this system with the growth of deposits and volume of credit,the
banking industry develops faster. It provides more employment opportunities directly and
indirectly. When people get jobs in the banks,they are directly employed. When banks are in
a better position to give more loans to different sectors and sections of people,there wili be a
fillip in the production of goods and services. Thus more employment opportunities are created
with the help of finances provided by banks. '

xi) Minimisation of Regional Disparities : These finances are invested in utilising the -
resources of our country. The entiig banking system can help the Government to achieve the
objectives of planned economic growth by promoting the habits of thrift and saving. As funds can
be transterred from one branch to another branch,the backward areas can be improved to reduce
regional disparities. Under this system, it is easy and more convenient for the Government to
have more control and supervision on the banking system.

xii) Increase in Banking Facilities : In the abscence of branch banking system perhaps
number of small regions or villages would not have had the opportunity of enjoying banking
facilities. Branch banking system makes it possible to locate or establish a branch in a small
town or village. ' - :

Xiii) Remittance Facilities : Under this system as a bank will have a targe number of
branches at different places, customers may find it very convenient to transfer their furids from
one place to another by means of drafts, telegraphic transfers and travellers’ cheques. Money
need not be transferred from one branch to another, The branches make the necessary book
adjustments as all branches befong to the same bank though they are operating at different
places. ' '

xiv) Uniformity in Interest Rates ; As the funds can flow from one area to another area
depending up on the demand for money it is possible to bring about equality in interest rates, -
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In view of these aumerous advamagcs bank failures are very rare undcr the system of
‘branch banking.

1122 DISADVANTAGES

Though there are many advantages of branLh banking it has some dlsad\%ntages also. These
are discussed as under. o

i} Fear of Monopoly : The system of branch banking may lead to concentration of economic -

“power in the hands of a few executives of the bank at the top level. The head office will have the

direct contact with the Central Bank but not with the branches. These branches are controlled
by the head office. A handful of high barik officials control the entire banking operations of
the bank spread over a wide area: They may be guided by their seifish motives and corner the
huge finances of the bank by channelising them into those sectors or industries in which they
have their persenal interest. The bank officers may be more interested in sanctioning huge
loans to a small number of people like big business magnets in whom they are interested. They
may ignore the needs of thousands of small businessmen. Moreover these monopolists may use
their position as a stepping stone for aguiring political power and may divert the funds of the
bank to fulfil their selfish ends. Hence there is an inherent danger of crcatmg Monopoly power .
which acts as a constant threat to the progress of the community.

i) Red-Tapism and Delay : Branch banking suffers from the evils of Bureaucracy. There
is likely to be much red-tapism and delay in taking decisions as the branches have to refer
important matters to the head office. The branch managers may not be given the freedom
to take quick decisions. For example, branch banks may not be allowed to sanction big loans
without the prior permisssion from the head office. Delay in decision making may be due to
tack of sufficient authority on the part of branch ranagers. :

iii) Difficulties of Management : The head office may face more difficulties in efficient

_ management and control of a targe number of branches functioning at different regions. Undue

expansion of the bank by opening new branches may create more problems of mis-managemnet
and lack of co-ordination. When new branches are opened there will be more expenditure for
the bank towards establishments and maintenance. There is no guarantee that the business of
the bank would increase with more branches. Heace the new branches may reduce the profit
of the bank. 1Jue to mismanagement, lack of adequate control on all the branches there may
be bank failures. This may spread as a contagious disease leading to a disaster of the banking
system. People may lose their confidence in the entire bankmg system Shakmg the entire banking
organisation. : .

iv) Unnecessary Competition: When severaf banks open their branches in the same region
there will be unnecessary and unheatthy competition which may lead to wa~tage of advertisement
and consequent losses.

v) Inadequate Knowledge of Local Needs: A manager of a bank is appointed by the head
office. These managers are not allowed to stay for a long period of at one place and are
transferred to other places. Hence in the period of their short stay they may not be able to -
acquaint themselves with the local conditions and special needs of the people in that drea,

vi) Defective Lending Policy: The managers may not be able to judge the credit worthiness
of the borrower properly,as they may not be ailowed to stay for a long period in one area. Hence
funds may flow into the hands of the people of doubtfuf character who.may not propf:r!y repay
their loans taken from the bank. .

vif) No Personal touch: Under branch banking the banker-customer relationship may not

be harmonious as it is not possibie for the banker to identify a large number of customers.

There is lack of personal touch and contact beiween the banker and customer. If the manager
does not know the local language,it will be an additional d1badvantage o speak with all types of
customers for improving his contacts with them. .
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viii) Neglect of Local Area: The funds of a local area are not used for development of the
~ same region as all deposits ares pooled together by the head office. The investment policies
are not framed by the branch offices in accordance with their local conditions. The policies
are formulated by the head office and the branches have to simply follow them scrupulously.
Similarly,the localpeople may not be able to secure employment in the branch as the recruitment
is done by the head office or any centrai agency.

ix) More Trade Unlon Activity: Under branch banking system in view of very large number of
employees there are more possibilities of emergerice of Trade Unions among the bank employees.
The employee-employer relationship may not be harmonious due to some differences between

the workers and management. This.may iead to mare strikes and lock-outs causing wastage of .

several man-days of work.

x) Lack of Adequate Supervision and Respensibility: As the employees are large in number
they may not feel any individual responsibility. They may not fully involve and jdentify themselves

with the bank to work most efficiently as the supervision may not be very effective. Consequently -

the proﬁts of the banks may be reduced considerably.
CHECK YOUR PROGRESS - 1

List out the merits of branch banking.

........................................................................................
........................................................................................
.........................................................................................
........................................................................................

........................................................................................

CHECK YOUR YOUR PROGRESS - 2
~ List out the demerits of branch banking.

T T LA R R R N N R R
P N R R R R AL AL R
........................................................................................
........................................................................................

.......................................................................................

. 11.3 UNIT BANKING

Under Unit Banking system, each bank operates as a single entity without any branches.
It is also known as localised banking or open system of banking. The US.A. is regarded as the
house of the Unit banking system as it was predominant in that country until the 1T World War
period. Since that period there has been a decline in the importance of Unit Banking which is
the product of free enterprise and rugged individualism. Under this system each bank works
independently with its Board of Directors and management. The operations of the bank are

strictly limited to a certain area. In a few cases the bank may be permitted to open a branch

_whicls has to limit its activities within a strictly limited area. The banking operations are carried

through a single office, Thus,the area of operation is less and size of the bank is small. The
. ‘unit banks are linked together by a system of correspondent banks for the purpose of easy
remittance facilities and transfer of funds from place to place. '
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145. Check your progress: Model Answers . -
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14.8 Glossary

14 .0 AIMS AND OBJECTIVES

The aim of this unit is to explain the various methods w1 h which the Central Bank controls
the credit created by Commercial Banks. '

By the end of this unit, you will be able to:

* explam the need for credlt control and

describe the dlfferent methods used by the Centrat Bank ‘to’ control the crecllt created by
oommermal banks

' 141 INTRODUCTION.

In modern days, the credit created by commercial banks constitutes a major portion in
the total money supply in the country . It is ‘possible for commercial banks either to intensify
inflationary pressure by expandmg credit or ‘to contribute to deflationary situation by contracting
credit. Thus,it is clear that there should be some authority which’ controls the credit creation
of tommercial banks, lt is.the central bank which conigols the credit creation of cammercnal

* banks. ‘Tt follows" various methods for controlling the ¢ edit creation. This unit first explains

the: need for the control of Cl'edlt creatron and fater conoentrates on thc various methods of

. .controllmg 1t

14 2 NEED FOR CREDIT CONTROL

. For all praCIICdl purposes, credlt plays. the samc role in. the cconomy as. that of money
Changes in the volume of credit bring about similar changes in the price level. Money creates
credit and credit creates money. Commercial banks create credit in the economy. In their

. anxiety to make more profits the commercial banks may cueate excess credit, which may cause

incalculable: damage to the economy. Hence the need for credlt con{ml is felt on the fol[owmg' _
grounds: : _ \ ;

129



~ These methods are broadly divided into two graups. - - -

... InBation: If the total volume of credit is nat kept within safe limits excess.credit Ty
create-ipflation in the ecanomy. All the credit, creafed by commercial banks may net be used
productively. ‘A‘portion dficreditniay-be §pent extravagaitly and unproductively withouf resufting
in increased production of goods and services of equial vilhe: fsequently, prices may tend to

rise creating inflationary situation. On the other hand if the total volume of credit is inadequate
to meet the requirements of trade and business there may be a decline in the economic activity -

and prices may tend to fall. Hence the monetary aiithority. shoutd make efforts to bring' abiout
equilibrium between the total supply. and demand £0r_credit, so that inflation can be avoided.

“ .

ii} Speculataive Activities: Credit may create u'ﬁilcalthy growth of busmcssandmdustry I:t..

may encourage more speculative activity which may discourage produstive activities. ‘Hoarding
and black marketing activities may increase if credit is not restricted:t& productive uses,

iif) Difference between the Poor and Rich: Credit makes the rich richer and ‘the poot
poorer. Credit creates two classes of people in. the society~creditors and, debtors The debtors
may be forced to borrow at high rates of interest. Rising prices, and higher interest rates may
accentuate this phenomena unless the volume of credit is regulated Yccording t6 the needs of
the economy. AR

tv) Trade Cycles: The economic debacle of 192021 was ¢sused due to unsound credit
conditions. Uncontrolled expansion of credit against security was one 'of the -causes ‘of great
depression that occured between 1929 and 33. Thus history is full .of.instances to show that
uncontrolled expansion of credit can harm the interests of society. o - '

It is evident from the above discussions. that unconirolied expansion.of credit may. make
or mar the economic progress of a country. Hence to maintain 2 stable econemy; the velume

of .credit created in the economy must be controtied. In-alf countries, the. central banks are

entrusted with the task of regulating the total volume of credit for the smooth. functiening of

143 METHODS OF CREDIT CONTROL. . |

There are several methods by which the central banks control the total volime of _cre_clif._

~ .- iy Quantitative or ‘General Credit Control ¢ - v

il). Qualitative or Selective Credit Control.

. Let us study each one pf them in gi_r__c_:at_- detail. N

143.1; QUANTITATIVE OR GENERAL CREDIT CONTROL ;- -, . i, .

... The aim of the quantitative eredit; control is 1o regulate the total volume of credit creatod.
by the commercjal banks. These are used mainly for expansion or congraction,of the total
quantity of credit in the economy. They are npt much concerned with the purposes. for. which.
the credit is used. The commercial banks depend upon their reserves to"expand.or contract the
lume. of their credit. The instruments. of quantitative credit conteol effect the cash reserves.
thereby {oanable funds of the commercial banks. Hence these are indirect controls which .

volu
and B
bring about changes in the volume of excess reserves of commercial banks so that the capacity
of the commercial banks fo create credit can be altered. These methods deal with the volume

and cost of bank credit in general, without referetice t6 any particilar fieldf of ecohomic activity.
Quantitative methods include bank rate policy, open market operations and the variation of the
cash rescrves:‘Let us.deat with them in-detait, - ST e ey T e

i) Bank Rate or Rediscount Rate -

el '\_"-N' I I T * ...-'.-f' OO :-_':_--_ o nte U s e R T N A .
+.. Bank rate is the ratc at.which the central. bank. rediscounts the bills-of exchange.or grant
loans against approved securities to commercial banks. Section 49 of the Reserve Bank of India-.
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 Firstly we explain three Principles 4 then concentrate on factors influencing quui_diﬁ of
bank. At the end of the Unit, various items of the commercial banks’ balance sheet are also

_ described.

102 GUIDING PRINCIPLES OF COMMERCIAL BANKS’ INVESTMENT

The commercial banks’ earning capacity depends upon their investment policies. The

investment policy of a bank should aim at managing its assets -and liabilities in order to seek
. 5ome optimum combination of profit, liquidity and saféty. Thus generally the investment policy

of commercial bank is influenced by three- importnt Principles. They are : Security, liquidity
and profitabiliyty. Now, we explain these Principles.

102.1 THE PRINCIPLE OF SECURITY

The most important principle s the safefy of security of fnds. As the banks act as custodians
and trustees of depositors, their interrests must be safeguarded at any cost. The banks should

ot choose risky investment though they may yield more profit. As the banks deal with others

money, they must be very careful ‘while granting loans and advances or else they may not be
able to recover them. The funds of the bank should not be locked up for 2 long time. Hence
Commercial banks tend to invest in short term securities. If the banks are influenced only by
large security considerations they may not advance a large portion of their funds and may not
earn much profit. On the other hand, if the Commercial banks are very greed and lend more
funds without looking into the security aspect, they may have to face several risks of loss. If
the bank lends heavily to one individual or group of individuals, it may or may not be able to
recover the money safely unless the enterprise is in a position to repay the loan. Hence it must
lend to as large a number of persons as possible so that the loss of income by bad debts may be
compensated by proper recoveries from safe investment. Similarly, banks should not invest al
the funds in one place as there is a danger of natural calamities like floods, famines, etc., causing
untold damage and misery to the people of that area: If the people of that area have taken a
high portion of the funds of a bank, the bank's finacial position would be endangered. When
the funds are diversified and invested in different places, lossesat one place may be compensated
by gains iri other places. : o

1022 THE PRINCIPLE OF LIQUIDITY

Liquidity is another important guiding principle of investment. Liguidity refers to the ability
of banks to pay cash aganst deposits. A bank receives deposits from the public in different forms.
A portion of these deposits may be withdrawn by the depositors with or without any notice.. _
The banker can enjoy the confidence of the public only when he pays the depositors on demand.

‘Hence a wise banker must keep adequate cash or liquid assets to meet this demand. The liquid

assets-deposit ratio is called liquidity ratio. The banks must keep a certain percentage of their
total deposits liquid or in near liquid form, to meet the claims of customers and inter-bank
claims. Liquid assets refer to those assets that can be converted into cash easily. The liquidity of
any asset depends upon the ease with which it can be shifted on to other banks or the Central .
Bank before maturity in case of need. Thisis referred to as shiftability of an asset. If the assets of
a bank are mostly shiftable, they increase the liquidity of the bank. The Central Bank prescribes
certainy rules and regulations when commercial banks want to shift their assets to the central -

~ bark. Generally commercial banks tend to invest their funds in Government securities so that

as and when they are hard pressed for liquid cash they can easily sell the Government securities
in the market., The investment of bank funds in easily saleable securities or debentures will
increase the liquidity of commercial banks. In case of any need, the bank can sell the security
and realise the money without any loss. When commercial banks mﬁg}tmn a high percentage of
liquidity, the funds of the bank are immobilised without contributing any income to the bank.

95




1023 THE PRINCIPLE OF PROFITABILITY DA

Banks’ are influenced by the principle of profitability-. The aim. of investment is to make
profit. As the very name impties commercial banks are mainly commercial in their banking
activities. They cannot afford to keep funds idle. After mobilising the deposits, banks have
to invest them in profitable ventures with adequate security. The banks lend some portion of
their funds to get constant and regular return. All the investments of the banker may not be
profitable. A profitable investment is one which yields some income to the bank. Loans and
advances, investment in securities, money at call and short notice shown on the assets side of
a balance sheet represent profitable investments. Cash reserves held by a bank and the dead
stocks represent hon-profitable investment. Cash reserves held by a bank and the dead stocks
represent non-profitable investments. Land, building, furniture, stationary etc., represent the
dead stocks. They may not directly yield any income. But they are essential for the functioning
of the banking system. ' :

10.3 CONFLICTING NATURE OF THESE PRINCIPLES

Even though the rate of return is high, loans may not be granted unless the bank is satisfied
with the security. Thus safety and profitability may not go together in all types of investment.
Hence the banker should strike a balance between the two. Similarly when banks maintain ."
high liguidity, their profitability may fall. If the banker prefers to lend more, the liguidity
ratio of the bank may fall below the required level. The bank may have to face shortage of
funds and may not be able to meet the demand from customers. It may lose the confidence
of the depositors and may have to face a run on the Bank. Thus it looks as though prinicipal
of liquidity and profitability are conflicting and contradictory. Liquidity principle cannot be,
discarded onthe ground of profitability. Similarly security principle can not be set aside o,
the ground of profitability. Hence a prudent banker has to take wise decisions relating to the
diversion of investment into various productive channels keeping in view the three important
guiding principles, of liguidity, security and profitability. In view of the coinflicting natire of
these principles,a wise banker must frame his investment policy by striking a balance between '
profitability on the one hand and liquidity and solvency on the other.

CHECK YOUR PROGRESS-1

List out the guiding principl.cs of investment poticy of a bank. Briefly explain the conflicting
nature of these principles. :

..........................................................................................

104 F_ACT ORS INFLUENCING LIQUIDITY OF BANKS

Every bank maintains cash balances and other liquid assets to meet the claims of customers.
The ratio between the liguid assets and the total deposits of the banks is called ligidity ratio.
This is determined by several factors. :

D Legal'Requirement_ﬁ.__ '
The Central baﬁk,px_f%g country any prescribe a certain minimum liquidity ratio applicable

to all commercial banks, This is called statutory liquidity ratio. At present in India commercial
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113.1 ADVANTAGES
The Unit banks,being independent and one-office banks, have the following merits;

i) More Attention to Local Needs: As the operations of the bank are confined fo a limited
area the bank can serve the local needs of the people in the specified arca.’ The resources of the
" bank are first used for the development of the local area and then the surplus funds are invested
in Government Securities. Thus the resources of the bank are used for the upliftment of the
local area but not transferred to other areas on any considerations of profit. Since the bank
officers and other staff members of a unit bank are recruited from the same area,emplioyment
opportunities for local people are created. Moreover the bank people of the same locality are
fully acquainted with the local needs of the area for providing funds for development. The
special problems of the area for providing funds for development. The special problems of
the area can be better served by attending to the needs of the individual enterprises of the
community through quick decision making. : :

i) Efficient Credit Policy: As banker and customer belong to the same area,the character
and credit-worthiness of the customers are well understood by the bankers before they grant
loans and advances. Hence the funds of the bank may not flow into wrong hands.

iv) Happy Customer-Banker Relationship: As the banker and people are from the same
locality the harmony and understanding between them would be more to help in the speedy
development of the area. The banker may be able to identify the customer of the bank easily.

This promotes the happy relationship between the customer and the banker.

iv) More Harmony between Employees and Employers: As the bank is a small unit there
may not be any problem of management supervision and control. As the number of workers
is small within a bank the employee-employer reiationship 8 likely to be more happy and

" harmonious. The scope for strikes and lock-outs is less as any dispute between the workers and-
the management can be solved by direct discussions.

" v) Efficiency in Management and Supervision : Cases of fraud, i'rregularit'ies. mismanagement
and irresponsibility may be minimised as the scale of operations is small. Wastages. and
diseconomies of large scale operations can be eliminated. ' '

“vi) No Scope for Monopoly : This system does not help in the formation of monoboly and
concentration of CCOI'IOI:I‘liC_ power in-the hands of a few individuals as there is a large number
of small independent banks. : :

S 1132 DISADVANTAGES
Despite these advantages,unit banking pOsSesses cersain diudvantﬁes.'

1) Inability to Face Crisis : Unit banks being small in size may not be able to face adversity.
During the great depression between 1929-1933, a farge number of Unit Banks in USA could
not survive. In the event of any run on the bank it may not be sble to meet the sudden rush

of deposit withdrawals. The funds of the bank are mostly invested in the same locality. In the
event of natural calamities like fioods or famine or droughts occurring in that area the bank
“may land in financial crisis. '

. if) Ineficient Mansgement : As the size of the bank is small and its operations are restricted

to a limited area, the bank may not afford to use the services of well trained persannel and most

modern methods and techniques of banking. Thus funds may be mismanaged. In the absence

" of many avenues of employment of funds in the same locality the banks may hold more liquid

" cash without earning any income. The scale of operations being smali the establishment costs
. may be more and the profits may be less. : i : .
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12.0 AIMS AND OBJECTIVES

The aims of this unit are to describe. the functions of a Central Bank in.an economy and
explain the distinction between Central Ibanking and Commercial banking. After going through
this unit, you will be able to:

* define the Central bank and explam the prmmples of Central bdnkmg,
* EXplam the functions of a Central bank and

* distinguish between Central banking and Commercial' ‘banking.

12.1 INTRODUCTION

In almost every country, there is one bank which is the apex of the banking system. It
regulates and controls the whole monetary system in the country. It plays an active role in
implementing the Government’s monetary policy in the country. The functions of such a
bank are discussed in this-unit, besides explaining the dlffcrence‘; between Central banking and
Commercial banking.

122 ESTABLISHMENT OF CENTRAL BANKS

The Central Bank of any country, as the very name implies, occupies the central position in
the entire banking system of the country. Almost every country in the world has its central bank
as the apex banking institution controlling the activities of the money market. Central banking
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in its modern sense is only of recent origin, although some central banks were established in
the 17th and 18th centuries. The oldest central bank is the Riks Bank of Sweden which was
established in 1656. The central bank of England is the Bank of England established in 1694 by
an Act of parliament. England is considered to be the home of central banking as the Bank of
England was the first to perform the fundamental functions of a modern central bank. Many
countries in Europe, Asia and Africa established their central banks during 19th century. The
Bank of France was set up in 1800, the Bank of Netherlands in 1814, the National Bank of
Denmark in 1818, the National Bank of Belgium in 1850, the Bank of Spain in 1856, the State
Bank of Russia in 1860, the Reichs Bank in Germany in 1875, the Bank of Japan in 1882 and
the Bank of Italy in 1893. By the end of the 19th century, almost all countries in Europe had -

. established their central banks to control their monetary systems, Java, Persia, Servia, Turkey,

Porfugal, Rumania, Bulgaria, Egypt, Algeria also established their central banks in the 1%th
century. In the US.A. the central bank is represented by the Federal Reserve system which
was established in 1913. In India, the Reserve Bank of India ¢ame into existence in 1935 as
the central bank of our country. The Bank of Cdnada was established as late as 1934, During
the post-World War 1 period, the spirit of Nationalism gave much encouragement for the
development of central banking in the world. The International Financial Conference held at

. Brussels in 1920-encouraged all countries without a Central Bank, to establish such banks in their

countries in the interests of world co-operation and stability of monetary and banking systems.

The establishment of the International Monetary Fund (JMF) in 1944 gave further fillip to the

growth of central banks in the new Afro-Asian and Latin American countries. Today there is

hardly any independent country without a Central Bank. These banks were originally started

as private joint stock banks, providing finance to the goverfiment. The changes in economic,
political and social conditions have enhanced the status of central banks as the arch pillars of

their country’s monetary and fiscal framework. - .

123 DEFINITION OF CENTRAL BANK

Let us acquaint ourselves with some of the definjtions of central bank to understand its
varied functions.” In the statute of the Bank of International Settlements, a ceritral bank is
defined as "the bank in any country to which has been entrusted the duty of regulating the
volume of currency and credit in that country’. According to Kisch and Elkin, a central bank is
that bank the duty of which maibtenance of stability of the monetary standard which involves
the control of the monetary circulation™. In his famous book” Central Banking’ M.H. Dekock

. defined central bank in a lengthy manner. According to him, a central bank is a bank which

constitutes the apex of the monetary and banking structure of its country and which performs
several functions in the national economic interest. According to Kent, it is an institution which
is charged with the responsibility of managing the expansion andscontraction of the volume of
the money in the interest of general public welfare. R.S. Sayers in his book "Modern Banking"
pointed out that the business of a central bank as distinguished from a commercial bank is
to cntrol the commercial banks in such a way as to promote the general monetary policy of
the state. From the various definitions, owe can conclude that the centrat bank is the highest’

banking institution in any country entrusted with the task of controlling and regulating the

monetary and banking system in the country to serve the best interests of the nation..

12.4 - OBJECTIVES OF CENTRAL BANKS -

The Central bank is guided by the spirit of national weifare. Public welfare is its primary
consideration and profit motive is secondary. It does not mean that it should suffer losses while
working in the national interest. Unlike commercial banks, the central -banks de not invite
deposits from the public. Another important principle of the central bank is that it should help
in the process of £COoNnonic developme_nt'of ‘the country by maintaining financial and monetary
stability in the country. The central bank should be free from all politicai influences so that it
can pursue a suitable policy conducive to economic development. Though there can be good.
co-operation and harmony between the central bank and Government in their functioning, the
central bank should not be influenced by the ideologies of the political parties in power.
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125 FUNCTIONS OF CENTRAL BANKS

* Central Banks in all countries perform the following functions in- spite of differences in
social, political and economic systems. These functions are described as traditional functions of
the central bank. Let us now describe each one of these functions briefly.

12,5.1 MONOPOLY OF NOTE ISSUE

In every country the Central Bank enjoys the monopoly of note issue. No other bank
in the country is authorised to issue notes. The central banks were originally called banks. of
issue until the beginning of the twentieth century. In a few countries even now central banks
do not enjoy monopoly power in the issue of notes. There are several benefits in centralising
the note issue function. The Central Bank enjoys much prestige and public confidence due to
this prerogative of note issue, Uniformity in note issue can be achieved with a single central
authority. The. Central Bank will have direct control on commercial banks which have direct
contact with different sections of people. The commercial banks can assess the requirements
of finance in the various activities of country. On the .basis of this information, the Central
Bank can bring about required changes in the guantity of currency in the country. The required
elasticity is provided by the central bank by regulating the supply of money. Different systems
of note issue have been adopted by the central banks based upon the principles of elasticity and
security. : T '

12.52 BANKER, AGENT AND ADVISER TO THE GOVERNMENT

Another important function of a Central Bank is to act as the banker, agent and adviser to
.the Government. In all the couniries of the world the central bank functions as the banker and
fiscal agent to the Government of the country. Just as the commercial banks perform several
services to its customers, the central bank performs several services to the Government. As the
fiscal agent of the Government it collects the chieques and drafts on behalf of the Government
and credits them to Government account. Not only does it mairitain Government account; it
also transfers funds from place to place and from one account to another account. The Central
-bank maintains the income and expenditure accounts of the Government for the entire country

free of charge. It does not pay interest on the deposits of the Government. On the other hand,

Government may pay some amount towards the cost of performing these services or may keep

- minimum cash balances with the central bank. Due to the close relationship between the public -

finance and monetary affairs, the Central Bank acts as banker to the Government.

The Central Bank performs enormous services to the Government as its agent, as a
commercial bank does to its customers. But in performing these services, unlike commercial
banks, the Central Bank is mainly guided by the nation’s welfare motive and not by a profit
motive. As a banker of the Government it manages public debt and Government accounts.
When people pay taxes the supply of money in circulation decreases. When Government spends
money on <ivil defence and development projects in the country the supply of money expands.
The Central Bank as agent and adviser of the Government will take suitable monetary steps
to regulate the supply of money to stabilise the price level. On all matters.relating to money
and finance, the expert advice of the central bank is sought by the Government fo formulate
monetary and fiscal Bpolicies. It plays as important role in advising the Goverriment in the
preparation of the budget. It floats the loans and receives subscriptions on behalf of the
_Government. Issuc and redemption of Treasury bills. bonds, secirrities etc., are undertaken by
' the central bank. Due to the increasing importance of deficit financing in the planned economic
development of underdeveloped countries the central banks and Government have to maintain
perfect co-operation and co-ordination in all monetary and fiscal matters to maintain growth
with social justice. : .
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'12.5.3 BANKER’S BANK

In all the countries the central banks act as the banker of alt other banks. All other banks
are required to keep a certain percentage of their deposits as cash reserve with the central bank,
either by law or by custom. Tn England, the Bank of England enjoys this privilege as "a matter
of tradition”. In US.A. and [ndia, banks are required to keep a certain percentage of their total .

_ deposit liabilities statutorily. In U.S.A. banks maintain 3 to 13 per cent of their total deposits

while in India banks keep 3 to 15 percent of their total deposits as cash reserve with the central -
bank as required by {aw. Thus the cash reserves are centratised in the central bank which is a
source of great strength, power and prestige 1o the banking system of the country. When all the

‘reserves of the commercial banks are pooled together in the central bank, they can be used for

meeting any financial crisis. Thesc reserves provide more liquidity and stability to the banking
system. These reserves are uscd by the centrat bank to clear inter-bank claims through the
clearing house. During a slack season, clommercial banks may opt to keep more reserves with
the central bank while in a busy season théy may withdraw their surplus cash reserves to meet
the ciuims of the customers. These reserves are very helpful in settling payment between one
bank and another bank as this is done by the central bank by crediting the account of one bank
and debiting the account of the other. Thus the central bank acts as the custodian-of the cash
reserves of all other banks, safeguarding and protecting the interests of the nation 1n general
and customers in particutar. The central bank can divert these reserves to places where there
is greater need. The benefits of the centralised cash reserves can be realised by the banking
system by more co-operation and understanding between the central bank and other banks in
the country. : -

Commercial banks get various benefits from the central bank. The central bank gives
financial hiclp to commercial banks in times of need. They also get rediscounting facility from
the central bank. Thus Central Bank acts as the ‘lender of last resort’. As the ieader of
the entire money market, the central bank formulates the policy for the effective and efficient
working of all the banks in the country. Hence the_commercia}-banks loak up io the central

. bank for guidance and. direction in the cvent of any monetary and financial problems.

Further, the central bank acts also as a clearing house. The function of centrai clearance
and settiement was originally started by the bank of England in the middle of the 19th century.
Later other countries adopted this practice. This system enables the central bank to know the
liguidity position of each bank. It also enables the central bank to take corrective measures
retating to the control of the total volume of credit created by commercial banks.

12,54 CUSTODIAN OF NATION’S RESERVES

Gold and foreign exchange reserves are maintained by the central banks in all countries.
The central bank is required by law to maintain a minimum reserve against its note issue.
The reserves are maintained by all central banks to meet deficits in balance of payments and
maintain the external value of its currency. The foreign exchange reserves are maintained to
avoid fluctuations in exchange rate. For this purpose it has to selt or buy foreign currencies in
the exchange market. Tt is the responsibility of the central bank to maintain stable exchange
rates. Foreign exchange reserves help the central banks to maintain stable external values of
the currency. As the bank of issue, the central bank also takes the responsibility of maintaining
stable internal vatue of the currency. For this purpose under the gold standard system., the
central banks used to maintain cent percent gold reserves against the total currency. Afier

‘the abolition of the gold standard system, many céntral banks maintain both gold and foreign

exchange as a reserve against the note issue. The Central Bank hoids some cash reserves of
commercial banks statutorily. For meeting these reserve liabilities of the co_rnmei-cia] banks,
central’ banks maintain a reserve. A central bank is required to maintain certain minimum
reserve against its currency. For example in India, at present, the Reserve Bank is required
to maintain a Rs.200- crores worth of reserves consisting of a minimum of Rs. 115 crores of
gotd and Rs. 85 crores worth of foreign securities against its note issue and deposit liabilities,

This amount of reserve is immobitised in the central bank and cannot be used for meeting. any




international transactions. Only the additional foreign exchange reserves can be used to avoid
fluctuations in exchange rates. Thus the central bank aims at stabilising the external vatue of the
currency,- besides providing safety to note issue dand protecting the interests of the depositors
by being the custodian of the.nation’s reserves.
12.55 CONTROLLER OF CREDIT

The control of credit is the most important function of-a central bank in the context of
the present day cconamic unrest in most of the countries of the world. Wide fluctuations in -
the value of money are caused mainly due to unwarranted cxpansion in the supply of money
and credit in the economy. The commercial banks create credit where as the central bank
controls credit in the cconomy. The central bank influences economic activity in the éountry'
by discouraging expansion of unproductive and undesirable credit,. With the help of the various
technigues of credit control, the central bank controls the expansion and contraction of credit
to stabilise the price level, We shall study these methods of credit control at great iength in the .
following unit. o

CHECK YOUR PROGRESS - |
List aut the functions of :-1. Central Bank.

12.6 SIMILARITIES AND DIFFERENCES BETWEEN CENTRAL BANK-
' ING AND COMMERCIAL BANKING

Though Central banking is different from commercial banking, there are some similarities
between these two. They are;

SIMILARITIES

i} Money dealings : The Central Bank as well as the commercial banks are monetary
mstitutions dealing in money. The moeney created by the Central Bank is legal tendcr but the
money created by commercial banks is called credit money or bank money.

i) Credit Creatlt_m . By rcdiscuuntmg, the bills of commercial banks credit may be created
~ by Central Banks where as commercial banks create credit on the basis of their primary deposits.

iii} Lending Policies : Both institutions do not lend against immovabie propertics, lest
their liguid funds may be reduced. Hence they are not.in favour of long term loans. Tht‘:};r lend
mostly for shart periods to maintain high l]qu;dzty :

Though there are certain similarities the Central Bank is an institution whlch Is cntlrely :
dlfferent from commercial banks as could be observed from the foilowing: :

DIFFERENCES

i) Ownership : The Central Bank is generally owned by the State while the commercial
banks may be owned by private indjviduals as shareholders.

1i) Right to Note-Issue : Though at one time commercial banks had the right to issue notes,
at present note issuc'is the monopoly of the Central bank in all countries. As an agent, adviser
and banker, the Central Bank is closely connected with the Government.
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- I.I_i) Profit Motive : The Cenf_ral Bank is not a profit making institution. Profit is secondary

- and service to the people and the nation is’its primary objective. On the other hand the

commercial bank naturally aims at securing maximurm profits. The funds of the Commercial
Banks are invésted even in risky enterprises to earn maximum profits. But the Central- Bank
works in the broad national interest with a view to achieve stable economic growth. |

iv) Relationship with Government ; Usually the Central Bank and the Government will have
a close relationship as the top officials of the Central Banks are nominated by the Government.
As the Commercial banks are privately owned institutions, Government generally does not

‘interfere in the working of the commercial banks. As a matter of fact there is no. direct

refationship between the government and the Commercial Banks.

v) Foreign Exchange Transactions : The Central Bank maintains the foreign exchange.
reserves of the country. One of its functions is to maintain stabie exchange rates. The commercial -
banks may also deal in foreignexchange, but do not act as custodians of foreign exchange reserves.
They have nothing to do ewith the maintenance of foreign exchange rates.

vi) Position in the Money Market : The Centrai Bank is the apex monetary institution in
any country. All the commercial banks in a country are controlled by the Central Bank. The
Central Bank acts as the bankers’ bank by controlling some portion of the funds of Commercial
Banks. It is their guardian and lender of last resort. It will only hetp the Commiercial banks
rather than compete with them. ' :

Though there are similarities and differences between the functioning of Central ‘Banks
and the Commercial banks, the success of a Central Bank depends mostly on the whole
heartéd. support and co-operation of the Commercial banks. The Commercial bank’s activities
are controfled and regulated by the Central Bank to achieve co-ordination and avoid any
competition in the healthy and smooth working of the menetary system in the country.

CHECK YOUR PROGRESS - 2

Explain, how Central Banking differs from commercial banking.

127 SUMMING UP

Central bank is the apex monetary authority in the country. As the ieader of the money

" market it supervises, contyols and regulates the activities of commercial banks and other financial

institutions. It helps in the process of economic devetopment by pursuing a suitable monetary
policy.Central banks perform certain important functions, like issuing currency, acting as banker,
agent and adviser to the Government, acting as bankers’ bank, maintaining nation’s reserves
and controliing credit creation by commezcial banks. :

Though there are a few similarities, central banking differs from commercial banking in terms

of certain aspects like ownership, note issue, profit motive, relationship. with the Government,
transactions of foreign exchange, etc. : '
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128 CHECK YOUR PROGRESS: MODEL ANSWERS

1. Central bank performs various functions in an economy. They are:

~Issue of currency;

Acting as banker, agent and adviser to the Government;
Acting as banker’s bank; ' _ '
Maintaining gold and foreign exchange reserves, and

controlling the credit creation of commercial banks.

A Points of difference between Cenral bankjng and Commercial. baﬁking a;ré:

i)
i)

jif) -

iv)

V)

vi)

The central bank is owned by the govern'mént. while commercial banks may be owned -

by private individuals, .

Central banks have the right to issue curfency notes, whlle commcraal banks do not
:‘enjoy such rights. : u ; :

Lentral banks do not aim at prohts whercas commerc1al bdl‘lkS aim at sccurmg maximurm
profits; :

There is direct relationship between the Government and Central bank whereas the

direct relationship will not exist between the Government and commercial bank.

Central banks act as custodian of foreign exchange reserves, whereas comniercial banks
do not act. :

Central banks are the apex institutions in the money market, whereas commercial
banks are controlled and regulated by central banks.

129 MODEL EXAMINATION QUESTIONS

A) ESSAY QUESTIONS

Answer the lollowing'iﬁ about 30 lines each®

1. Define a central bank and expldin the functions of a Céhtral Bank

2. Compare Commercial Banking with Central Banking.

B) SHORT QUESTIONS

Answer the following in about 15 lines each:

1. What is a central bank? How does it differ from commercial banks.

2. Write short notes on:

i)

i

Clearing house and

Lender of Last Resort.' o

3. Write short notes on;

i)
i)

Monopoly of note issue; and
Banker’s bank.”

4. Explain the objectives of Central Banks.
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13.0. AIMS AND OBJECTIVES

This unit aims at explaining the princi'ples ang systems of note issue..

After going. through this unit, you will be able to :

* " explain the principles of note issue; _ _
N dlscuss the dri,umentb for and against the controt ot note issue. by the Guvernment
* dexcribe the various systems of note issue; and '

* discuss the case for single note issue system.

13.1 INTRODUCTION

A good paper . currency systemn shoukd possess certain important qualities, It should be
economical, elastic and should command public confidence. The note issue systerh is based
"on certain principles. This unit discusses such principles and different methods of note issue
adopted from time to time by the various countries.

13,2 PRINCIPLES OF NOTE ISSUE

In dlfferent countries different prmCLpIes are followed for the issue of notes., Al thesc
principles aim af securing uniformity and elasticity to the entire currency system. me monetary

- authorities must be in a position to bring about changes in the volume of currepcy to suit the - -

B requ:rement of trade and business. Let us study the principles of note issue in detasn,

There are two prlntlples of riote issue.
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12.16 RECOMMENDED BOOKS

I | . L DeKockMH. . : Central Banking

: 2. Sayers R.S, : Modern Banking
3. Shaw WA, _ : Theoty and Principies of central banking
4. Sundaram K.P.M. : Money, Banking and Internatioﬁal Trade.

‘5. Vaish M.C. : Money, Banking and International Trade.

12.11 -GLOSSARY

Central Bank o The bank that controls the volume of currency and credit
_in.any country. :

Clearing House 1. An agency. through which the inter bank indebtedness is
cleared. Usually the Central bank acts a clearing house for
member banks. - :

Lender of Last Resort : When the Commercial banks and other finance houses want
to borrow shogt-term loans and cannot borrow enough from
one another as money market is short of cash, they come in
the last resort to the central bank. So central bank is cailed
the lender of the last resort.

Money market ( : A market for the purchase and sale of liquid assets especiatly _
bills of exchange, Treasury bills and other securities that are
due to be redeemed within a short time.
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132.1 CURRENCY PRINCIPLE

According to this principle, the currency in a country should be backed up by cent percent
metallic reserve ie., either gold or sitver. According to this principle every monetary authority
should acquire gold to issue an equivalent amount of currency so that the Government can
command the greatest confidence of the people. Government will be in a position to provide

gold for currency when all the members want to convert their currency into gold. When this

principle is adopted, the expansion of currency is limited by the availability of gold reserves to
the menetary authority. This prmuple has the followmg mmts and demerlrs

Merits

i} Security: It provides complete security to the currency system as the currency is backed
up by cent percent geld. When currency authorities adopt this mmupln there 15 no danger of
over issue of currency.

iiy Public Lonhdencé: As paper notes are convertible into metallic coins, people will have,
more faith and confidence in the monetary system whei this principle is adopted.

Denterits

. Iy Lack of Elasticity; A monetary system hach upon this prmuple sacrifices the quality ot

' claqtlcwy which is very essentiat for the present-dav growing economies.

i) Lack of Economy: A monetary system based upon the currency printiplc is a 'LGS{'II\;.

-System. It is most uneconmical as every note isssed should be backed up by cent percent gold or

sitver. 1t leads to wastage of precious mctals as they are kept as anzdie reserve against Lurrency
without being used for more profitable and productive PUFPOSCS. . '

iii) Difficult to put into Practive: A monetary system based upon this principle may not he

able to expand its currency if the available gold and silver mines are exhausted. All countries

do not possess equal guaniity of mineral resolrces. Some countries may be endowed with rich
mineral resources while other counrries may face acute scarcity, In such countries where there
is scarcity of these metals, monetary authorities may find it difficult to adopt this principle.

13.22  BANKING PRINCIPLE

-According to this there is no need o keep ceat percent merailic reserve dg,amst the note
issue. This principle dssumes that all peaple do not wish to convert their currency into gold at
the same time. At any time only a few people may desire to convert currency into gold. Hence
it will be sufficient if the government holds a fractional rescrve. This principle is derived from
the practice of creating more credit with tess cash reserves by commercial banks. A monetary
system based upon this principle believes that rthe responsibility of varying the supply of currency
in the country should be ieft in the hands of an independent authority like the Central Bank.
According to this principle, the question of how much quantity of money is to be created in the
economy shouid be left entirely to the discretion of the banking system.

This .prin'cipie has the following merits and demerits.
Merits

i) Elasticity: When this principle is adopted., the currency system becomes elastlc and
rcsponswe to the changing needs of trade and business.

[]] Eoonomical A monetary system based upon this pnncnple does not require cent percent
metallic reserves. Hence it proves to be more economical. The prmc1ple gives some degree

‘of freedom to the monetary authority to adjust the supply of money in accordance with the

changing needs of the economy.
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Demerits

1) Risk of Over-Issue: A monctary system based upon this principle may expand the currency
even beyond the safe limits as cent percent metallic resérve need not be maintained against the
note issue. Over-issue of notes may create inflation in the economy, Hence it does not provide
much security. '

i} Less Public Confidence: A monetary system based upon this principle may not enjoy
much public confidence as it does not provide full metallic backing for the entire currency.

133 REGULATION OF NOTE ISSUE

In every country laws have been passed for the issue of currency and its regulation. |If
note issue is not properly controfled the économy may be subjected to viotent price fluctuations
which may adversely affect the total output, income and employment in the economy. The total
volume of curency should be properly adjusted to the requirements of trade and busigess in
any country. Some economists are of the opinion that the Central Bank in any country should
have the right to issue and reglate the volume of currency., Some others held the view that
‘the state should have the power to regulite the note issue. Let us discuss the various shades

" of opinions on this aspect.

Arguments In Favour Of State Control

i) It is argued that the state has more prestige and enjoys the confidence of the pcob[e _

more than any other institution to regulate the note jssue.

ii) The advocates of State Control on note issue contend that when Government issues
the notes and regutatés the volume of currency, there wilt be more security to the note. issue as

all the assets-of the Government will back the entire currency. Issue and reguiation of currency .

by government will ensure €asy convertability of currency.

iii} It.is pointed out that the Government will have the machinery and organisation at
every level to (_:stimate'the needs of the total volume of currency. Therefore, it must have the
power to expand or contract the total volume of currency in circulation to suit the nceds of
frade and business. : ' '

iv) Source of Profit: 1t is argued that the issue of currency and its regulation will be a
source of profit to the state. These profits are used by the Government in the larger inferest
of the country. . . - '

v) Defacto Autherity: Though Central Banks are vested with the authority to issue and
regwlate the total volume of currency, Government exercises great influence in framing the
general economic policy in the country. Hence it would be better if Government regulates the
issue of notes. S ) ' ‘

vi) Legislative Powers: "Government enjoys the legisiative power to pass the rules and
regulations for effective and efficient working of the monetary system.  During periods of
emergency and economic crisis, government should have the regutating authority to correct any
disequlibrium in the economy. ' '

Arguments Against the Issue and Control of Notes by Guvernment.

i) Political Considerations: It is pointed out that politica considerations play a dominant
role dn all matters of economic policy when Government regulates the supply of currency in
circulation. Hence effective monetary policy may not be followed under the state control of
note issue. ' - :

ii) Infation: Under the pressures of heavy deficit budgets, irresponsible govermments may
indulge in over issue of notes causing irreparable damage to. the economy. Issue of currency
in excess of demand creates infiation. If the power of reguiating the volume of currency is in
the hands of Government it may not be possible to prevent the Government from abusing this
power. =
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iii) Tnadequate Knowledge of Trade and Business: The State, with all its heavy burden of
administration, may not be in a position to develop intimate knowledge of trade and business.
Hence it may not be able to assess the actual requirements of money. Trade, industry and
. business sectors may have to suffer if the volume of currency is not adjusted to the requirements.

.iv) Red-tapism: Government departments are characterised with their inordinate delay in
decision making and its execution. Hence it.may not be possible for the Government to bring
. abeut quick changes in the totat currency according to the changing economic conditions. Delay
causes much damage to the stability of the economic system. ' - :

v} Inefticiency: Highly placed government officials who are well Ex;}erienced in dealing with
political and administrative j?r'obl_ems may not possess the techmical knowledge required to deal
with monetary and financial problems. ' :

'vi) Historical Evidence: History 18 full of instances to show that (Government lost the faith
and confidence of the public when government flotes were depreciated. '

~ In view of the above considerations in atl _coim-tries of the world, the power of regulating.
.the volume of money is vested in the hands of a non-political institution like the Central Bank.

13.4 SYSTEMS OF NOTE ISSUE

Based upon the principles of note issue different systems of note issue have been adopted
by various countries. ' ' :

134.1 FIXED FIDUCIARY SYSTEM

Under this system, the Central Bank is given authority to Issue currency upte a certain
amount without the backing of gold. This timit is fixed by Government statutorily. This
uncovered or fiduciary portion has fo be covered by Government Securitics. Beyond this limit -
there should be cent percent gold backing against the issue of currency. This system is based
upon currency principte with the aim of providing convertibility of notes. This system was .
adopted for the first time by England under the Bank Charter Act (1844), which authorised the
Bank of England to issue notes upto £ 14 million. This timit was changed from time to time.
Tn 1939 the limit was changed to £ 530 million. This system was introduced by Japan, Norway,
. Finland and also Italy. Tn India this system was introduced in 1861 with a Fiduciary issue of Rs.4
Crores which was enhanced to Rs. 120 Crores in 1920. This system was considered inelastic
as the quaniity of money in circulation was nat connected with the needs of the community.
It is expensive as every unit of currency is to be backed up by gold. As the fixed limit was
changed by the Government it has lost its significanice. This system, no doubt works as a brake
on unnecessary expansion of currency by irresponsible Governments, This system is also called
partial fiduciary system. - ' :

1342 MAXIMUM FIDUGCIARY SYSTEM

Under the maximum fiduciary system, the maximum limit upto which the Central Bank can
“jssue notes without any gotd backing is fixed by the Government. Upto this limit, the Central
Bank can vary the amount of money in circulation according to the needs of trade and business
in the economy. Above the ceiling limit, the issne of currency must be backed up by cent
percent gold reserves. England introduced this system in 1939 and fixed the maximum fiduciary
limit at £ 580 miilion. This was increased to £ 1450 in 1946. Between 1870 and 192§ this
system was adopted in France with the Fiduciary limit of 59431 million Francs. Japan adopted
this system in 1941. This system has also been adopted in Finland, Norway and Russia. J.M.
Keynes considered this as the best system since the law of the land controls the volume of note -
issue.. As the system dispenses with gold reserve against note issuc there is the danger of over

issue and revision of the ceiling limit by Government as and when the Government requires
additional resources. . :




1343 PROPORTIONAL RESERVE SYSTEM |
Under this system a c_ertain percentage of the total ciz_rrcncy issued should have gold baéking.
The rest is covered by Government securities. This percentage is not rigidly fixed and can be

changed with the consent of the Government.. The proportional reserve generally varies between

25 and 40 percent of the total note issue. This system was fizst adopted in Germany in 1875 and
was followed by India in 1927 with some modifications. This was adopted by U.S.A. and France
in 1928. Australia, Canada, New Zealand, Belgium, Holland, Switzerland and Argentina also

. adopted this systern. This system was in vogue in India upto 1956 with 40 percent gold backing.
The balance of 60 percent was backed up by rupee securities. According to the provisions of

. Reserve Bank of India Act the value of gold reécrve_should never be less than Rs.40 crores.

This was described as percentage deposit system in Tndia. In US.A. it was adopted with 40 -

* percent while in Australia, Canada, Yaugoslavia and Argentina it was adopted with only 25

- percent gold reserves. This system is economical as large amounts of gold are not locked up as
reserve against currency. 1t is elastic as supply of currency can be easily increased. The system
provides security to a great extent as the currency is backed up by gold reserves upto a certain
percentage. The system may not provide full convertibility as all ¢urrency is not backed up
by cent percent gold. Moreover currency contraction should take place with any loss of gold
reserves. This may create deflationary tendency in the economy with disastrous consequences,
Under this system if the Central Bank maintains only the minimum reserve it may not adopt
convertibility as the-gold reserves cannot be used for exchange against currency.

13.4.4 MINIMUM RESERVE SYSTEM

Under this system the monetary authority should maintain a minimum reserve of gold or
foreign securities or both against currency as prescribed by law., At any cost the monetary
- authority shall maintain the quantity of' stipulated reserve. Any currency issued beyond this
limit need not be covered by any reserve. Usually the ' monetary authorities decide the amount
of currency to be issued in accordance with the needs of the country and interests of the
economy. In 1956 this system was introduced in India Under this system the Reserve Bank
-of India should maintain a minimum reserve of Rs.115 crores in gold and foreign securities
of Rs400 crores. Subsequently in 1957 this limit was drastically reduced to a total reserve of
Rs.200 crores of which the value of gold shall be not less than Rs.115 crores. The remainng
. balance should be covered by foreign securities. Under this system the monetary authority can
provide adequate funds for developmental purposes. The system provides much elasticity and
- economy. The monetary authority. can issue’ any amount of currency without any increase in
the gold or foreign exchange reserves. This system can easily meet the situations arising out of
banking crisis. But the system is not very secure as irresponsible Governments may indulge in
unwarranted expansion of currency landing the ecanomy in the grip of inflation.

Any system of note issue should be guided by the accepted canons of uniformity, elasticity,
and security to provide a strong and stable monetary value for the currency. During the 19th
Century the main objective of the monetary authorities in several countries was to provide
convertibility of currency by maintaining metallic backing. In view of the growing needs of a
vast number of countries, during the present century currency notes are. accepted on their own
merit without any metallic backing. : ' '

. CHECK YOUR PROGRE_SS -1 _
‘Briefly explain the monetary system followed in our country.

........................................................................................

.........................................................................................

........................................................................................

........................................................................................
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13.5 SUMMING UP

" The systems of note issue are based on two principles, viz., currency principié &d:bamking.
principle. According to the first principle, the monetary authority is required to keep metal
in reserves for the total value of notes issued by it and according to the second principle, the

. paper notes are issued without full backing of the metallic reserves. A monetary system based
_on banking principle is economical and elastic when compared to currency principle. The paper
. curréncy system is not automatic and hence it has to be managed. The tfotal volume of currency

has to be adjusted to the requirements of trade and business in the country. Otherwise it may
adversely affect the economic activities in the country. The power of regulating the volume of

. money is vested in the central bank. Over the years different countries have evolved various
~methods of note issue. They are i) Fixed Fiduciary system, ii) Maximum Fiduciary system. iii}
Proportional Reserve System and lv) Minimum Reserve System Our country is follo\mg the

Minimum Rcserve System

136 _CHECK YOUR PROGRESS : MODEL ANSWERS

1. Our country is following the Minimum Reserve system of note issue. Undcr this system, the
Central Bank is authorised to issue notes to any extent, but it must keep a statutory minimum
.reserve of gold and foreign securities.  Accordingly, in our country, the Reserve Bank of India
Jis required to keep a minimum reserve of Rs.200 crores. Of this, Rs.115 crores should be
kept in gold and the remaining Rs.85 crores in foreign securities. This system is very uscful to

developlng countrles like India, as it is clastrc and economical.

"13 7 MODEL EXAMINATION QUESTIONS

A, ESSAY QUESTIONS
- Answer the following in about 30 lines each:

1 Explam the various systems of Note Issue. Which is the best system 7

2. What are the principles of note issue ? Describe them. _
3. Describe the arguments for and_a'gainst the control of note issue by the Government.

B. SHORT QUESTIONS

- Answer the follomng in about 15 Imes each :

1. Dlstmgmsh bctwccn leed Fldumary System and thc pruportlonal Reserve Systemdf. note
" issue. .

Briefly explain the system of note issue that is followed in our country.

3. Explain the principles of note issue..

4, Explain the Maximum Fiduciary szstet_n of note issue.

.I 138 RECOMMENDED BOOKS

1. Basu SK. : A Review of Current Bankmg 'I'heory and Practlce
2. De Kock MC.  ° ~  ‘Central Banking’-

3. Jhingan M.L. _ ! ‘Money, Bankmg anil Intema_tidn:a_l Trade’

4, Sayers, RS. -~ : ‘Modern Banking o

5. Sundaram KPM : ‘Money, Banking and International Trade’

6. Vaish M.C. _ . : Money, Banking and Inteniationai-'["_r?dc




139 GLOSSARY

Currency principle of According to this prinrciple, currency notes must be issued
Note Issue - : : with cent percent backing of gold. '

" Monopoly of Nﬁte Issue : The Central bank which has right to issue notes.
Bu_ssin_éss'Cycle _: Ups and downs in an economic activity. These are referred

* to as Booms and Depressions.
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14,0 AIMS AND OBJECTIVES

The aim of this unit is to explain the various methods ¢ h which the Central Bank’ controls :
the cred1t creatod by Commeraal Banks.

By the end of this unit, you will be able to:.
* explain the need for credit control; and

* describe the different methods used by the Central Bank to control the credit created by
commercial banks :

' 14.1 lNTRO‘DUCTlON.

In modern days, the credit created by commercra! banks constitutes a major portion m.
the total money supply in the country . It is possible for commercial banks either to intensify
mflatlonary pressure by expanding credit or to contribute to deflationary situation by contracting

-credit. Thus,it is clear that there shiould be some authority which' controls the credit creation

of commcrcral banks. It is.the central bank which con{sols the credit creation of commercial
banks. "It follows various methods for controlling the cledit creation, This unit first explaing
thc need fot the control of credit crcatlon and later conccntratcs on the vanous methods of

: -controllmg lt

14.2 NEED FOR CREDIT CON’I‘ROL

" For all practlcal purposes, credrt plays, the same role in thc cconomy as. that of money .
. Changes in the volume of credit bring about similar changes in the price level. Money creates
* credit and credit creates money. Commercial banks create c¢redit in the economy.- In theéir
" anxuéty to make more profits the commercral banks may cegate excess credit, which may cause
incalculable. damage to the economy chce the' need for credlt control is felt on the followmg'

© grounds: - _ ) :
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i) Inflation; If the total volume of credit is not kept within safe limits exeess.ciedif may
creatc Jnt_] ion. in the economy. All. edit created by, smmercial banks may nef:be used
prodw;ﬁwely ‘A'portion ofcreditniay-be Spert extravagarith ndunproductively without résalting
in increased production of goods and services of equa[ vale Cﬁnbequently, prices may tend to
rise creating inflatjonary situation, On the other hand if the total volume of credit is inadequate
to meet the requirements of trade and business there may be a decline in the economic activity
and prices may tend to fall. Hence the monetary-authority should make efforts to bring*about
equitibrium between the total supply and demand for credit, so that mtldtlon can be avmdcd

ii) Speculataive Activities: Credit may create unhealthy growth ot busmess dﬂd lndmtryr It.
may encoirage more specu!dtwe activity which may discourage produstive activities. Hoardihg

- and black marketing activities may increase if credit is not restricted to productive ses.

iif) Difference between the Poor and Rich: Credit makes the rich richer and the poot
poorer. Credit creates two classes of people jn. the socigty-creditors. and debtors, The debtors
may be forced to borrow at high rates of interest. Rising prices,and higher, interest rates may
accentuate this phenomena uniess the volume of credit is regulated accordmg to thc needs of
the economy. : el

iv) Trade Cycles: The economir:'debacle of 1920-21 wis caused dite’ to unsound credit
conditions. Uncontrolled expansion of credit against security was one of the causes of great
depression that occured between 1929 and-33. -Thus history is full of instances to shew that
unmntrol]ed expansion of crcd;t can harm the interests of soc:lety S

1t is evident from. the above discussions. that uncontmlled expansion of CTEdlt may makc
or mar the economic progress of a country. Hence to majntain 2 stable econemy; the. volumc
of credit created in the economy must be .controlled.. In.all. countyies, .the-central banks are-
entrusted w1th thc task of regulatmg the total volume of credn for the smooth functionmg of
the €conomy. ' N .

143 METHODS OF CREDIT CONTROL..

. There are several methods by which the central banks control the totat volume of credlt
These methods are broadly divided into two groups. AR AT -

' -i): *Quantitative or General Credit Control =

i) Qualitative or Sclective Credit Control. -

Let us study each one of thcm m great detall

"143.1; QUANTITATIVE OR GENERAL CREDIT CQNTRQL

_ I‘he alm ot' thc quant:tatwc crc;ht control lS to regulatc the total volume of credlt crcatcd-_ :
. the 'commcrclal banks. These are used mamly for expansion or contraction of the total
. __._crcdlt in the economy., They are not. much.cancerned w:th the, purposes for, which
the crcdl S used The commcu:c;al banks depend upo.n thclr te.scrve:a to° expand. or contract-the.
volumc of thclr crf.:dlt The mstrumcnts of quanntatwe crcdlt control effect thf: cash 1ESETVES .
and thereby loanabie funds of the commercial banks. Hence these are indirect contmls which. '
bring about changes in the volume of excess reserves of commercial banks so that the capamty
of the commércial banks to create credit can'be altered. These methods deal with the y )
and cost of bank credit in general, without refereiice’to any particular field of econdmic’ actmty
Quantitative methods include bank rate policy, open markct operatlons dl'ld the vanatlon of the
cash reserve& Let us- deal w:th them m detali o o o

R

l) Bcank Rate mz Rediswunt Rate

.,Bamz rate is th¢ rate al; whlch the central bank redlxounts the hlils of e:xchange or gr,am:' '
" loans against approved securities to commercial banks. Section 49 of the Reserve Bank of Iridia:.




of exchange or other commcrclal paper chgzbl’c for p_urchase urider rlus Act . in th

thc ratc of mtcrcst of the Bank of Englanﬂ was-

or’ dlscount of ‘bills by’ the centraf bank constltutes bank rate pohcy When thc surplus cash:
balances of 'a cormercial ‘bank are compiete[y teatt or used and the c ’h‘bafanccs have Tallent’
to ‘the: minimum Icgal requirements or ténd to'fall below this’ mimmum I:mlt thc commerclai:
bank ‘may borrow or distotint’ifs Bils from-the’ cEntrai bank. The initerest rate af- which’ the’
central bank grants loans or rediscounts the bitls of c};changc of commercial banks is called the
bank rate. These bills which are presented b}f commeércial banks 60 the ccntrai bank are already_'
discounted by commercial banks, when customers have presented them. As these discotnted’
bills -are rcdlscounted by thc ccntral bank thc rate at w}nch thcy are rcdlscounted 1s called
redlscount ratc A

. Assumptmns of Bank Rate Pollcy

ot

Thc bank rate pollcy becomes more succcssful and cﬁ’cctlve when the fcllh)wing assumptlons-'
are satisﬁed _ N .

' 5 - 1) It is assumcd that therc isa closc relanonshlp betwcen bank rate ‘and- markct rates ir -
} the economy. It means that any change in bank ratc 1s accompamed by corrc‘Spondmg changes?“
“in the market rates in the same dtrcctlon '

ii) It is further assumed: that the. mcney market is highly developed so that the volume of
: credlt created by commerclal ‘banks.can be.controlled by brmgmg about. unmcdlate changes in
_ market rates as.and when the bank rate is changed _ o R

iif} 1t is also assumed that banks have sufficient cl1g1b|e bills: and securities ‘and have no"
prejudice to discount their bills with the central bank. The existence of a Wcl! dcvelope,gl short
term funds market hclps the workmg of bank rate cffectlvcly .

' 1v) 1t is assumcd that the economy is. hlghly flexible wlth an elastlc ec{mormc strucn;m Itﬂ
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 businessmen: and traders: respond to
changes in the market rates of interest the desired results may not be achieved.: R,

_ W), The cbmmerc;al banks’ do not possess any surplus cash rescrves w1th thcm, so they act""
1n dccordince with- the needs of the dcsued 51tuat10n :' _' : S

Let us now discuss the workmg of bank rate in the cconomy For undcrstandmg tlus aspect
we must: be very .clear-about the distinction and relationship between market ratés and bank
rate. Market rates inchude the deposit rates and lending rates of commercial' banks along’ with
L SR the inter-bank call rates. Changes inbank rate are followed by corresponding changes in market -

' rates: Fall in bank rate.is accompaniéd by a fall in market rates. Leét us suppase-that theiﬁ are’
inflationary conditions in the economy due to excess quantity of credit in.the economy »1In: {t:n'clcri
to control the price rise, the central bank may raise the bank rate. The market rates will also be .

. raised.. The higher deposit rate of commercial banks may attract more deposits of money from
the public. Higher lending rates may discourage fresh borrowing as borrowing. becomes ‘more
costly. Those who have already taken loans from the bank may prefer to liquidate their stocks in
ordér to: rcpay theu' loans. Credit'is nghtcned Consequcntly the mlume ¢f credit fay dccrf:ase _
There may be a fall in business actmty, ncomes, -and demand for’ gn wis"bringmo down the

“price level. In'a period of deftation, a reduction in-bank rate may create ‘the. opposite effect
to stabilise 'the price level. Thus thie central barik fifluences the' ic,f 4wt ceonotmic activity and’
prlce ievel by mampulatmg thc bank rate in accordance with' the requiry e 1ts of fhe ex onomy _

leitatmns of Bank Rate Pollcy _ _
The Bank rate pohcy has ccttam ilmnatlons Thcy are d‘m@sed bcioW'

1) Bank ratc pohcy may be succcssﬁ.li in:a developcd ecanomy. wherc the majon*j' of thc-' :

- D | . 131





































































































































































































































































































































































































































































































































































































































































































































