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INTRODUCTION TO THE COURSE

Money is like a heart to the cconomy. Without money it is impossible to exchange the
goods and services in the economy. In the ancient period, even if the barter system was in
operation, the economy have experienced many inconveniences. Money has tr_ansformed
.through many forims ie. from commodity to currency and finally reached the stage where
- credit cards are predominating. ‘In the supply of money, there are fouf fonps ie M, Mz_, M,
M, and there are many factors that determine the supply of money. Likewise, th'e demand for
money also depends on various aspects is so far as the demand for money in conceried,
Classical Economies and Keynesians have formulated the theories on money value. '

In the modern times, the Banking system has largely developed with objective of
helping the economy conduct its day to day affairs. As a result, money and capital market are
established and all banking systems are controlled by Central Banking. All development
Banks, Rural-Urban banks, Non-banking systems have extensively crept into the gross root of
village economy so as to eater to the credit nceds of the people.

- During the Post — Second World War period, the function of the state have been (o
protect its subjects from the foreign attacks. . With passage of time, its campus is so enlarged
“that the state is now required to make society work and provide justice to its subjects and
evolve itself in development-activities. The state requires fands to carry.out its multifarious
and multi-faceted activities. Issues conceming how the Government should raise its resources
by using altemnate policy instruments, how it should allocate funds to finance its various
activities are generally examined from the three points i.e. welfare, development and stability.
The choice of instruments depends upon govemment revenue, mobilization, expenditure and

-borrowings.”

The primary objective of this course is to discuss about supply and demand for money, -
various theoties that were developed by the classical economists, Indian Banking system and
economic principles that govem public finance, such as Public Revenue, Public Expenditure
and Public Debt those of welfare Economics and Micro and Macro Economics,

This book deals with the topics in Money, Banking and Public Finance included in the
syllabus for the third year of the under graduate course offered by Dr. B.R. Ambedkar Open
University. These topice cover the specialized are to be studied in the third year of the Three

%af«nagucoumm Economics. The syllabus for the sake of convenience is divided into
-bleeks. Each of which comprises a number of units. Each block generally covers a specific

arca of the subject.

The course in Money, Banking and Public Finance is coverod in seven blocks. The firt |

block provides.an  introduction to supply of money and value of money and explains the

. The units are prepared by the subject experts in accordance with a fo igned
_ ) _ 2 _ ormat so designed to.
_‘chable the students to read and understand them without much difficulty, Each uni:gl?egins
S :-i-;-mﬂ; :gnt;nts. l1::1:! 2 statement ot(‘):lts objects followed by introduction and subject matter and at
ENd Of cach umt are given model examination quest: : ; Si
m;bject matter nation qlllcst(_onS to test the students comprehension

‘The University hopes that this material will hel the studer acquainted with the
. -he Umve | : , WL help the students to get dcqu with
g_@épal 1ssues in Money, Banking and Public Finance which make for its distinctiveness and
_sigmficance. . _
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BLOCK - 1: SUPPLY AND VALUE OF MONEY

The block primély explains the supply and value of money and its

components of money supply. It also tries to explain how to measure the

value money and calculate their prices. Moreover, it dlscusses in detail the

various theories of money value like hrving Flsher, Keynestians, Milton

Friedman and Cambridge.

In the last part of this block, it discusses about the analysis of inflation _

and the theories of Inflation.

This block contains the following 6 units.

Unit—1:

Unit—-2:
TTOmit-3 ;
Unit—4 ;

. Unit-5:
Unit-6:

Functions of Money & Components of Money Supply
Measurement of General Level of Prices

Theories of Value of Money : Fisher & Cambndge School
Keynesian Theory of Money & Prices

Friedman’s Quantity Theory of Money

Theories of Inflation







UNIT - 1: FUNCTIONS OF MONEY AND
COMPO_NENTS OF MONEY SUPPLY

Contents
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1.6 Smi'lmary
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18 Glossary

t.9 Médel Exammatlons Questions
1.10° Suggested Books

- 1.0 OBJECTIVES

The aim of this unit is to explain you in brief howmonéy evolved and how people
transacted business before the invention of money and also explain you the concept, functions .
and components of money supply. I

ing: this unit you are able to:
- know evolutfdz_‘}' of mcmey,
+ understand barter system and its difficulties;
» explain the concept and definition of money; and

understand supply of money and its einpirical measures.

1.1 INTRODUCTION

_In the modern days, in all countries whether developed or developing, whether socialist,
.. capitalist or mixed economies, money has an important role to play. Today an economy
"ﬂf‘.gﬁot function without the use of money. Monetary and real factors act and react on each

- ot _;s_:,-ghercby money- mcomes, output, prices etc. ar¢ affected. For policy purpose, we need
proper-monetary tools and an_appropriate definition of money. In what follows you are
,explamed-wﬂie concept of money, its meaning, attributes and measures of money supply. But
before doinso, it is useful to trace the evolution of money. o S



1.2 EVOLUTION OF MONEY - BARTER SYSTEM & ITS  °
PROBLEMS . o

' The exact date of birth of money is not know. Money entered into this globe long ago. It -
is not known whether idiots or intelligent people invented it. Its invention may be a chance-
ph‘cnomenon as well. Money, like many social institutions, underwent a process of historical
evolution, spanning a very long period. During the lengthy process, many goods served as
money---artow and bow, cow, goat, tobacco. food items, metals especially the precious metals
of sitver and gold. paper etc. Finally money reached to its mature stage of shapelessness and
dematenalised form, such as the international currency, issued by IMF (Intemational Monetary
Fund), called SDRs (Special Drawing Rights) and electronic transfers facilitated by Credit
Cevds issued by the banking community.

Barter System---Meaning & Problems

~ For a long time in the history, human beings conducted their transactions through-barter
system. The latter means direct exchange of goods for goods. It means the physicéﬂy. a
commodity is given or a service is rendered and another commodity or service is obtaned.
Barter is still prevalent in rural India and farmers conduct certain transactions through barter.
For so long, wants were limited, population was small and people lived in nearby areas, barter
worked fairly well without the ills of modern monetary economy. However, as population
began to expand, number and types of goods expanded and distance among people widened.
barter posed serious problems. Some of the problems of it are: lack of double coincidence of
wants, lack of common measuring rod, indivisibility of goods and difficulty tn storing value,
The toughest problem of barter is that often the wants of the two parties to ti:e transaction do
not match. Putting simply, what one wants to sell, the buyer is willing to buy, but the seller
does not want the goods offered by the buyer but something else. The wants of the buyer and
- seller are not coinciding and hence the transaction does not take place. To overcome the
limitations of barter, money was discovered.

1.3 MEANING OF MONEY

]

" What is money? Although everyone thinks that he knows what money is, all strive to camn
~ and carry money, but it is not easy to precisely define it. Different economists defined
variously. Some definitions are based on functions of money while others are based on certain -
attributes of money. FA Walker defines “Money is what money does™. ‘This evades the
- problem of definition and turns of functions of moncy. In the words of DH Robertson money
is “anything which is widely accepted in payment for goods or in discharge of other business
obligations”. From this 3 points may be noted — a) anything commodity can be money, (b) its
wide acceptability, (c) it is accepted in exchange of goods and debt repayment etc. Almo;t
similar definition is given by G. Crowther.” According to him money is “anything that is
generally acceptable as a means of exchange and that at the same time acts as a measure and as
a store value”. Like Robertson, Crowther too says that to serve as money it need not be
beautiful or possess high value, it can be anything including a useless paper. Its important
attribute is that it should be generally acceptable. It should serve as medium, measure and
store of value. One may define it briefly as Generalised Purchasing Power. i

1.4 FUNCTIONS OF MONEY & ITS ATTRIBUTES

Money performs a number of functions. They may be classified under two groups viz. (a)
Primary or Fundamental Functions (b} Secondary Subsidiary or Derived Functions. Oﬂ}crs
add two more categories of functions viz. Contingent and Other Functions. For' convenience
»sad systematic analysis, it is better to consider only Primary and Secor_ldary functions and treat
Contingent and Other functions simply as advantages rather than functions of money.



Money performs two anarv Functions, namely, Medium of Exchange and measure of
Value, and two Secondary Functions viz. Standard for Deferred Payments and Store of Value..
To ¢asily remember them, they are summarised in the form of a couplet (poem):

“Money is a matter of functions four,
A Medium, a Measure, a Standard and a Store”

- These four functions are now explained in detail,

1.4.1 MEDIUM OF EXCHANGE

Money acts as a middleman between seller and buyer facilitating transactions. By serving

- as middleman, it solves the biggest difficulty of barter namely fack of double cotncidence of

wants. By splitting single transaction of barter into sale and purchase, monc- economy does

not require double coincidence of wants. First, a commodity or service is sold for money, and

then the money is exchanged for the required goods and services. As money is divisible, it

facilitates operation of small and big transactions. As money has general acceptability, all
‘exchanges take place in terms of money. : :

1.4.2 MEASURE OF VALUE

Money serves as a common denominator of values. By expressing the value of evety
goods in terms of money, comparisons can be made. Money measures the values of goods and
services. Under the barter due to absence of a common measure of values, comparison of
relative values of goods and determination of exchange rates were extremely (edious jobs.
With the introduction of money, values of heterogeneous goods can be aggregated easily with
the measuring. rod of money. Money is the most convenient standard or measure of
heterogeneous valies of goods. By knowing the values of various goods expressed in money
units, rate of exchange can be determined easily between various types of commodities and

services.
143 STANDARD FOR DEFERRED PAYMENTS

This is one of the two secondary functions. I is derived from the function of Medium of
“exenange.. Money serves as a medium of exchange not only for current transactions but also
for future trafisactions.  Deferred payments mean postponed or future payments. Money
serving as ‘a standard for deferred payments facilitates lending and borrowing. Under the
"barter,._lending' and borrowing are costly because physically goods have to be transported,
mvolving delay and high costs. Modern banking and financial system owe to the institution of

money.

14.4 STORE OF VALUE

physical goods are casily perishable, costly and hence in barter lsvel of savings is bound to be
small. Money facilitates savings as it is the most convenient medium to hold, Money is the .
pest_ store of wealth. By serving as a store of valug, it facilitates capital formation, Ag money
1s highly a liquid assef, it can be transformed into any other asset withomt loss of time and
without much cost. s : :

Attributes of Money : R

Moneyness of a thing implies perfect liquidity, general acce;;tabih‘ty, maturity and means
of payment. These are interdependent qualities of money. According to some economists,



another attributc of money is absence of explicit income. It simply means that possession of -

money should not lead to earning of income/interest. As will be known shortly, saving and
dcmand deposits are constituents of money. In many countries, these depcsits ear interest
income. If the atiribute of absence of income on its posséssio’n is considered, these déposits
can not be called money. However, absence or presence of income is not main attribute of
money. Due to institrtional arrangements, such deposits camn interest as a by-product. The
intention of public in holding these deposits is transaction motive, and not earning interest.
. i
Compare these deposits with time (fixed) deposits. They are held by public not for:
transactions but to eam income. - Although institutional arrangements permit these deposits for
conversion into cash even before their maturity at low cost, they are not mouey. Such- assets
may be called near money. Another point to pote is that although money performs the
function ofstore of value, this function should not guide in defining money. To call an asset as

money. it should be substitute for money, not only as store of value but also as medium of .

exchange. In essence the main attributes of money are general acceptability, perfect liquidity.

maturity and means of pavment (and absence of intention to earn income from its possession).

1.5 NARROW & BROAD MEASURES - COMPONENTS OF
MONEY SUPPLY

Gurley & Shaw distinguish Inside and Outside money. the latter is circulated by the
government and central bank ol a country. The coins and currency notes issued by them are
treated as exogenous (o the system. It is also called Legal Tender because the money 18
tendered {given) by slatutory bodies. Inside money refers to demand deposits with the banks.
They are the outcome of contract between the public and banks. Inside money is treated as
endogenous to the system. '

Empirical Measures of Money Supply in India_

As monéy can be anything charactcrised by wide acceptability in paymenl of goods etc.. N

reality we have a wide variety of assets which can be called money. For a layman, money
means only the legal tender viz. coins and currency notes. However, besides these there arc
other assets which are substitutes of coins and currengy notes. To understand the components
of money supply, the case of Tndia is considered. The Reserve Bank of India (RBJ, which is
India's Central Bank) has been regularly publishing data on five empirical measures of money
supply with their components since 1977. They are called: Currency with the Public. M1, M2,
M3 and M4. There is another measure to represent Reserve Money which is hriefly called by

e RB1 as Mo. This will be discussed later.

Among the five empirical measures Of components of money supply, three are popular. (a)
Currency with the Public may be called Very Narrow Measure Or namow definition of
money supply. (b) The RBI treats M1 as Narrow Measure, (c) M3 as Br_oad Measure'of
Soon it will be known that if we club Post Office deposits with bank deposits,
M2 and M4 becore superfluous and hence can be ignored. The RBI thought that the Post
Office deposits are retatively less Hquid compared to the bank deposits. Henee, Lo acce! wt for
the Post Office deposits as components of money supply, M2 and M4 measures were devised:

money supply.

You have grasped now the components of each one of the five measurcs along with their
magmnitudes,

As money supply 18 a stock variable, to measure it one should consider some
poiat in time. Adl the figvres pertain to September 2001 and are in Rs. 1 crores. '

1. Currency with the Public:  All-coms (small coins. Rs.l, Rs.2 etc coins).+ Notes in
Circvlation — Cash witl, Banks = 4,100 + 222,600 - 8,400 = Rs. 2,18,300 crores.

(approx.)

&



© 2. M1= Currency withthe Public + Demand Deposits with Banks + Other Deposits with RBI
=2,18.300 + 163,000 + 3,600 = Rs. 3,84,900 crores. -

' ysits wi in the hosi d by institutions such as
Other Deposits with RBI are in the nature of demand dep_osﬁs held by _
quasi-government bodies like NABARD and IDBL foreign central banks and foreign

governments. .
3. M3 =M1 + Time Deposits with Banks = 3,84,900 + 10,20,600 = Rs. 14,05,500 crores.

(In the recent years the RBI has not published details of M2 & M4. Based on th_e
recommendations” of the 1998 Working Group, headed by YV Reddy, New Monetary:
Aggregates are introduced and carlier data are revised, Todgy, _thf: two measures of M2 and
M4 are not popular because the share of Post Office Deposits is just 3 per cent. Moreover,
they can be conveniently clubbed with bank deposits. , The components and magnitudes of M4
and M2 are : M2 = M1 + Post Office Savings Deposits = 3,84,900 + 10,300 = Rs. 3,95,200
crores. M4=M3+Post Office Time Deposits = 14,05,500 + 35,400 = Rs. 14,40,900 crores_)

* To the question how much money India has in Sept. 2001 the answer is about Rs. 2 lakh
crores to Rs. 14 lakh crores. The five measures are arranged i the descending order of
liquidity. While Currency with the Public (Coins & Currency Notes) and MI arc the most
liquid forms of money, M3 & M4 are the least liqud.

Reserve or High Power Money

‘Mention ay be made about another measure of money supply viz. Mo or Base Money or
H money. H money means high powered money.  The RBI calls it Reserve Money. [t is -
produced by the Centrai Bank and the Government, aud held by the public and banks. The
word “Public” excludes producer of money (government, central bank and banks). Public |
includes individuals, companies, institutions, Quasi-govemments like municipalities, foreign
banks and foreign governments holding domestic currency.

Reserve Moncy designated as Mo is composed of the following:

Mo = Currency in Cireulation (inchuding cash with banks), Other Dcpbsits with RBI and_ -
Bankers' Deposits with RBY = 2,26,700 + 3,600 + 71,900 = Rs. 3,062,200 crores. '

~ Sources of Changes in M3 Measure of Money Supply

~ The sources of changz m the broad measure of Money Supply are the following five
factors. Put ditfercrtly, seme of them constitute the important goveming variables which bring
changes in the voicme of M3, The sources of chan ge in M3 are: ' -

W Net Bank Credit to Government, (b} Bank’s Credit to Commercial Sector, (c) Net
Pur_e:gn Exchange Assets of Banking Sector, (d) Currency Liability of the Government of
India, (¢) Banking Sector’s Net Non-Monetary Liability. While the supply of M3 is positively
associated with a, b, ¢, and d factors, it is mversely related with the last () factor of nor-
monetary liabiljty. Factors that affect M3 supply are : amownt of credii given by the RB} to
government, Swmilarly, supply of M3 is affected by a change in RBF’s credit to commercial
scctor. A rise in foreign exchange assets leads to rise in money supply and vice versa. It
should be noted that not the total credit but only a part of it which is given by the RBI to the
government a}ld commercial sector. Moreover, if the credit given by the RBI rises by Rs. 1
M3 rises not just by Rs. 1 but by certain times depending on the value of Monejf Multiplier?
Tq sum up, of all the variables affecting M3, net RBI's credil to the government is the
principal varfable bringing change in the supply of money. Because an increase in the credit to
the government by the RBI pushes up H (Mo) and thereby M3. ' -



ln_ passing, the importance of H money deserves mention. In India and in many other
countries, fractional reserve system is followed. Commercial banks too create {produce)
money (not coins and notes but something which does the job of currency viz. creation of bank.
deposits). Among other factors, deposit money creation depends on the availability of H
money. Possession of H money serves as the basis for multiple creation of credit. Today in
India for every Re. 1 of H money, money supply measured by M3 rises by about 5 times
(Money Multiplier = M3/Mo = 14,05,500/3.02,200 = 4.7 or approx. 5). ) :

1.6 SUMMARY

In Economics, money constitutes the most significant invention of man related to his
production and commercial transactions. In modern days, the functioning of an economy is
impossible without using money. Money oils the wheels of economy and helps in conducting
transactions. Money underwent a process of historical evolution over a lengthy period of time.
Before money was introduced, people use to buy and sell goods and services through barter
system. Barter is suitable to a primitive economy. It has a number of limitations and poses
serious problems. One of its main problems is lack of double coincidence of wants. With the

~invention of money, this problem and other difficulties were solved. Money can be any thing,
It need not be precious goods. Also due to technological changes, today money need not have
a specific shape or a thing that can be seen or weighed. Anything which is widely accepted for
pavment of goods etc. is money. The attributes of money are: general acceptability, perfcet
~ liquidity, maturity & means of payment and absence of income on ils posscssion. Moncy
performs two types of functions viz. primary and secondary. These are medium. measurc,
standard and store. 1t also performs contingent and other functions which are essentially the
advantages of money. Gurley and Shaw distingmished outside and inside moncy. While
currency with the public is outside money, bank deposits which are freely withdrawable arc
inside money. Empirical measures of money supply in India and components of money supply
were discussed. Very narrow, narrow and broad measures of money supply were discussed.
Very narrow, narrow and broad measures of money supply were explained. H moncy which 1s
also called reserve money and its components were understood. I was noted that in countries
following fractional reserve system, creation of credit by banks depends very much on the
stock of reserve money. Money multiplier is calculated by dividing M3/Mo. Finally. factors
affecting money supply were explained. Among other factors, changes in money supply arc
governed mainly by the RBI credit to government and commiercial sectors.

1.7 CHECK YOUR PROGRESS

1. Answer the following questions in about 4 or S lines each.

I. What do you mean by the Barter system.

2. List the functions of money.

3. Distinguish between the inside and outside money.
4. What is money multipher?

1.8 GLOSSARY

BARTER : Direct exchange of goods for goods.
MONEY’ . Any thing that is widely accepted in payment of
: goods etc. _

INSIDE MONEY : Money or deposits created by banks.



OUTSIDE MONEY

M1
M3
Mo or H

MONEY MULTIPLIER

: Currency with the public which is produced by

the central bank and the government.-

: Namrow measure of money supply.
: Broad measure of money supply.
: Base, high power or reserve money.

: Ratio of meney supply to H mongy, denoting

number of times money supply changes for a unit
change in H money. '

1.9 MODEL EXAMINATION QUESTIONS

L. Answer the following questions in about 30 lines each

1. Wite short notes on a) Narrow and Broad measures of money supply, (b) Sources of

change in money supply.

2. What is money and what are its attributes?

3. Why was money invented and what are the main functions of mongey”?

Ii. Answer the following questions in about 15 lines each

L. Explain the evolution of money.

2. Explain the meaning of money.

3. Explain the components of money supply.
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2.0 OBJECTIVES

Objective of this unit is to explain changes in ihe value of money in terms of changes in
general level of prices and also various aspects of index numbers.

After reading this unit, you will be able to know:

meaning of value of money;

standards for measuring vahie of money;
limitations of the standards of value of money; and
index numbers and their construction.

‘2.1 INTRODUCTION

In the previous unit you learnt the concept and functi [ the
of money is medium of exchange. It means that in a money economy, everything 1s sold for
* money and the mongy SO obtained is exchanged for obtaining required goods. This function

ons of money. One of the functions

10



implicitly ‘tells that money has value, For practical purpose, valu¢ of money has to be
::gll:;gd. In this less::?r(ou will be explained how value of money is measured and what is
" its relation with price level. The lesson explains the concept and types of index numbers as
well as method of constructing indices. You will be explained that with the help of index
numbers changes in the price level and thereby changes in value of money.

2.2 VALUE OF MONEY AND STANDARDS OF VALUE OF
"MONEY '

Before knowing standards of value of money. it is useful to define the expression of term-
value of money. In Economics, value generally means value in exchange. Tae questions are:
what is the exchange value of money and how i its value measured? Value of money is
defined and measured in relation to general level of prices. Value of money means quantity of
goods in general that are exchanged for a unit of money (currency). Put ting simply, it is the
purchasing power of mopey. Since value of money means capacity to buy things, dunng a
period of falling prices, value of money will be rising, and when prices rise value of money
falls. Thus there is inverse relation between changes in prices and money value. More
precisely, double the prices, money value will be halved and when prices fall by -100%, value
of money gets doubled. If prices rise by 10%, value of a unit of currency (say, Rupee) falls by
10%. for c.g. if the price of a goods, say pen. is Rs. 4; value of one Rupee is 1/4" of the good
(1/4* pen). If:its price doubles to Rs. 8, value of (one rupee) money falls from 1/4™ to 1/8" of
the good. If price is given, value (of money can be derived from it and if value (of money) is
given prité tan be known. Symbolically, if value of money is ‘V’ and price (level) is ‘P’ then

V=1/P, Péuv.

As money can buy any commodity or service that is marketed, its value must be expressed
in terms of every commodity and service that can be bought with money. One practical
difficulty is that in reality as the number and variety of goods and services are innumerable, it
is extremely difficult to express the value of money in terms of every good. There could be as
many vaiues of money in terms of every good. There could be as many values of money as the
number of goods available for sale in the market. If the number of goods are “N”, the number
of goods available for sale in the market. If the number of goods are ‘N, the number of valucs
of money are also “N°. Another real (world) problem is that the price of every good need not
rise at a time and so also need not fall at a time. Generally, the prices of some goods rise fast
and others slowly.  Also the prices of some goods may fall while the prices of other goods are
rising. To overcome this problem, average price are general level of prices is considered.

Even if one is abie to express the value of money in terms of every marketable good, it does -

_ ot serve the purpose of people. Because for any individual, general level of prices has little
meaning. He never buys all the goods that can be bought with money. Each individual or each
group of people is concemed with specific goods and services that can be purchased with the
medium of money. One is interested not in the general or average value of money: but value of
mongy in relation to only those goods that he normally buys either for consumption or
production. This leads to the issue of standards of value of money. There are three standards
of value of money in popular usage. They are: (a) wholesale standard, (b) retail or
consumption standard and (c) labour standard. Value of money is generally ¢x:pressed in terms
of one of these three standards. This threefold classification of the standards is rather arhitrary,
When the goods are almost infinite with different prices. some degree of arbitrariness is
unavoidable. For convenience, only three standards are discussed. '

' 2.2.1 WHOLESALE STANDARD

. When one considers wholesale standard, value of money is expressed in terms of the
prices of all those commodities that are transacted in wholesale markets. Obviously. in
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wholesale markets only commodities are exchanged and not services. The winolesale value of

money is prefetred because wholesale prices are readily available from the market or official
documents even on weekly basis.

2.2.2 CONSUMPTION OR RETAIL STANDARD

Altematively, value of money can also be expressed in terms of a consumption standard.
- In this standard, average value of money is indicated in terms of the prices of only those goods
and.ser\«'lces that are purchased by an average family. As an average family buys goods from
retail market, money value is expressed in terms of the prices of consumption éoods is called
Retail Value of Money. The difficulties with this standard are what is an average family, what
are the goods purchased by it and which retail prices are to be counted. The same commodity
is sold in different places and shops at different retail prices. Depending on the habits and
standard of living, average family is different and the type of goods purchased by them also
vaty,

2.2.3 LABOUR STANDARD

Beginning from the mid 18% century, Adam Smith, David Ricardo, Karl Marx etc.
attempied to measure value of money in terms of labour. In the labour standard, Rupee
(money) value is expressed in terms of number of manhours or mandays that can be purchased
with it. It is calculated by considering wages payable to labour for a day’s work. This
standard too poses serious practical problems. Labour is heterogeneous. Labourers differ in
education, skills and efficiency. Therefore, wages paid for a day’s work of different labourers
will greatly vary.

The standards discussed in the foregoing do not perfectly solve the problem of
measurement of value of money. Surely, the standards reduce the complexity of the problems
inherent in the calculation of value of money. One should understand value of money only in
relative sense and not in absolute sense. Value of money at a point in ime is compared with its
value at another time. The comparison of value of money during a given two periods is made
indirectly via comparing the price levels.

2.3 CONCEPT AND TYPES OF INDEX NUMBERS

1L is noted earlier that value of money can be known from prices and prices can be inferred
from value of money. Prices and value of money are inversely related. To measure changes in
price level, there is a statistical method called Index Numbers. An index is a purc number that
telis percentage change compared to a base period. They are devices for measuring changes in
the magnitude of a group of related variables. Index numbers present changes in the price
level in an abbreviated form. They help to measure changes in a group of related variables
from time 1o time or from place to place. However, the most important use of index nambers
is to measure changes overtime. These changes may be related to prices of goods or quantities
of output. In any case, index numbers generally do not measure changes in the magnitude of
one variable but a group of related variables. Depending on the purpose, there can be a variety
of index numbers. However, for the present purpose of knowing and measuring changes in
value of money. two types of popular index numbers deserve attention. They are Wholesale
Price Index Numbers (WPI) and Consumer Price index Numbers (CPI). Within the CPl. m
India we have three variants representing average families of (a) industrial workers, (b) urban
non-manual employees and (c) rural agricultural labour. These three are referred to as CP1 for
industrial workers, CPI for Urban Non-Manual Employees and CP! for Agricultural Labourers.
While the wholcsale price index number (WPI) fells changes in value of money in terms of all
the commodities that are sold in the wholesale market, the consumer price index pumbers
inform changes in the value of money in terms of the goods nommally purchased by an average
family, say, of industrial workers.



.2.4 CONSTRUCTION OF INDEX NUMBERS AND PROBLEMS

Constmctibn of Index numbers involves the following steps:

a) Statement of the Purpose. (b) Sclection of Commodities and Services, (¢} Selection of
Prices, (d) Selection of Base Year, (e} Representation of Prices in pcrceqtage, (f) Method of

- Averaging, (g) Weightage. -

2.4.1 PURPOSE

The first step in the constniction of index numbers is to clearly state the purpose for which
the index numbers ar¢ constructed. For each purpose, a separate index is constructed.
Selection of many-things depends on the stated objective. It is important to know what one is
trying to measure and for what purpose the index will be used. Is the index meant for knowing
changes in' the cost of living of industrial workers or agricultural labourers or certain other
group of people? Is it for knowing changes in the general changes in the general level of
prices? Based on the purpose, selection of the goods and type of prices to be coliected will be
decided. -~ ' - .

242 GOODS SELECTION -

Co Depmgm,ﬁscpurpoac selection of goods and services is done. If the purpose is
- measuling changes in money, valuc in terms of wholesale prices, only commodities are
considered, for service$ are not generally traded in the wholesale markets. Also, not all the
produced goods are to be included but only those that are actually traded in the wholesale
market. One guiding principle is that the number of goods included should b neither too large
not too, small. The number should be manageable. Only representative commodities are to be
included. Unless sufficiently large number of goods are included in the basket, the sample can
not be representative. When similar goods are traded in the wholesale market, representative
goods, is to be counted. For example in the wholesale market for foodgrains, when variety of
paddy are sold, the most popular one whose trade is substantial is to be considered.' One major
problem in this context is popularly called Index Number Problem. 'In the construction of
‘index aumbers, for appropriate comparison, the same identical set of goods are to be listed
both for the gu’r‘ie_ri; year and for the year of comparison. In reality, over time certain goods
consumed earlier will disappear and in their place new goods enter. For example in India 2
few decades -ago, plastic buckets or plastic goods were almost non-existent but in the recent

24.3 SELECTION OF PRICES

 Having identified the goods and services to be included, the next step in toe preparation of
: mc_l_'e_)_c numbers is cqllection of their prices. While considering wholesale standard value of
maoney, the appropriate prices are wholesale prices. For the same commodity in different
vd_lolcsale markets di_ff"ereqt prices are likely to prevail In such casc, either average of the
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2.4.4 REPRESENTATION OF PRICES IN PERCENTAGES -

In the construction of index numbers, one important step is to represent the price of every
selected good in the base year as 100, whether its actual price is Rs.1, Rs.2 ... Rs.1000 or 1
paisa ctc. For example if the price of Rice per kg in the base year is Rs.5, it is shown as 160
and if the price of rice in the subsequent period is Rs. 10, it is represented as 200 (per cent), if it
is Rs.2V4 , this is recorded as 50(per cent). '

2.4.5 BASE YEAR SELECTION

Anothcr‘ important aspect of Index Numbers is selection of proper Base Year. Some point
of reference is needed to make comparisons between prices refeming to several time period or
several places. This reference point is called Base. The selected base year is expected (o be a
normal vear. Years of war, highly unstable period, droughts, floods. peaks and troughs of
business activity called booms and depréssions are to be avoided. It is better to take average of
2 or 3 years instead of a single year, because a short period is more affected by seasonai and
accidental factors. Selection of a normal year is not easy to identify. Also the basc year should
not be too far in the past because practical decisions have to be taken based on the index

numbers. This is why it is suggested that the base year is to be shified after an interval of a

decade orso.
2.4.6 METHOD OF AVERAGING

Once the data are collected both for the current year and base year, they have to be
condensed into only two figures---one for the base period and another for the current or any
vear of comparison. This warfanis selection of an appropriate method of averaging. There are
5 methods of average such as the arithmetic-geometric mean, mode and median. Any of them
may be used. It is held by some that geometric average is a better one. However, in practice

arithmetic mean is popular,

2.4.7 WEIGHTAGE

Another important consideration in the construction is the assignment of appropriate
weights to different goods included in the basket. It is well known that the impacts on a
common man of doubling of the price of salt or turmeric. and doubling of the price of
foodgrains are not the same. A small rise in the price of an essential like rice has much adverse
effect on the well being of people than a big rise in the price of an inessential good like biscuit.
Hence, index numbers which help in comparing the prices between two periods must accord
proper weight to different goods. Weightage indicates the relative importance or the degree of
importance of a good in a basket of goods. Although weightage involves some amount of
arbitrariness, without it index numbers are more susceptible for misrepresentation of real state
of real state of affairs. For price indices, two types of weights are normally us§d. They are
quantity weights and value weights. When the price indices are congtmcwd- by using aggregate
method, quantity weights are suitable. However, in the case of price relatives, value weights

may be used.

2.5 NUMERICAL JILLUSTRATION

Suppose you are interested in knowing changes in the value of money during 1990 .and
2001. Suppose the base year is 1990. For convenience, five representative goods and services
consumed by common people are identified. These are: foodgrams represented by rice,

clothing, fuel, transport, and entertainment. Table 2.1 illustrates simple or unwcighted index
numbers, based on hypothetical data of the aforesaid five goods. .

14



Table 2.1: Simple Index Number -

Prices in Rupees Representation of Prices
Goods in %s .
- 1991 2001 1991 2001
1. Rice (perkg) 5. .10 100 200
2. Cloth (per metre) £ 10 5 | 100 150
3. Fuel (per unit) | 1 1.25 100 125
4 Traﬁsport {per 10 kans of 3 5 100 167
" bus travel) .
5. Entertainment (per s 9 100 180
ordinary cinema ticket)
6. Total | | 500 822
7. Average - - || s0055=100  |822/5=164.4
' ' “or 164

- The base year for the illustration in Table 2.1 is 1991 and the vear of comparison is 2001,
Treating the price of each-one of the five goods as 100 in the base year, the total prices are 500
and the anthmetic average is 100. For the current vear of 2001, the total prices are 822 per
cent and the average price is 164. This 164 is called index number of prices for the year 2001
and 100 is called index number of prices for 1991. Compared to 1991, prices in the current
vear are approximately 1.6 times higher than prices in 1991. Put differently during the eleven
year period, average price increased by 64 per cent (164 — 100). In other words, value of
money decreased by 64 per cent. It also can be said that in 2001 the value of Rs. 164 is just
equal to the value of Rs. 100 in 1991,

In the illustration given in Table 2.1, the index number was arrived at without assigning
weights to the goods of consumption. Implicitly each one of the five goods represented in the
basket of consumption was assigned equal weightage ie. all are treated of having equal
importance in the family budgets of consumers. This is against reality. Heuce, to compare
changes m the price level during two geriods, different goods have to be assigned appropriate
weights. Suppose that in the family budgets of consumers, entertainment is relatively the least
- important one and that of rice the most important. Suppose entertainment is given a weight of
- 1 and that of rice 14, "It means that rice is fourteen times more. important one and that of rice

the most important.. Suppose entertainment is given a weight of 1 and that of rice 14. It means
that rice is fourteen times more important than entertainment. Put differently the impact of 1
per cent increase in the price of rice is equal to 14 per cent increase in the price of
entertamment. The weight of clothing is 6 and those of fuel 5 and transport 4. In Table 2.1
weighted index number is calculated with the help of these weights and prices shown in
Table 2.2,

- e Y RST
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Table 2.2: Weighted Index Number

Good Price in Rupees _ Representation of princes in %s
oods 1991 | 2001 | Weightage 1991 2001
I Rice(perkg) - 5 10 14 100x14=1400 | 200x14=2800
2. Cloth (per metre) 10 |15 6 100x6=600 | 15x6=900
3. Fuel (per unit) 1 125 |5 100x5=500 | 125x5=625
4. Transport(per 10 |3 5 |4 100x4=400 | 167x4=668
kms of bus travel) '
5. Enterfainment (per |5 9 1 100x1=100 | 180x1=180
. ordinary cinéma - '
ticket) -
6. Total _ 30 3000 5173
o Tohvege o _ 3000/30=100 | 5173/30=172.4
TR : or approx. 172

" After gssignment of weights to the goods of consumption, the index number for 2001
. works-out to 172, whereas the unweighted index number is 164. As the base yuar index.is 100.
‘the, index number of 172 tells that prices increased by 1.7 times during the 11 year period or
prices-increased by 72 per cent (172-100). In terms of value of moncy, it decreased by 72 per
cent*doring’ 1991-2001. In the numerical example considered in Tables 2.1 & 2.2, due to
. hypothetical arbitrary weights, the difference between weighted and un-weighted index

‘numbers is not much: However, in reality depending on the weighting system their difference

‘ ~canbe farge.”

2.6 SUMMARY_

The purpose of the unit is measurement of general level of prices and through it
measurement of charges in the value of money. Index numbers is a statistical method  that
helps to quantify changes in the prices of goods. There is inverse relation between changes in
prices and value of money. Double the prices, one-half will be the value of a unit of currency
and if prices decrease by certain percent, value of money rise by the same percenl. Turn the
price upside down, you will find value and similarly the reciprocal of value is price. To
measure value of money and changes in it during a period, economists suggested three
standards viz. wholesale, consumption and labour standards. Each one of these three standards
has its own limitations and merits. They reduce the complexity involved in the measurement
of prices and value of money. The popular index numbers to measure changes in prices arc
wholesale price index and consumer price index. In India, in the latter there are three variants.
Index numbers are constructed step by step. Broadly, there are seven steps. They are:
selection of purpose, goods, prices and base year, reptesenting prices in percentages, working
averages and assigning weights. After discussing details of these seven steps, two numerical

examples were given to illustrate jimgl&c' and wcight,ed index numbers.
i Wi Mg
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2.7 CHECK YOUR PROGRESS

I. Answer the following questions in about 4 or 5 lines each.

1. Define the concept of index number.

2. What is base vear?

3. What is whole sale standard of value of money.
4. Explain the concept of weightage.

2.8 GLOSSARY

WHOLESALE STANDARD : Itis 2 method to represent and measure valhue of
money. In this moncy value is counted in terms
of the prices of goods transacted in wholesales
market. :

- CONSUMPTION STANDARD : Also known as retail standard helps to quantify
' changes in the value of money in terms of retail
prices and goods normally purchased ordinary
people.

LABOUR STANDARD - % In this standard value of money is represented
' and counted in terms of man-hours or man-days
that can be purchased by a unit of cumency.

WIEGHTAGE : A method to indicate the degree or extenf of
~ importance of a commodity in a given basket of
goods. -

INDEX NUMBERS PROBLEM ¢ The problem of aggregation of value: and non-
: availability of a commodity in the current period

to represent the commodity consumed in the basc
peried. - ' '

2.9 MODEL EXAMINATION QUESTIONS

L. Answer the following questions in about 30 lines each.

1. What are index numbers? How do they help in measurin g changes in value of money?

2. Explain t_he difference bethen'weighted and unweighted index numbers and explain
the steps involved in constructing index numbers.

IL Answer the following questions in about 15 lines e&ch_.

1. Explain the relation between prices and value of money.

B - i
2. Distinguish between ‘whole sale and retail standards of valuc of money.
3. What is labour standard unit of valie of money?
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3.0 OBJECTIVES

The main objective of this unit is to focus on the various theories of valae of money and
other related theories. '

After reading this unit, you will be able to:

¢ explain the various theories of value of money formulated by Fisher and Combridge
and merits and demerits of their theories. '

. 'analysc the bahaviour of consumer {demanders) and products (suppliers) of money.

* understand the quantity of money supply and velocity of circulation and how the level
of employment and other related variables afford the general price level. -

341 INTRODUCTION

In the previous unit we have studied the nature of money and the components of mongy
supply and the ways of measuring the value of money. In this unit we will study the theories
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of value propused by Fisher and the Cambridge economists, We know that every country has

~ its own currency. Rupee is the Indian currency; Dollar is the currency of the USA. A
national currency of any nation has its internal and extemnal value. Intemal velue of a currency
depends upon its purchasing power of goods and services and external value on its foreign

~exchange rate. For example, at present one American Dollar is equal to 48 Indian rupees. In
this unit our attention is only on the internal value. It means we do not take into account the
foreign economic relations. It must be noted that the purchasing power of a currency depends
upon the general price Jevel. In a modem cconomy, a varety of goods and services are
exchanged. These goods and services have their own individual prices. Therefore, we have
Jearnt in the previous unit that an index number of prices indicates the general price level. If
the price index increases the value of money decreases. This is a well-known fact with respect
to any commodity or service. Fisher and the Cambridge economists have analysed the changes
in the value of money with the quantity theory of money. Let us understand their theories and
note the criticism made against them. : '

3.3 CRUDE QUANTITY THEORY OF MONEY

In order to understand the value of money, quantity theory of money is used since the time
of the Greeks and Romans. Therefore, its origin goes back to ancient history. Even before the
advent of classical economists, quantity theory of money was extensively used. But it was ina
crude form, According to it the increasing quantity of money stock leads to a proporttonate
fall in the value money. This can be explained with the following equations. '

M=KPorP=VKM.

Here M = Money Stock
P = General Price Level and
K = Constant Proportionality

For example if K =3 the value of M must be 3 times of P. As long as K is constant M and
P will vary (change) in the same proportion. The crude quantity theory 18 based on two basic
assurnptions, They are (1) velocity circulation of money (V) is constant. (2) The volume of
goods and services (T) purchased by money is also constant. These assumptions are by and
large unrealistic. Trade cycles generally take place in modern economy.: Therefore.

employment, output and consumption are unstable. Non-economic events such as wars

influence economic varables.

Keeping in view the above mentioned aspects the quantity theory of money has been
improvised. Erving Fisher was the leading figure in this respect. Let us understand the
transactions equation of exchange formulated by him.

3.3 QUANTITY THEQRY OF MONEY: FISHER’S EQUATION _

Irving Fisher published his book, “The Purchasing Power of Money” in 1911. He
“introduced certain Dew variables that were not there in the crude quantity theory of money.
Fisher’s equation is generally stated in this way.

MV=PTorP=MV/T

Here M = Money Stock
V = Velocity of Circulation of Money
P = General Price Level
T = Volume of trade ‘Transactions
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Assuming velocity of circulation of money (V) and volume of trade transactions (T) as

’ . . 4 e ) . . - . - ~ ¥ - k and
- constant a direct (positive) relationship is established between tbc change in money stocl
the change in the general price level. The transposed equation of exchange (P = MV/T) states
that price level is directly affected by the product of MV and inversely affected by the volume
of trade transactions. o

For example,if we take the value of M = 100, V=3, T=50 price Jevel must bo 6 (=300/5 0)
In case M=600, T=50, P=12 (600/50). On the other hard if MV=300, T=100, P=3(300/100),

Thercfore, if T is constant and the value of MV doubles, price level also doubles. Thus
the purchasing power falls by 50%. - _ ‘ o
~ Taking into account the development of moders banking and its effbct on the moncy
market, Fisher revised and enlarged his equation of exchange as follows. -

PT=MV+M'V' or P=MV+M'VY)T
Here M'V' are newly introduced ' | |
- M'=bank moncy supply - . o .
-+ V' = velocity of circulation of bank money. In modem economic systems the share of
bank money in the {otal moniey supply is larger, Therefore, the revised equation of Fisher is
nearer o reality. As already said there is a positive relationship between MV + M 'V! and P.

Between T and P, other things being equal, there is an inverse relationship.
3.3.1 DETERMINANTS OF FISHER’S EQUATION

We have noted that M, V and T affect the level of P and theréby the value of money,

‘Several economic, institutional, technological and political factors affect the nperation of the

above variables. Let us leam something about them. First, let us examine the factors that
affect changes in money stock. These factors may be classified broadly into three groups.

B 1, Monetary base . o _
2. The proportion between bank deposits and currency with the public; _
'3.. The ratio between bank reserves and barik deposits. Let us explain them in brief

rupee. notes and coins. In the total money supply, the currency and coins issued by
Govemment of India constitute a small proportion. Qver the years the importance of gold
reserves and. the link between gold stock and currency issue is diluted However, the loose
connection between them continues even now, |

_ The proportion of the currency with the public and bank deposits is slow!y declining over
time. In countries with advanced banking systems, this proportion is very small. For example

Fthe ratio between bank reserves and bank deposits is 10 per cent, 1 rupee with the bank
can create deposits worth 10 rupees, Therefore, if a greater share of money supply is in the
form of bank deposits and the reserve ratio is low when money supply increases; however, in
the reverse case money supply decreases, ' o S
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3.3.2 DETERMINANTS OF VELOCITY OF CIRCULATION V)

-~ In any given period of time a monetary umit' changes hands in the process of business
transactions and its velogity is nothing but the mimber of times it changes from hand to hand.

- In developed countries banking system is also well developed. Most of the payments are made
by cheque and not by cash. On the other hand, in developing countries like India cash

payments are common. When we talk about velocity of circulation of money we must consider-

franlsac.tions by cagh as well as cheque payments. Velocity of circulation depends upon several
institutional. and " individual spending habits. Developed banking and financial institutions,

deferred payment systems tend to promote more expenditure.  Also -instalment payment

systems in the purchase of durables facilitate more expenditure: -Similarly, the duration of
payment of wages and incomes affect velocity of circulation. 'Lower the duration of payment,
higher the velocity of circulation. Technological changes, population growth, govemnment
fiscal policy, Central Bank’s credit policy, corporate dividend policy, stock market

developments and factors that affect trade cycles influence velocity either directly or indirectly.”
* The propensity to save reduces expenditure and thercby reduces velocity (V) and also

investment opportunities, interest rate credit, future expectation.

333 DETERMINANTS OF VOLUME OF TRADE TRANSACTIONS

.. According 10 Fisher trade transactions (T) include all transactions of goods and services,
including shares and bonds. For example, if total output is 100 mits and it is bought and sold
5 times its value will be 500 uniits.- The volume of trade 1§ pr.imgrily affected by four factors.

1. The quantity and quality of factors of production

2. Employmentlevel e

3. Division of 1abour and specialisation .

4, Business organization - |
Countries with abundant factors of production produce more and therefore, the volume of

transactions is also more. The USA, Canada and Australia may.be cited as examples. A risc in
the quality of factors of production also leads to a rise in the volume of trade. This is more so
n the case of labour. A rise i skill formation of labour leads to rising productivity. During
‘depression employment, decrcases; SO also output and trade.. In ‘the recovery  phase

employment, output and trade sise. This process goes on until the stage of full employment.

Figure-3.1 illustrates the four phases of trade cycle.

T .
R Y
D
E
C
Y
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TIME
" Figu_l'ef—3.l

D = Depression . R = Recovery - B =Boom (Inflation) a Re-= Rec_cssion
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Depression is the lowest phase of the trade cycle and

“boom is the highest phase of the trade cycle- (inflation)
-Recovery is the rising phase ~ and
-recession is the falling phase-

Recovery leads to boom. Recession may or may not lead to depression. The volume of
trade undergoes a cyclical change in the four phases.

Adam Smith is the father of economics who explained the concept of division of labour

and specialisation. We krow that division of labour improves labour skil, creativity and
thereby raising production and productivity. Adam Smith has given several examples of this
tendency. Similarly, if business transactions are split between buyers and sellers at different
stages, volume of trade increases. ‘On the other hand, if business units are vertically integrated
from raw material stage to final manufacture and distribution, the volume of trade declines. In
a vertically integrated business unit trade transactions do not take place. The material gets
transferred from one department to another department. - Therefore, trade transactions decline.
If the volume of the trade is to expand the operation of independent firms is necessary.
Otherwise the volume of trade declines. ' ' '

3.3.4 DETERMINANTS OF PRICE LEVEL (P)

Price level is determined by interaction of MV and T variables.” In the real world MV and
T do not change in the same direction and proportion. M may rise but V may not rise. There
may not be a change in T. MV together may increase. Several combinations and sequences of
this type may affect changes in the price level. If the analysis is to be meaningful, M and V
variables are to be considered together. M and V indicate the total expenditure. We need to
take note of net increase in total expenditure. Sometimes net increase in expenditure may not
take place because the fall in V cancels the rising M. If T and MV variables ncrease in the
same proportion price level remains constant. T is treated as a constant variable assuming full
employment. On that basis it is predicted that the increase in P will be in the same proportion
as the net increase in MV. Consequently the value of money decreases in the same proportion.

3.3.5 EXPLANATION THROUGH FIGURE
" Fisher’s Quantity theory 6f money may be explained through this ﬁgure
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On the assumption, “other things being equal”, figure 3.2.A shows the proportionate,
-positive relationship between changes in money stock and price level. Figure 3.2.B shows an
inverse relationship between money stock and the value of money. In this explanation it is
assumed that the velocity of circulation of money (V) and the volume of trade are constant. X-
axis of figure 3.2.A and Y-axis depict the money stock and price level. As the money supply
rises to OM,, price level goes upto OPy. Similarly, if the money supply goes up from OM, to
OM, price level rises from OP, to OP,. Again ‘the change in money supply from OM, to OM;
leads to the further rise in the price level from OP; to OP;. Points a, b, c and d on the straight
line demonstrate the proportionate changes in money supply as result of change in demonstrate
the proportionate changes in money supply as result of change in price level, In the figure
3.2.B, OX and OY axis measures money stock and the value of moncy. The curve in figure
3.2.B looks like a rectangular hyperbola. It shows the proportionality and neutrality between
changes in money supply and value of money.

33.6 ASSUMPTIONS OF FISHER’S THEORY _

The transactions equation of exchange proposed by lrving Fisher is based on the
following assumptions. :

1. Price level (P) in the equation of exchange is determined by the variables, MV and T.
But price level cannot influence these variables of the equation. Hence, price level is
treated as a passive variable. '

2. Money Supply (MS) is exogenously determined. And there is a constant ratio between
currency with the public and bank deposits. _
3. According to classical economists, the economy is always in full employment and
(hence) as such, no possibility of unemployment. If at all there is uncnployment, it 1S
" of the frictional type.
4. Because of full employment, there is no rise in trade even if there is a rise in moncy
supply. Hence, there is a dichotomy between the value theory and monetary theory.
5. 'The demand for money is proportionate to the value of trade transactions. This theory
-is applicable in the long-run.
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3.3.7 CRITICISM OF FISHER’S THEORY

Fisher's theory is more than 90 years old. During this period of 90 vears it has come
across a lot of criticism. Let us note the main points of criticism. :

1

Fisher’s equation, MV=PT is well known. The lefi hand side of the equation tells us
the expenditure incurred by buyers. The right hand side tells us the sum of receipts o
the scllers. In the ex-post sense the value of purchases is equal to value.of sales. It
must be ‘equal by definition. Hence, the equation is a meaningless tautology.
However, this criticism is not fully justified. In the transposed form of the equation
that is P=MV/T, the-z is a direct relationship between monetary expenditure (MV) and
general price level (P) and an inverse relationship between T and P.

Fisher had stated that the price level is determined by MV and T. In his view price
level is a passive factor. But this view is not correct. General prce level is an active
variable. It determines the level of output, saving, investment and employment. It also
affects money stock and thereby it’s velocity of circulation. Rise in price level
increases profits, decreases real wages. It also expands trade volume.

+ The assumption of velocity of circulation of money being constant in the short run is

also incorrect. In agricultural countries seasonal variations in output and employment

are common. These variations influence the volume of credit and thereby the velocity -

circulation of money.

The assumption of full employment is a false one. In any country there is some degree
of unemployment. In developing countries unemployment is a serve problem. I is
very much present in frent of us. Not only during the times of recession but also
during nommal times. It is a big social problem. Rise in monetary expenditure may
lead to rise in output and employment but not necessarily rise in prices. There may be
a moderate rise in prices (if at all). Therefore, full employment is the goal of monctary
and fiscal policy. '

Since full employment is not a fact, the volume of trade (T) is not constant. [t rises
with employment, and it decreases duning depression.

Fisher had ignored the influence of fiscal poI:icy'in his theory. We know that taxation

and public expenditure policy directly affects prices and henc: his theory is
mcomplete,

According to Fisher the demand for money is a transaction demand. Money is looked
upon as a medivm of exchange. The Cambridge economists, especially J M. Keynes
considered the demand for money is not only for transactions, but also 'precauti(;ﬁarv
and speculative. Hence, Fisher’s theory is an incomplete theory of demand for money.

3.3.8 INCOME FLOW EQUATION OF EIXCHANGE

F isher’s_.cquatiou of exchange had undergone several refinements. Income Mow equation
of exchange is one such refinement. It is stated thus: :

MV,=PT, o P= MV, /T,

Here M = Money stock

V, = Income velocity of money
T, = Ag_gregate final goods and services (real national income) -
Py = Unit price of goods and services covered by T,
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According to this view, national income is ¢ i
. g qual to the expenditure of the
goods and services. ' P people on fine!

' Tl_lc M \{ariable of this equation and the M variable of Fisher’s equation are identical
There is no ghfferencc between them. But V, variable is not similar to V. L is because the
cxpelldltu(e in the process of manufacture of goods do not enter the purview of Vy. - For
examp_le, in a given period the value of average money stock is Rs. 100 crores. Further
assuming that the expenditure incwrred by the people on final goods -is Rs, 200 crores.
Dividing total expenditure by money stock we obtain Vy. That is V,~PV,/M. Hence, the value
of V, is 200/100 = 2 Rupees. T, variable is smaller than T variable, which includes all
!;ra.i?sactlons‘- Income flow equation P = MV/T, indicates income value of money. P=MV/T
indicates the transaction value of money. Income flow equation of exchange is the correct
measure of consumer purchasing power, rather than transaction equation.

However, income flow equation is not free from criticism. T, variable covers only final
consumer goods. It excludes producer goods. By dividing goods into two groups namcly.
consumer goods and producer goods and totalling the expenditure on both the goods, it is

customary to analyse the factors of trade cycle. Through this type of analysis relevant policies

can be formulated to check trade cycles. Inspite of this defect in the income flow equation, it 1s
superior to Fisher's formulation. It is so because it explains price level changes due to income
flows rather than changes in money stock. With this background we proceed to the theory of
money proposed by the Cambridge economists.

3.4 THEORY OF CASH BALANCES: CAMBRIDGE EQUATION

Many attempls were made to rectify the defects in Fisher's theory. The cfforts of
Cambridge economists have yielded fruitful results. Not only in monetary theory but also in
the progress of economic theory Cambridge economists have played a leading role. Alfred
Marshall is the originator of the Cambridge School of Economics. Pigou, J.M. Keynes and
Robertson were the most prominent figures that followed Marshall. The theory of value
formulatgefl by Marshall is applicable to all commodities, including money. According o this

theory the equilibrium between the supply of and demand for money determines the value of
money. We know that money supply means the stock of currency with public and bank
deposits. Cambridge economists ignored the velocity of circulation of money. There is a
difference of opinion between Fisher’s and Cambridge-economists, regarding the demand for
money. According to the Cambridge School, people wish to hold some cash balance not only

for transaction but also for precautionary purposes. Every person of an agency holds a certam

proportion of its income in the form of cash balance. Such cash balances indicate the demand -

by money. The aggregate cash balances constitute a certain proportion of real income. The
residual part of mcome is in the form of term deposits, company shares, bonds and the like. It
is known that cash balance is the most liquid of all assets. Thercfore, a certain proportion of
income in the form of cash balance is justified. It satisfies the liquidity preference. According
to Cambridge equation the demand for money depends upon the liquidity. preference. Given
the money supply, the changes in the demand for money determine the value 9f money. We
know that money performs many functions. Store of value is one of the functions of money.
. Based on this store of value function of money the Cambridge economists have formulated
their theory. Hence, it is called cash balances gquation. Because it is _formulat_cdv by
Cambridge economists 1t is known as the Cambridge equation. There are mtnor variations
between the equations given from Marshall to Robertson. The essence of the Cambridge

formulation may be stated in the following way.
Itis M =PKT

Here M = Total cash balances
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P = Unit pfice: of g&)ds and_sérvices
T = Real material income :
K = The proportion of national income held in the form of cash.

Let us take a numerical exampie to explain the cause and effect relations between the
variables of the equation. M = Rs. 100 crores. T = 500 units, P=1, K=0.2 (K=M/PT). I M
doubies to Rs.200 and there is no change in the T and K what will happen to the value of P.
The value of P rises to Rs. 2. But actually price will not increase in the same proportion as the
rise in the money supply. This is due to changes in K. If the value of K rises from 0.2 to 0.3 P

also rises to 1.33 (1.33 = 200/0.3 x 500). Therefore. price rise need not be in the same

proportion as a rise in money stock.

K variable is the most important one i the Cambridge equation. Therefore, it is to be
explained in detail. It is indicated by considering some period of time into account. It may be
one year or one month or any duration of time. If one month is the duration of time the value
of K= 1/12. If it is two months K=1/6, It means that, in a year people hold cash balances in

national income is 1/6. If the value of K increases the voluine of cash balances with the public.

increages. ‘We know that V=PT/M and K=M/PT. Thercfore K is reciprocal of V that is K =

1/v. Hence, all the factors that determine the V variable also act on K in an inverse way. The
changes that take place in the institutional, technological, business organization. consumer

behaviour increase the velocity of circulation of money, the proportion of cash balances

deceases. Thus K is an index of the store of value of money. V and K are naturally inversely '

retated. _
3.4.1 CRITICISM ON CAMBRIDGE EQUATION

I The demand for money is assumed to be unit elastic. Hence, this assumption is not
useful in price determination. In the real world the demand for money is greater than
unity. '

2. In the Cambridge equation the demand for money excludes the speculative demand.
J.M.Keynes has explained its importance. His followers have extended and elaborated
this aspect. : '

3. In the Cambridge equation there is no place for the rate of interest. J M.Keynes
elucidated that interest is a monetary phenomenon and influences investment and
thereby national income. According to Joan Robinson “a theory of money which does
not mention the rate of interest is not a theory of money at all”. -

4, Tis a measure of real income. However, goods and services differ in thetr quality and
~ physical aspects. Hencc, the computation of a unit price of final goods and services is
difficult. Such an index number of prices is yet to be worked out. :

5. The value of K is a certain proportion of national income. K and V are'inverSely '

related, the factors affecting then cannot be casily estimated. The general price level
depends not only on the demand for money but also several structural chahges that

. take place in (he economy. Latin American experience provides support for this type
of inflation. : . :

6.~ The historical experience of trade cycles tells us that price changes are due to rﬁonetary
as well as non-monetary causes. But there is not place for non-monetary factors in the
Cambridge equation. -
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: 342 COMPARISON OF FISHER’S AND CAMBRIDGE EQUATIONS

16.

business (ransactions from the raw
material stage to the stage of final
production. If commodities are
cxchanged 5 times the volume of
business transactions risés 3 times the
prices paid for ‘and received are
averaged to arrive at p.

Rising V leads to fall in K in the same
proportion.

Fisher's equation is based on the
deduction method. The vaniables in the
equation cannot be proved. . For
example the value of PT can be
estimated by imagination. Empirical
estimalion is impossible.

There is no uncertainfy about future.
Hence there is no need o hold moncy
as a store of value.

transactions and
expenditures  can  be estimated by [

Fish?r"s Equation Cambridge Equation
¥ Money supply ._-"is ___exogcncously Money supply is  zxogencously
. determined.: : : determined. " :
2. Full employment is assumed. Full employment is assumed.
3. Velocity . of circulation of money Cash balances indicate the store of value
implies the medim of exchange function of money(K).
function of money (MV).
4. T'her{';"" is a dichotomy (division) The theory of money and the theory of
between the theory of value and money. value are integrated in the money
markel. There is equilibrium between
cher things being equal, changes in demand for and supply of money; given
money supply leads to rise in prices and the supply of money, changes in
: ___,_-*’thcreb_v fafi in the value of monev demand for money influence the vglue
S (P=MV/T). of monecy. It means as in the case of .
value theory, the forces operating in the
money market and bring about
o equilibrium are taken inlo account.
5 T variable takes into account all | P refers to the prices pertaining to real

national income. Therefore the scope of
Cambridge P is smaller than that of
Fisher.

Rise in K leads to the fall in V in the
same proportion. It means K is
inversely related to V. Thatis K=1/V.

Cambridge ecquation is based on
inductive method.  Estimate of real
national income and the final goods and
services as well as their prices are given
in national income accounts. Hence this
theory is nearer to reality. Like wise the
cash balances held by the public for

statistical surveys. S

There is unccrta'inty about the future. A -
certain proportion of wealth is to be kept

in the form-of cash balances for meeting
future contingengcics.

precautionary |
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3.5 SUMMARY

Since the advent of money in the economy, discussion on the factors that detemf:line its
value is taking place. From the time of Greeks many Pundits have stat_cfd. the"- inverse
relationship between the values of money ad its quantity. On account of d{sc9551qns and
writings on the subject over centuries, Crude Quantity Theory of Money came into e.x1stcnce_.
Itis M = KP. It states that changes in the price level are equi-proportionat to chan ges in money
stock. Hence the fall in the value of money is in the same proportion, Irving Fisher proposed
the transactions equation of exchange in 1911, It is

MV =PT or P = MV/T.

Fisher had examined the transactions velocity of circulatin of money (V) and the level of
business transactions (T) and the factors that determine them. Money stock and its velocity
(MV) indicates business expenditures. PT indicates business receipts. If there is no change in
T changes in MV lead to change in P. If the detiand for money is constant prices rise in the

same direction of MV leading to-fall in money value. Income flow equation of exchange is an’

improvement over Fisher's equation. It is nearer’to reality. The efforts of Cambridge
economists have resulted in the advent of a new equation. 1t is stated that M=PKT or P =
M/KT. In this equation K variable is more prominent. K variable is based on store of value
function of money. A certain proportion of income is stored in different forms. 6f all the

forms of wealth. cash balance is the most liquid. If the value of K rises the value of V deceases.
Other things being equal, rise in the valye of K leads to a rise in the valuc of money. Hence,
the positive relationship between K and the value of money ie.l/P. There are several
differences between transactions equation and the cash balances equation. The former is based

¥

other business-linked variables Cambridge equation considered human behaviour. Inspite of

 the supetiority of Cambridge equation over the'il.’M;;Kcynms has rectified some of the defects.

"

In the next umt we will study the theory of value-t:fnfm_"tf}_ney proposed by Keynes.

3.6 CHECK YOUR PROGRESS |

L Answer the folk;wing questions in about 4 or ‘Haes each,

I. What arc the determinants of velocity circ&!at_idg of moncy?
2. Whatis Gene{_ﬁtl’Price Level? . |

3. Distinguish between deductive method and inductive method,
4. Explan the eqlljllzition- of Fisher. o
Define the Real Rational Income,

L

3.7 GLOSSARY

Money stock . : dtis a stock variable. Tn economics we distinguish
between stocks'andl flows. Stock concepts are
meaningful with réference io g point of time. The

‘money stocks such as M, M., M; and M, are
examples. They measured at the end of July or
December each year, - )
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Velocity Circulation of Money .

General Price Level

Trade Transactions

Real National Income (T)

Demand for Cash Balances

Deductive method

Inductive Method

Vertical Business Organisations

. ltis aflow variable. The number of umes a unit of

money changes hands takes time. -The time may
be short or long. But it must be specified.
Otherwise, it is meaningless.

. This concept indicates the average price of all

goods and services. The changes in-it are noted by
an index number of prices.

. In Fisher’s cquation all business transactions at all

stages are within the scope of trade. From raw
material stage to the stage of finished product and
its sale are covered. Share market transactions aiso
enter the scene.

. 1t is the aggregate of final consumer goods and

services. Multiplying Ty with unit price (P,). We
get national income (Y =Ty X Py).

. Holding apart of income in the form of cash

balance for future transactions and contingencies.

. In this method we proceed from universals to

particulars. Mathematical equations belong to this
approach. - :

. This method is the opposite of deductive method.

Here, we proceed from particulars to universals.
This method is popular in modern monetary
£COnOMIcCS.

. Business units in any industry functioning at

diffesent stages merging or integrating leads to
vertical-integration. When firms are integrated
vertically trade transactions between them
decrease. Thus the volume of T decl.ues.

3.8 MODEL EXAMINTAION QUESTIONS

1. Answer the following questions in about 30 lines eac_;h

| Examine the Merits and demerits of Fisher’s equation.

7 Examine the criticism on Fisher’

[I. Answer the following quegtions

Bow T

s equation of exchange.

in about 15 lines each

Crude Quantity theory of Money.

Factors influencing velocity of circulation of money ).
Assumptions of Fisher’s equation. .

Differences between Fisher’s and Cambridge Equations.
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4.0 OBJECTIVES

The main objective of this unit is 1o understand the Keynesian theory of money and
prices.

After reading this unit, you will be able to

e know the classical theory of money and prices and further extended theory of money
by Cambridge School, -

o explain the Keynesian criticism of classical theory;
« understand the Keynesian theory of money and price and its merits and demerits.

4.1 INTRODUCTION

Keynesian theory of money and prices took its origin in the 1930s. It was the period of

* great depression. Prices of goods and services were low and falling. Unemployment was very

severe. The basic assumption of classical economics was full employment to be the normal
situation unemployment can be adjusted by wage cuts and full employment restored. 1t also .

 established a direct relationship between the quality of money and the general price level. J.M.
- Keynes published his major work in 1936. It is called “The General Theory of Employment. 32



Interest and Money™. 1t is a general theory in the sense that it is applicable to a}l levels _of
employment—full employment as well as unemployment. But the classical theory is a s_pecml
theory in the sense that it is applicable to full employment only. After reading this unit, you
will be clear about the theory of money as formulated by Keynes and the relationship between

money and prices. The demand for money and the supply of money together determine the :
- rate of interest in the money market. Interest rate, other things given, has an effect on-

investment. Investment has a multiplier effect on income {output) under conditions of

unemployment. After the stage of full employment mcrease in investment or consumption or

both leads to rise in prices rather than ontput (income). All these relationships are explained.
The differences. between classical theory and Keynesian theory are noted, The merits and
limitations of the Keynesian theory of money and prices are also.examined in th’s unit.

4.2 CLASSICAL THEORY OF MONEY AND PRICES

We have studied the classical theory of money and prices in the first unit. We have noted

the two approaches (a) Fisher’s and (b) the Cambridge. They postulate a certain quantitative’

relationship between money stock and the general price level. The essence of the quantity
theory of money (QTM) is that money is not wanted for its own sake but for its command over

goods and services. It does not affect output of goods and services. Velocity of money is

considered to be given. It is determined by forces dutside the equation of exchange given by

Fisher MV = PT or P = MV/T). Output and Velocity being constant M must bring about .

propqrtiongl changes in prices. Thus, in the classical theory the transmission mechanism is as
follows: "~ : '

¥

1) Proportionality between quantity of mdney and the general price level,
- 2} Neutrality of money.

3) Monetary theory of prices.

4) Causal role of money and -

5} Exogeneity of the nominal stock of money.

4.3 KEYNES’ CRITICISM OF CLASSICAL THEORY

—

JM. Keynes differed ‘with fhc five propositions o.f the classical theors iat §
. eory. Let us list
arguments of Keynes agamst these propositions one by one. Y us  st the

of the existence of under employment equilibrium. It implics that expanci :
e , . it implies that expansion of mon st
leads to cxpansion m output and not to'a rise in prices. It is shown below : - 'p.ply

M > O and P is constant. Where M = Money supply, O = Output, P= Price level.,
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. Further, Keynes argued ‘that velocity of money was an unstable aid unpredictable
vanat_Jle‘ Therefore, increases in money supply may be partially or fully offset by decreases in
velocity of money. Also, the existence of money holdings which are sensitive to intercst rates
break the nexus between money and prices.

2) _Se(_:ondly, the neutrality of money proposition. In the case of underemployment
cqulhbr_lum, changes in money supply lead to changes in real variables such as (a) the natural
rate of interest (b) employment and (c) income. Hence, in the Keynesian modal money is not
neutral. It also implies our integration of the monetary and real sectors of the economy .

3) Next, the monetary theory of princes Keynes questioned it and argued that money is only
one of the factors operating on the price level. Unit labour cosis are more important in
determining the price level. This approach gives rise to the “cost-push” theory of inflation.

4) Causality of Money: Keynes did not deny the causality of money in affecting the price
level. The rate of interest is a monctary phenomenon. It largely determines the level of
investment and thereby aggregate demand. Consumption also is sensitive to rate of mterest.
However, Keynes was clear about the role of several other factors besides money. That is why
it is said that “money do¢s not matter”. : '

5) Exogeneity of nominal money stock: Keynesian analysis of the depression of the 1930s
implies that supply of money is demand ‘determined and not by the Central Bank. Historical
evidence is also in favour of this version. However, the Keynesian model in the IS-LM case
implies that money supply 1s controlled by the central bank. Hence, money slock 1s
endogenous and nOF EXONONCONS.

e ————— SE——— e —————— —

4.4 OUTLINE OF KEYNESIAN-T HEORY OF MONEY AND PRICES B

We have stated that Keynesian €CONOMICS emerged in the context of the great depression.

Underemployment equilibrium was the reality, Given the demand for money, an increase in -

the supply of money will lead to a fall in the ratc of interest. The fall in the rate of interest
promotes profit prospects and thereby encourages investment. Profit prospects raisc the
‘marginal efficiency of investment. Increase in money supply positively affects consumption.
All these effects lead to rise 10 aggregate. demand.

In- the oﬁginal Keynesian model, the following is the {ransmissior. mechanism of
monetary expansion: '

MT aeameme- >rd =1 > Aggregate demand T—

Employment and Income T

‘Given the liquidity preference (demand for money) increase in MOACY supply (M) leads to
" a decrease in the rate of interest (r). Given the marginal efficiency of investment, fall in the
cate of interest leads to a rise in the level of investment. Hence, aggregate demand increases.
Because of unemployment, an increase in aggregate demand leads to a rise in employment and
income. Fall in the rate of interest and rise in income leads to a rise propensity 130
consume(CT). Rise in C also leads to @ curther rise is aggregate demand. A rise in
employment and income goes on until ncar full employment is- reached. Once near full
employment stage is reached, price level will go up in proportion to the increase 11 _gggregate
demand. We will take up the different aspects of the Keynesian theory of money and prices
one after another. Afterwards, we will consider its merits and demerits.
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'4.4.1 KEYNESIAN THEORY OF DEMAND FOR MONEY

According to Keynes money is demanded because of three motives: (a) the transe.nctions
motive (b) the precautionary motive and (c) the speculative motive. _Modern economies are
money economies. The receipt of money incomes and money expenditures of consumers and

producers (firms) do not synchronize. There is a time gap. Hence, money holdings are kept -

for business transactions. Transactions demand for money is primarily determined by incomf:._
Keynesian transactions demand for money is equivalent to the classical theory of demand. It is
given below: .

Mit= K]Y

K, depicts the pfoportional relationship between money income (Y) and the transactions
demand(M+). - ‘ S

Precautionary motive for money arises because of uncertainty over the exact size or
pattern of expected receipts and disbursements. The demand for pre-cautionary balances is
given as follows: ' :

M,=M, (P,.r,C)= K.Y

Here Mp = Precautionary money balances, Py = Money income, r = Rate of mterest, C=
Cost of liquidity, K2 = Constant proportional relationship. Generally, Mt = Mp = M,. Hence,
M, includes money balances for transactions and precautionary purposes. The relationship
?ehween; linqome (Y) and the transactions and precautionary balances (M) is shown is
igure- 4.1. : '

4 M,
8
g
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T | |
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Figure - 4.1: Transactions and Precautionary demand for money

Spectilative Motive: It explains why public hold surplus cash over at
fiemanded- d}‘e to other two motives. Cash balance is congdcmd to be anal;?te:nb:t‘ifcﬂf"g:
interest bca_n_ng bonds or income eaming securities’ security prices generally fluctuate leading
to capttal gains or losses. Fluctuations in security prices are tied to market rate of interest
When market rate of interest rises security prices fall, Conversely, if market interest rate fall§
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" Rate of mnterest

Msp

0 ' Speculative dcmags for money
Figure: 4.2 Speculative Demand for Money

Note: Atr* rate of interest idle balances are held in money. The demand for money with
reference to this interest rate becomes infinitely elastic. It is known as liquidity trap.

Under this condition interest rate will not fall due to monetary expansion. Hence the
ineffectiveness of monetary policy. '

Keynes postulated that the lower the current rate of interest the move rapidly people
expect it to nise and hence they would like to hold their resources in money. At higher rates of
interest, the demand for speculative balances would be smaller. Thus the speculative demand
for money is a function of the rate of interest: Msp = f(r). Thete ate two kinds of speculators in
the market, bulls and bears. Bulls expect bond prices to fise in future and buy bonds parting

with liquidity. Bears expect bond prices to fall. They prefer selling bonds and holding cash.
The demand for money can be written as follows: - :

MA=1(Y, 1)

Here. Y represents money income and 1 the rate of interest. We have niot yet considercd
how the rate of interest is determined. Let us look into that aspect.

4.4.2 KEYNESIAN THEORY OF INTEREST

According to the classical economists the rate of interest is determined by the interaction
of the demand for and supply of savings. Saving involves the sacrifice of consumption. The
demand for savings is guided by gainful investment opp_brtunitics, But in the Keynesian -
system interest rate is determined in the money market. The supply of money is generally
controlled by the central bank of the couniry. ‘The demand for money arises on account of the -
three motives. . They are already explained. Figure - 4.3 shows how interesi rate gols

dcu_:nnined and how it changes.
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Figure: 4.3 Determination of interest rate

Given ﬂ1e supp.ly of money (M) and given the level of demand for money. (liquidity

preference) the point of intersection at E, results in fixing the rate of interest at r,. A rise in .

liquidity preference from L; to L, leads to an increase in the interest rate from R, to .. Tl?c
reason for is that to satisfy the increased desire to hold money a higher premim must be paid
because money supply is given. At r, rate of interest the new demand for money exceeds the
supply of money by Q, Q.. Interest rate has to rise to bring about equilibrium between the new
demand for money and its supply. Hence, interest rate goes up from rl to r2. Given the new
demand for money (L.} if money supply can be expanded from Q, to Q- the rate of intcrcs_t can
be reduced to r; one again (r, = 3). This can happen. if there is a decline of liquidity
preference from L, to L, even if there is no increase in money supply. Thus, according to
Keynes, interest rate is essentially determined in the money market.

4.4.3 INTEREST RATE AND LEVEL OF INVESTMENT

The decision to invest is influenced by two factors: (a) the current rate of interest and (b)

the expected rate of profit. The current rate of interest is the rate of interest paid {0 overcome -

people’s liquidity preference. The expected rate of return is a percentage rate of return on
capital invested. Keynes called the expected rate of return as marginal efficiency of capital.
So long as the rate of interest is lower than the expected rate of return, investment ig
worthwhile. Otherwise, there i$ no sense in borrowing to finance the mvestment. Given the

— '

Rate of interest
=t

ey

0 Q: Q.
Volume of mvestment

'Figure 4.4: The Interest Rate and Investment with a given”
Marginal Efficiency of Capital.
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| _‘_[:_n figure 4.4. the E curve stands for the efficiency of capital. Other things being equal. it
~ constitutes the demand for capital. At ry rate of interest, investment is Q. As the interest rate
- decreases from 1, {0 1, the volume of investment increases frem Q) to Q.. Low interest rate is

g advocaled for several reasons.
1) It has a healthy effect on capital market and therefore on mvestment.
2) Ttis conductive for jong term capital formation.

3) it facilitates loan-financial public investment.

4) Low interest rale is more expedient than wage reduclion in solﬁng uncmployment.
4.44 MARGINAL EFFICIENCY OF CAPITAL »

We have already noted the meaning of marginal efficiency of capital. If the general
demand for capital is inelastic with reference to interest rate. no downward change in the
interest rate will stimulate investment. Marginal efficiency of capital (MEC) has to rnise.
Given the interest rate, the higher the MEC, the larger the volume of investment. Figure 4.5
illustrates this proposition. o

t =

=
L 2
% ;
>
R=
B or
3
0 Q O Investment

Figure 4.5 The MEC and Investment given the rate of interest

In figure 4.5 the MEC curve shifts upwards to the right from E, to Ea It implies an
increase in the demand for capital. As a result, the volume of investment increascs from QQI
to 0Q,, the interest rate will remain equal. In the short-run M’EC cannot be raised
significantly, because of technological and general €conomic variables remain constant.
Hence, lowering the interest rate may be a realistic altzrative. It may be noted that this is also
not possible under conditions of “liquidy trap”.

45 CONSUMPTION FUNCTION

Consumption function indicates the relation between C and Y in the mcome equation Y=
C+1. 1t states that consumption is a function of income 1.c.lC=f(Y) consumption represents the
amount of consumer expenditures made at a given level of income. Tht‘j propersity to conswme
is a schedule of consumer expenditures at various income icvels. Figure 4.6 illustrates the

finctional relationship between consumption and income.’
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Figure 4.6 The propensity to consume

In figure 4-6, the C axis measures consumption expenditures.and the Y axis measures

national income. The 45° line indicates that consumption and income are equal to one another.
The C curve represents the propensity to consume. It moves upward to the right. This

movement indicates that consumption increases as income rises. B is the break even point. At

income Y, consumption and income are equal (O Y, = QC,). As the income rises to Y2
consumption also rises to C,. But the amount of consumption (OC») is smaller than the income
(OY2). The portion of the income not consumed i$ saved (S=Y-C). Saving is indicated by thle
vertical distance between S, and S; at income Y, Before the breakeven point, saving is
negative because consumption is highly than income:

The average propensity to consume (APC}) is the ratio of cohsumption to income or C/Y. .

In terms of figure 4.6 it means that APC is a single point on the C curve which indicates the
proportion of income consumed. The APC declines as it moves dlong the C curve to the right.
It is scen from the flattering C curve measuring the declining proportion of consumption to
.income. More than the APC, the marginal propensity 1o consume (MPC) is more significant in
the Keynesian theory. MPC is defined as the ratio of the change in ‘consumption to the change

in income. It can be found by dividing an increase (or decrease) in consumption by an increase -

(or decrease) in income ic. AC/AY. For example if income increases by Rs. 100 crores and
consumption increases by 80 crores, the MPC = 0.8 MPC is the slope of the C curve in figure
4.6. On the basis of certain assumptions Keynes reasoned that the propensity to constune
remains constant, Hence, Keynes stressed on the crucial role of investment in filling the gap
between income and consumption.

4.6 AGGREGATE DEMAND

The theory of effective demand formulated by Keynes is a departure from the classical
approach. It explains the relevant variables that cause changes in aggregate. demand and
thereby national income determination. It examines the causes for demand deficiency and
therefore, suggests ways and means of increasing and stabilising aggregate demand. Keynes

formulated his theory of effective demand in the context of a closed economy. In such a -

situation there are three components in aggregate demand (AD), They are:
1 'Consumption_ expenditure

Consumption is generally stable as explained earlier.
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2. Private investment

It fluctuates drastically. It rises during prosperity and decreases during depression.- Given
the MEC it depends upon the market rate of interest. :

3. Autonomous investment

It is Goyennnents’ copsumption and investment expenditure. It is independent of the
economic variables. Hence it is an exogenous variable. It is shown below through figure 4.7.

A

Autonomous
investment

Ia

s
k=

<

-
Y=National Income

) Figure 4.7 Autonomous investment

Autonomous investment is undertaken by the government as a supplement to private
consumption and investment. The purpose is to either cconomic stabilisation or economic
growth or both. 1t does not necessarily depend upon economic variables. It is mainly a
political decision. :

All the three components namely consumption, private investment and autonomous:
investment put together constitute aggregate demand. Hence, AD = C +Ip + la or simply C+L.

We will explain how aggregate demand deterniines the level of employment of output or the
general price level. It is shown throngh figure 4.8.

Y= Supply schedule

o A T CH
z .
El _ E ¢
Fl‘ll E, C'+
o .
!
45° I :
0 ' 'Y;!_ Y(} Y] +1ncome =]

Figure 4.8 Aggregate demand and employment

In figure 4.8, the vertical axis measures the aggregate demand (A.D). It is the total
expenditure incurred on consumption and investment. The horizontal axis meas_ures-_tfn_c
national income or output, The 45° line represents the supply schedule. It is identical with
income. Demand schedule, C+H intersects the 45° line at E,. It indicates the balance between

40



AD and AS (AS is the aggregate supply) as the level of full emplqymcnt_(ﬁ)l.' If AD
increases, as shown by schedule C'+*, we get over employment Y,. It is a situation where

output cannot rise because of full employment, but because of excess demand prices rise. _

Inflationary gap comes in. It is measured by the vertical distance between Eq and E;. Sphe;dule
C” + I gives under employment income, Y, deflationary gap arises. It is measured. by the

vertical distance between Eo to E». This type of analysisis helpful to understand the im}:ac.t of
AD on output and price level at different levels of employment. In the context of depression,
Keynes advocated more autonomous investment {public spending) in order to increase

aggregate demand to narrow the deflationary gap. . :

The collapse-of MEC will depress private investment. The reduction in the rate of interest

may fail to.induce inyestment. Hence, the ineffectivencss of monetary policy. Fiscal policy is
more effective and therefore Keynes advocated more public spending. -

Leaving aside situations of depression and prosperity, let us see how monetary expansion .

works. An increase in money supply leads to a fall in the rate of interest which will stimulate
investment. If there is unemployment of resources, increased investment results in increase in

output. Price level is not affected. But as soon as full employment is attained, prices will -

increase. Even before full employment stage general price level might rise due to:

a) non-horhogeneity of factors of production
b) diminishing returns
c) resources being non-interchangeable

d) rise in labour costs etc.

Hence, as AD increases output rises from a low level at a proportionate level and then afier

{ull employment goes up slowly. Afterwards no rise. So also is the case with. employment. I
is shown in figure 4.9 (a and b)

A ~ :
) | = ?
g | g
- 4 N
S | - = '
o,
0 = —»AD 0 —» AD
Figure — 4 9(a) Figure — 4 9(b)

Figure — 4.9(a) shows that the output curve rises at a faster pace at low level of AD bt

afler full employr_ncnt, output rise falls gradually to zero. Figure — 4.9(b) also demonstrates the
same tendency with respect to employment (N). '

Stmilarly, starting from low level of effecttve demand, as AD risés price lévcl (P) first

riges slowly. But as near fifll employment is approached it rises rapidly. Similar is the case
with wages (W). These tendencies are shown in figure 4.10(a,b). :
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AD
Figure 4.10(3_) Figure 4.10(b)
Aggregate demand : Aggregate demand
and price level ' and wage level

It is clear from figure 4.10 a and b that éxpansion in money ding- |
_ om 4. _ _ oney supply working through
offective demand initially raises the price and wage level slightty and afterwards rapidly. °

4.7 MERITS OF KEYNESIAN THEORY OF MONEY AND
PRICES

There are several merits associated with the Keynesian theory of money and prices. Let
us note a few of them. '

a) His ﬂ}eor}r explains the effect of money supply on price level through its cffeet on
- effective demand and employment. '

b) It takes into account demand and supply aspects and thereby intcgrates monetary
theory in the value theory.

c) It considers cost of production. Production costs rise after an advanced stage. 1t
_provides scope for cost-push approach to inflation.

d) It throws light on the nature of inflation at different levels of employment.

¢) It brings into account the effect of money supply on the rate of interest and thereby
© investment. :

fH Itis useful the economic stabilisation. There are also a few limitations of the
Keynesian theory. They are: : ‘

i) It emphasises the short-run. ‘According to him in the jong run we are dead.
ii) lts foundations are psychological rather than statistical,

1ii) ltisa gﬁﬁc analysis rather than dynamic.

48 DIFFERENCES BETWEEN THE CLASSICAL AND
KEYNESIAN THEORY OF MONEY AND PRICE

There are several basic differences between the Classical and Keynesian theory of money
and prices. Most of them arise on the basis of assumptions made by them. The formulation of

the theory is also different in explaining the monetary and real variables. Let us sketch the
most important differences pertaining to the two approaches to money and prices.
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Table - 4.1 Differences between Classical and Keynesian theory of money and prices. -

S.No. Classical Theory Keynesian Theory

1. It is a special theory. It is applicable to | It is a general theory. It is applicable

situations of full employment. to all levels of employment.

2. 1kt i§ based on Say's law of markets. | It is based on'def‘iciency of demand
i.e. supply creates its own demand. - especially in a period of depression

3. Ncutralitjz of money 1s assumed. Neutrality of money is not assumed.”

4, The theory of money and the theory of | The theory céf money and-the theory
*value of separated. of value are integrated.

5 Quantity of money and price level is | Price level is affected by not only
directlly and sometimes proportionately { monetary variables but also cost of
connected. production. '

G, Rate of interest is determined by supply R_ate of interest is determined by
of and demand for savings. "supply of money and demand for

money. '

7. Demand for money is a function of | Demand for money is a function of
income i.e. Md = f(Y) income and rate of interest i.e.

: : Md=fY 1) :

8. Unemployment can be cured by wage | Unemployment cannot be cured by
culs, wage cuts. It can be tackled by

increasing investment.

9. Balanced budget policy is advocated. Deficit budgeting is advocated to

increase effective demand.

10. It is based on the efficacy of market | It is based on the .failure of the
mechanism. - market and therefore  public

mtervention,

1. | Thrift and saving are glorified. Paradox of thrift is pointed out.

12 ‘_Price _ﬂ;x_il_)ilily. ie. absence of price- | Downward  price - and wage
cost r!g_ldmes- 15 a general solution to | adjustments are not feasible They

' 1nstab1hty‘ may not solve instability also.
4.9 SUMMARY

* The Classical theory of ‘money and prices is embodied in the quantity theory of money
(QTM). QTM postulates & certain guantitative relationship between money supply and the
general price level. The transmission mechanism is direct from money to prices

M e =Pt
Y C SR A
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But in the Keynesian formulation it is established through several linkages betweeﬁ the
monetary and real variables. Monetary expansion and its effect is shown here : '

MT —>r$¥>PT*> '

Aggregate demand T—employment and income T under conditions of underemployment.
But unc_ier situations of full employment, rise in aggregate demand due to monetary expansion
results in an inflationary gap. Hence. monetary expansion leads to expansion in output under
certain sitnations of underemployment and rise in prices as fullemployment approaches.
Several factors contribute to the emergence of these effects. Aggregate demand consists of
consumption and investment ie. Y = C+l. Since, C is constant in the short ran, “T” has to be
manipulated. Private investment is determined by the interaction of MEC and the rate of
i erest. In the short run MEC is also given. In a period of depression it gets depressed.
Through monetary policy money supply is to be increased to get a reduction in the rate of
interest. The demand for money is assumed to be not so constant. If the demand for money
rises interest rate mav not full. Even if the inters rate falls investment may not be rcsponsivé‘
Hence, monetary policy becomes ineffective, fiscal policy is necded to promote investment.
That is why Keynes has remarked, “money does not matter ’,

4.10 CHECK YOUR PROGRESS

1. Answer the following questions in about 4 or 5 lines each.

Explain the classical theory of money and prices.
State and explain the major propositions of the classical theory. -
- What are the arguments of Keynes against the propositions of the classical theory?

A owoN -

Elucidate the Keynesian theory of demand for money.
Explain the relationship hctwe.e.n the rate of interest and investment.
Examine the different components of effective dem-and.
What is an inflationary gap?
List the merits of the Keynesian theory of money and prices.

I N

4.11 GLOSSARY

Money supply . Sum of total currency in circulation plus bank
' ' demand deposits (M) plus savings bank time
deposits (M.). Money isa stock concept.

Market failure : . A phenomena that results from the existence of
market imperfections such as lack of knowledge.
It fails o realise the bencficial resuits. It
provides justification for government ‘
intervention to promole or retard consumplion or
investment or both.

Ma rginal propensity to consume . The change in consumption due to change in
income i.e. AC/AY. The higher the MPC the
‘higher s value of the multiplier.

- Investment . That part of national expenditure devoted to
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production of capital goods over a given period
of time. It is a flow concept. -

'. o : amount that a-borrower must pay a lender
nerest rate " o :l::;ressed as a peroentage of the amount .
borrowed. If a person borrowed Rs. 100 for one
year and after one year repays Rs. 112, the
interest rate is 12%.

The phenomenon of rising prices as reflected in
consumer and whole sale price indices.

Inflation

National Income A : Total monetary value of final goods and services
' ' in ani economy over a given period, usually a
year,

National Expenditure : In aclosed economy, it is the sum of expenditure
: on consumption (C) investrent (1) and
government (G). If G is included under C and 1,
Y or E=C+1. It is also called aggregate demand
(AD). |, .

Closed Economy : An economy without foreign economip _
' - transactions. In the context of globalisation,
such economics do not exist.

Cost-Push Inflation : Inflation that results from upward pressurs of
: cost of production such as wage rise,

"M,a?'-i'giﬁiil@kﬁfﬁciency of Capital MEC): The eﬁpected rate of return on investment,

' Liquidity Trap _ : That part of demand curvz for money which is
' infinitely elastic, Monetary expansion cannot
“ reduce the rate of interest in this part of the
. curve.

4.12 MODEL EXAMINATION QUESTIONS .

I. Answer the following questions in about 30 lines each

1. Examine the criticism against the Classical monetary theory of prices.
2. Explain the Keynesian theory of money and prices.
Explain the differences between the classical and Keynesian theory of money and
prices. ' '
Il. Answer the following questions in about 15 lines each

1. State and cxpléin the major propositions of classical theory of money and prices,
2. Explain the components and importance of aggregate demand.

3. State the merits of Keynesian monetary theory of prices.

4. What is the role of interest rate in investment promotion?

5. What is meant by MEC? Examine its impbrtancc.
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5.0 OBJECTIVES

- Milton Friedman:

The main purpose of tlus umt is to explain- the Quantity theory of monéy forntulated by

After readjng this unit, you will be able to:

- * explain the Quantity theory of Friedman;
* examine the policy implications of monetarism:

. distih_guish between the classical QTM and Friedrpan"s QTM and also the approaches
between Keynes's and Friedman: o '

* cxamine the criticism against Friedman's theory;

¢ know the determinants of demand for moncy and role of monetary policy in a modern
economy, : '

-
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5.1 INTRODUCTION

Milton Friedman is the leader of Chicago School and a Nobel laurcate. The Classical
quantity theory of money suffered a setback due to Keynesian attack on it. i.eynesian theory
of money and prices became the most widely accepted doctrine. However, after Milton
Friedman's contributions to quantity theory of money, monetarism became promment. The
crucial role played by money in the modern cconomy is widely accepted. There are several
reasons for the emergence of monetarismi associated with Friedman. We will mention only a
few of them. In the post second world was period, both inflation and unemployment were
witnessed in many parts of the world.” Monetary management was called for tackling them.

Various definitions of ‘money supply’ is unsettled. Various definitions (concepts) of money -

sypply are applied in empirical studies of monetary economics. The empirical results naturally
differ. Comparability becomes a problem. Hence, issues of monetary management remain
debatable. Now let us examine Friedman’s analysis of Quantity theory of money.

Friedman's analysis of the Quantity theory of money (QTM) is a theory of demand for
money. It is not a theory of output or money income or the price level. In the traditional form
quantity theory of money determines price level. In the neo-classical form it determines
money income. Friedman argued that money is an asset ~ a unigue one. The demand for
money and other commodity such as apples. Likewise, the demand for money depends upon a
given budget constraint, on its price, the price of closely related assets and on tastes. It may be
expressed like this: - : '

Mdt = f(W(, Pmt, Pit,u) ~ ) K

Here, Md is demand for money. W is wealth. It represents the budget constraint. Pm 13
the price is money. Pi is the price of other assets t is the time period. U is a taste variable.
Friedman's is a wide ranging function. It is # departure from the simple Keynesian function —
Md=F(YJ). There are several similarities between the two approaches. However, the
differences are more significant. The specification of the different factors that determine the

demand for money, the transmission of monetary mechanism, the role of interest in it differ
significantly. Let us take up the theory of Friedman and analyse it Comparisons of

Friedman’s theory with’that of classical and Keynesian theory are made as the end to contrast

the picture.

5.2 DEMAND FOR MONEY BY WEALTH HOLDERS '

Fricdman separates the demand for money by ultimate }_vcalth holders” and by business
enterprises. This division i similar to Keynes® distinction between transactions and finance
motives. Finance motive relates to speculative motive. We will consider the theory of demand

for money by ultimate wealth holders to start with.

The budget constraint in the Friedman’s model is wealth. He defines it as W = Y/r. Here,

"W stands for wealth. Y/r represents flow of given income from wealth divided by interest rate.

‘The use of wealth in the demand function for money is the most important development i

monetary theory. If wealth increases the demand for money rises. 1t is because money is the

liquid of all assets (wealth). It is also treated as a porraal good. We may show this relationship
between wealth and demand for money through Figure 5.1. .
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Figure - 5.1: Relationship between wealth and demand for money

Figure 5.1 shows the positive relationship between wealth and demand for money. I
resembles the supply curve of micro economic theory. But empirical study of wealth ne‘gds_a
proxy as it consists of several different forms. Some of the forms. of wealth'are highly liquid
like gold and others less liquid like landed property in villages. Therefore, some estimate of
permanent income is often made and used in empirical studies. : , S

5.2.1 DISTINCTION BETWEEN NON-HUMAN AND HUMAN WEALTH

Friedman distinguishes between non-human and human weaith. Individuals hold non-

human weatth in different forms of assets, These assets are of varying liquidity such as cash, ~ -

gold, durable goods such as cars, houses and real estate. An individual's human wealth
represents his skill, experience. education and training. Human wealch is an important
component of an individual’s stock of wealth. However, human wealth is illiquid. It is non-
marketable. Non-human wealth can be bought and $old. For certain forms of non-human
wealth like gold and other precious metals, there is always a rcady market. With the income
generated by the sale of such assets or any other asset, new forms of human wealth can be
acquired. For example: Parents are sending their children for higher education especially
engineering by ‘selling away their lands and gold. Friedman argues that the ratio of non-human
wealth to human wealth (€2) is to be considered as £ falls, the proportion of human wealth in
the total stock of wealth rises. Since human wealth is illiquid the demand for money rises
along with the fall in 2. This relationship is shown in figure 5.2, :

1

Q

0 | Md
~ Figure 52 Fall in ©2 and Démand for Money

Figure 5.2 shows the increase in demand for money due to the fall in the raio of non.
human wea_lth-_to_'humap wealth (). Therefore, like the demand curve, the gemand for money
slopes downwards from left to right. It implies a negative relationship between € and demand
for money (Md). ' ) . '
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5.2.2 RATES OF RETURN ON MONEY AND OTHER ASSETS

The demand for money is influenced by the relative rates of retum on money and other
substitute assets, We have noted that wealth can be held in a number of forms apart from
money. The rclative rates of retumn on such wealth forms are 1o be taken into account in the
analysis of demand for money. The alternative wealth forms are bonds, equities, physical
goods and non-human wealth.

5.2.2.1 RATE OF RETURN ONMONEY _

The normal return on money holding is assumed to be zero. But this assumption is v alid

for two reasons. (1) Certain bank deposits are classed as money and yield and interest retyrn.
- But this is usually ignored in the monetarist approach. (2) When the price level is changing
(AP/P) the real rate of return on money holding will be non-zero. If the price level rises the
value of money falls giving a negative rate of return on moxey holdings. Ori the other hand, if
there is a fall in the price level, the value of money goes up yielding a positive fate of return on
money holdings. Therefore, the rate of change in price level is the rate of retum on money
holding. [f the price level goes down by 5 percent, rate of return on money is 5 percent. 1f the
price level goes up by 5 percent the rate of return on mongy is — 5 percent: Hence, the rate of
return on money is AP/P. Hence, we have to consider both the price level (P) and the change

in price level AP/P.

5.2.22 THE RATE OF RETURN ON BONDS

The rate of return on bonds is in two parts. (1) A bondyields a fixed interest return (rb).
(2) Its capital value may change, i.e. it may become positive or negative. The capital gain on
bond is denoted by 1/rb, drb/dt. Here 1/tb is the price of the bond. When drb/dt is negative the
bond price is rising. The total return from bond holding is rb — /rb.drb/dt. Other things being
equal, when the return from bond holding is increasing demand for money decreases. The
relatively higher rate of return from bond holding-induces the wealth holders to buy bonds by

parting with iquidity preference. Itmay be shown through figure- 5.3,

*

b

Md
—»
O Md
Figure 5.3 Rate of Return on Bonds (rb)
and demand for Money

it is clear from figure 3.3 that {here is a negative relationship between the rate o_f refum
from bond holding and demand for money. Other things beng _equgl,_t_l}e higher rate of return
from bond holding induces wealth holders to go in for bonds by parting 1n the money holdmgg.
This part of the analysis 1S similar to Keynesian approach to speculative demand for money.



5.2.2.3 RATES OF RETURN ON EQUITIES

Fricdman gave impoftance to wealth holding in the form of equities. Anequity provides -

the wealth holder with a stream of income of constant ‘real’ amouni. It, therefore, includes. a

purchasing power clause to maintain the real income stream. Hence the retum on equity is re —

1/re.dre/dt + 1/p.dp/dt
The highér the return on equity (re) the lower the demand for money.
3.2.2.4 RATES OF RETURN ON PHYSICAL ASSETS .

Wealth held in the form of physical assets such as cars and buildings provides a réturn in
kind. They render services of transport and shelter. Also the real value of physical assets
change as the price level changes. Friedman used - 1/p.dp/dt to represent the return from
holding physical assets. The higher the return from physical assets the lower the demand for

mongy.
’ S

5.2.2.5 TASTES AND PREFERENCES

Friedman considered tastes and preferences (u) as another element of demand for money
function. As in the case of microeconomic demand theory, tastes are assumed to be given in
the short run. Similarly, in the case of demand for money also tastes are assumed to given as
they are governed by many nstitutional factors.

Hénce, the demand for money by wealth holders money be expressed as follows: -
Md=f(W.Q, p, AP/P, 1b, re,u)
Here, W= wea'lth_._ Q = ratio of non-human to human wealth, rb = rate of retumn on bonds,

f¢ = rate of retum on equitics, p = price level, AP/P = rate of return on money and physical
assets, u = tates and preferences. ' \ : ' '

- Since W is represented by its proxy i.e. permanent income (Yp), it is substituted generally -

n the place of W.

53 DEMAND FOR MONEY BY BUSINESS UNITS

——————— T _-.—._.—..___.__h_..—._._n_-_ —

For business enterprises money is like any other productive resource.  The demand for
money by business units is similar to that of ultimate wealth holders. However, wealth term is
less useful for business units. It is replaced by volume of transactions (T). U variable is
broadened to include technological production functions, The demand for maaey by business
enterprises may be expressed like their- : *

: Mdf = f(T- Pmt, Pil: U)

£2 is dropped because it is iot relevant here, Pmt stands for the retum o_ﬁ money, Pit for

return on other assels at any period of time. T stands for volume of transactions,

' 54 FULL DEMAND FOR MONEY FUNCTION

”Fl?e d_emapd for money may be aggregated across all ‘wealth holders and business
enterprises in this way. ' '

Md=f(Yp.Q, P-AP/P. tb.re u)
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Here Md = demand for real money holdings, Yp = permanent income,_Q = ratio of non-
human to human wealth, p = price level, AP/P = price change, b = retum on bonds, re = return
on equities. u = tastes and preferences as well as technological conditions.

5.5 TRANSMISSION MECHANISM OF MONEY

In Friedman's model. money is considered to be non-neutral. It influences output,
transactions and prices. Money supply is exogenous and dominates any impulse on nominal
income (PT). These assumptions make the quantity theory of money of Friedman a monetary
theory of nominal income. Let us examine the process in which a change m money suppl'v
affects economic variables. ' '

"In the case of Keynes, the choice is between money and bond.s. Here, portfolio
adjustment involves a wider choice covering both financial and real variables, Several goods

and services enter the scene. Money is a substitute but not necessarily a close substitute for all

sorts of assets. Even then disturbance in monetary equilibrium will cause portfolio adjustment.
it is assumed that money supply is exogenously fixed. The demand for money is stable. Therc
is monctary equilibrium to start with. Under these conditions, if there is an increase in money
supply (AMs) there will be excess money holdings in the economy. It is shown this way:-

Mse + AMs > Mde/P
P

Here, Mse and Mde represent equality of money supply and money demand i.¢. monetary
equilibrium. AMs represents increased money supply and P represents price level.

How to restore monetary equilibrium is the problem. Given the stability of demand for
money, price level must rise Lo restore monetary equilibrium. It is shown this way: Msy/Pi =
Mdi/Pi. Adjustment is supposed to take place through the purchase of a wide range of assets.
The rise in the demand for these assets results leads to the increase in their prices. This
induces individuals to hold nominal cash balances willingly, Monetary equilibrium is restored
through "riffle cffect” on the different asset markets.

The classical economists have examined the effect of increased money supply on prices in
a mechanical way. MT— PT. In their model output is fixed due to the assumption of full
employment. In the Keynesian model the entire effect of monetary expansion is on output due
to underemployment equilibrium. But according to monetarists of Friedman school monetary
expansion affects output as well as prices.. Let us see how it takes place. Monetary expansion
increases the demand for factors of production. For instance let us examinc the casc of
increased demand for labour. Increased demand for. labour leads to a rise in money wages.
Conscquently, supply of Jabour also increases. This leads to rise in output. In this contest cost
of production goes up. Product prices go up. Real wages remain unchanged. Supply of labour
falls. Employment and output decline to their natural jevels. Prices rise as supply of goods
and services lags behind demand, Hence, employment, outpul and other real variables arc
affected in the short run. In the long run, nominal variables such as nominal income, interest

rates and prices are affected.

5.6 POLICY IMPLICATIONS OF MONE ARISM

There are several policy implications of the monctarism of the Friedman variety. Let us
mention some of them. '
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1) Income vc_é_loci_@”bf money;s the key relationship in maqroeéonomics.* Hc':ncc, moll_lei\;
- supply is the crucial policy-_var_igblc_. Monetary expansion and monetary cont.racl io

arc crucial for economic stabilisation. Money matters. Sometimes monegy alone
matters, _ - |

2} The demand for money is stable. It is a stable- function of a limited number of factors
of which permanént income is the most important onc.

3) Interest rates are not considered to be that important in the determination of (he
demand for money. : _ | . __

4) Discretionary mbnctary and fiscal policy is destabilising. Monetary targeting is
advocated. _ : '

57 DISTINCTION BETWEEN THE CLASSICAL QTM AND FRIEDMAN’S
QTM

There are many differences between the classical quantity theory of money and that of.
Friedman’s. Let us examine some of the points of difference between them,

1} The Ciassical QTM did not show the possibility of substitution bctwecn‘ money and
non-mongy assets. Friedman's QTM shows a wider scope for substitution between
many and all other assets both financial and real.

2) The Cambridge equation of QTM treated K as a constant. (K represents the proportion
‘of money income that the public desires to hold in the form of cash + balance). This
made the relationship between K and Y mechanical. In the case of Friedman, it is a
stable function and explains the monetary transmission mechanism whereby a change
in monev supply gets translated into a changein Y.

3 The Classical QTM was a thedry of prices. Full employment and therefore output
- werc assumed (o be given. Money supply expansion affects price level. In the
Friedman model. QTM is a theory of demand for mouey.

4) The demand for money in the case of Irving Fisher was only for transactions. The
Cambridge school emphasised the store of value function of mosnicy. But Friedman
analysed the demand for money taking into account several variables,

~5) The Classical quality -theory of money was more hypothetical and theoretical
Friedman’s theory is both theoretical and empirical. Heefound permanent income
elasticity of demand for moncy to be at 1.8 percent for the period 1974-1954 in the
USA. Itimplies that 1| percent increase in permanent income would cause 1.8 percent
ncrease in demand for money. Thus, he found the income elasticity of demand for
money. to be more than proportionate, Further, he calculated the demand for real
money balances and income ie. M/P and Y 1o be 0.99, He found the demand for
‘money to be a stable fimction of prices and income, '

6) The Clagsicai QTM was based on the assumption of neutrality of moncy. But this
assumption was rejected by both Keynes and Friedman, Monetary and real variables
were mtegrated through monetary transmission mechanism. .

5.8 DIFFERENCES B ETWEEN THE APPROACH ES OF
FRIEDMAN AND KEYNES

 Let us examine the major points of difference between the approaches of Keynes and
Friedman to monetary theory. '



1} According o Ke)-'|1cs monetary expansion affects output and prices through its effect
on the rate _of interest. - But according to Friedman increase in money supply affects
prices and vields on assets directly. ' ' .

2) Accord_ing to Kevnes, given the liquidity preference, the demand for money is
determined by the rate of interest. But according to Friedman the demand for money 1s
determined by the desired real balance. . ]

3) Kevnes had in mind two asset models, money and bonds. But Fricdman's ts a multi-
assct model, '

'4) According to Kevnes monetary expansion leads to a. fall in the rate of interest. The

f:xc'cption is the case of liquidity trap. But according to Friedman fall in the rate of

interest occurs only in the initial stage. But subsequently, due to economic expansion,
~ rale of interest goes up. Thercfore the nct effect of monetary expansion is to raise the
_ nominal rate of interest. ' '

3) '_I"he_major difference between monetary and Keynesians is that consumer expenditure
s stimulated directly along with expenditure on capital goods instead of being induced
indirectly through the multiplier effects of investment. ' .

5.9 CRITICISM AGAINST FRIEDMAN’S THEORY

‘L)|

6.

A major point of criticism against Friedman’s theory is the way in which he defines money '

supply. It is broadly defined. It includes commercial bank time deposits also. 1t is equal
to M- in India. When money is parrowly defined (M)) income elasticity of demand for
money will not be as high as 1.8. (M includes currency with the public and demand
deposits with banks). : g

Friedman's use of broadly defined money has another limitation. It leads to an
understatement of the effect of interest on the demand for tmoney. It is known that
currency and demand deposits are non-interest bearing assets. But time deposits camn
interest. Consequently when interest rates’ go up including interest rates on time deposits,
the demand for currency and demand deposits falls. But the demand for time deposits
rises. If the increase in time deposits is combined with the decrease in currency and

demand deposits. the net decrease in the total is smaller than the decrease in currency and

demand deposits alone. 1t is for this reason Milton Friedman found the interest rate to have
a weak cflect on the demand for money. ' '

Friedman's argument that the interest rate varies in the same dircction as the moncy supply
is questioned by the Keynesians.

According to Friedman money above matters in explaining major economic fluctuations.
But this contention is questioncd by his critics. They opinc that money also matters.

Historically money supply 1s not independent of changes in prices and incomes. But

' Friedman assumed it to be independent. Money supply itself 1s determined by prices and

incomes as it also determines prices and incomes. Thus the causation is both ways.

Friedman relegates fiscal policy to the background. But Fiscalists do not agree with his
logic. '

The concept of “permanent income’ is theorctically sound. But there are no statistics on
such incomie. [t is to be estimated. : .
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point inflation for the week ended on 1* June, 2002 was 1.5%. It means compared 16 the prices -

prevailing in the weck ended on 1% June, 2001, the prices now are higher by 1.5%.

6.6 EFFECTS OF INFLATION

At the outset, it should be noted neither inflation nor deflation is good. Both are rogues
and harm the economy, and therefore, they should be banished.. However,_thqrc is some
evidence that a mild and very slow increase in prices is conducive for higher investmernt,
production and employment. During periods of inflation certain classes of peoplfa may gain or
lose temporarily. In the long run, probably none gains from inflation. During rising periods of
prices, debtors of money gain and creditors of money (banks, money lenders ctc;).l_ose because
value of money decreases. Generally busincssmen and producers gam, Fixed money
incomists like contract labour or contractors lose. - Inflation -has inherent tendency - to shift
incomes and wealth from the poor to rich class. Capitalists as a class will gain from inflation.

By redistributing income from the poor to rich, inflation adversely affects living standards of

the poor. The worst sufferers of inflation are the agricultural labourers, asset less poor and the
uncmploved. :

6.7 CONTROL OF INFLATION—SHORT RUN AND LONG RUN

As inflation is a multi-faceted phenomenon, it is not easy to banish it. It is noted that
-inflation occurs when demand exceeds supply. From this it can be inferred \sat inflation can
be controlled either by reducing demand or increasing supply. It means inflation can be
constrained through either demand management or supply ‘management or both. However,
the best solution to inflation is to raise production and productivity. But this is possible only in
the long run by providing adequate infrastructurc facilities, effecting innovations in production
techniqués and providing inputs including credit and marketing facilities. In (he short run, it
can be constrained by focusing attention mainly on demand management and partly on supply
management. Fixing minimum prices and wide spread network of public distributing system
arc esscntial for price control. Though control of hoarding and black marketing, rising prices

can be arrested. One of the_.temporary but quickest methods to control inflation is to import the .

goods. which are in shortage. This is not a desirable method in the long run because imports
_require foreign exchange and the latter can be obtained only when a country is able to produce
more and export more, ’ '

Demand can be managed through suitable macro economic policy. A mix of monetary
and fiscal policies may be used. Rationing bank loans, raising interest rates and reducing

money supply are monetary tools to control inflation. A reduction in’ prhilic expenditure

through reduction in subsidies and activities of public enterprises will reduce money incomes
of the people leading to reduced demand and prices. Taxation is another measure to reduce
public demand for goods and services. ‘The ultimate solution to inflation lies in faster growth

through reduced costs ad increased productivity. . .

6.8 SUMMARY

This unit took a view the problem of the multi-Taceted problem of inflation and di scussed
tts various aspects. Inflation means mcreased prices but every rise in price may nol constitute
inflation. Sustained increase in prices over time is called mflation. It is a situation is which-
general level of prices or average price level rises or value of moncy falls. It is not proper to

define it as too much money chasing too few goods because without reference to money,
: o T
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‘inflation can be analysed. “The concepts of deflation, disinflation, reflation and stagflation are

discussed. Also you were explained partial and full inflation following JM Keynes: Itis noted

depending on the intensity, inflation may be called crecping, walking or galloping. Inflation is
explained variously and we have today quite a few theories. The oldest explanation is in terms
of quantity theory. There are demand pull and cost push explanations. Structurilists. Post
Kenynesians and Phillips forwarded altemnative explanations. The root cause of inflation is the
structure of economy and pattern of investment. Wrong pattermn of investment is the root cause

of in_ﬂation. Money is not originating but aggravating factor of inflation. Deficit financing or.

increased money supply by ifself is not bad. Inflation depends on thc purpose for which it is
used. ' ' :

Inflation is measured as a rate. per period. It is measured both in terms of WP{ and CPL
While general inflation is measured in terms of WP urban inflation is méasured with the help
of CPI industrial workers and rural infiation in terms of CPI agricultural labour. On point basis
also inflation can be-measured. In the short period, during periods of inflation debtors lose and
creditors gain. Al fixed money incomists undergo loss. . Businessmen. producers and
capitalists gain. Inflation redistributes wealth and income from the poor to rich. As inflation is
a multi-faceted phenomenon, it cannot be controlled easily. A multi-pronged attack is necded.
It can be tackled through demand or supply management. Fiscal and monetary tools are uscd
1o reduce inflationary pressures. Imports quickly address inflation problem but it is unsuttable
in the long run. The best solution to inflation is raising production and productivity which is
possible in the long run. ' :

6.9 CHECK YOUR PROGRESS _
" L. Answer the following questions in about 4 or 5 lines each.
1. Whatis inﬂation'?
2. Explain the differences between inflation and stagflation.
‘3. Explain the Phillips curve inflation.
4. List the effects of inflation. -

6.10 GLOSSARY

lnﬂatidﬁ ' . Sustained increase in prices overtime.

Stagflation . . Co-existence of high unemployment and _high
inflation or rising unemployment with rising
prices. : :

Point to Point Inflation . . Rise in prices during a given week, month etc. in

the current period and compared to (he prices in
 the same period in the previous year.

Phillips Curve Hypothesis It correiates inflation and unemployment and
' postulates trade off in controlling inflationary
unemployment. It says that the relation between
inflation and unemployment 1s opposile.

64



2. Gcbffrcy E.J. Dennis. Mﬁletary Economlcs,
' Longrman, London, 1981.

~ 3. Milton Friedman : .The Quantity Theory of Money: A Restatement,
_ ==Studu;s in the Quantity Theory,
f‘fhwago University Press, 1956.

4, Laidler : DEW Demand for Money: Theories and
Evidence, .Dun Donnelly, New York.

-

- Prof. G. Raghava Reddy

57



UNIT — 6 : THEORIES OF INFLATION

Contents
6.0 . Objectives
6.1 Introduction
- 6.2 Meaning of Inflation
6.3 Related Concepts of Inflation
64  Explanation of éausé:s of Inflation and Theories
64.1 Classical Theory of Quantity of Money
642 Demand-Pull Explanation
6.4.3 Cost-Push Explanation
6.4.4 Structuralists Explanation
6.4.5 Phillips-Curve Explanation
6.4.6 Post-Keynesians Explanation
6.5 Mcasurement of Inflatiod | |
66 Effects of Inflation
67 Control of Inflation —- Short Run and Long Run
. 6.8 Summary
6.9 Check Your Progress
6.10 G]oﬁsary
611 Model Examination Questions
6.12 Suggested Books

.o

6.0 OBJECTIVES

The aim of this unit is to explain you various aspects of a universal problem, called
inflation.

Aftter reading this unit, you will be able to:

s know the meaning of inflation and other related concepts:

explain the various causcs to the inflation and theories developed on the inflation; and

« cxplain how the inflation 15 measured and why inflation be controlled?

6.1 INTRODUCTION

jous unit, you learnt construction of index numberé and measurement of
changes in prices. . Dunng the two periods considered, you noticed changes in prices in the
as why do prices change, which classes are

upward direction. You may ask questions such _
affected adverscly and how is inflation measured? This unit is intended to answer these

questions and other related aspects. Inflation has been a major problem of concern ‘almost in
ail the countries and in particular. in the developing countries. Differént economists, from time
to time. suggested methods to tackle the issue. Modern governments explicitly aim at control

In the prev
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510 SUMMARY

Friedman's quantity theory of money is basically a theory of demand for money.
Friedinan. identifies four .important determinants of the demand.for money. They are (1)
permanent income (2) level of prices (3) the rate of return on money and other assets and (4)
the ratc of increase in the price level. Varicties in the first two determinants cause demand for
money In the some direction. Movements in the last two determinants cause the demand for
money in the opposite dircctive. With price level variations the variations in money demand 1s
proportional. With variations in real income the variation in money demand is more than
proportional. There are several differences between the -classical and Keynesian quantity
theory of money and that of Friedman, However, there are also a few similaritics between the
Keynesian and Fricdman's theory. If we assume € and U of Friedman's equation as constant
and treat price level and price level changes as given and equatc rb and re with i, then
Friedman’s demand for money gets reduced to two determinants on Iyie Ypandi. Inthe case
of Keynes Y represents absolute income and Yp of Friedman represents permanent income, If
they are equated i.e. Y=Yp then there is no difference between the demand function for money
of Keynes [Md=f(Y,1)] and that of Friedman [Md = f(Yp, i)]. But this is an over simplication.
We need to take into account all the determinants identificd by Fricdman into account.
Monetary transmission mechanism directly operates on the economic variables and thereby
makes monetary policy more cffective in economic stabilisation.

3.11 CHECK YOUR PROGRESS

I. Answer the fuilowing_question_s in about 4 or 5 lines each.

1. What are the determinants of demand for money according to Friedman? -
2. How is wealth classified by Friedman? And why?

3. Examine the relationship between the ratio of non-human wealth to human wealth {€2) and
demand for money. : . _ '

4. How do the rates of return on money and other assets influence the demand for money?

w

Explain the demand for money by business enterprises,
6. How is monetary disequibrium corrected?

7. Explain the monetary transmission mechanism of the monetarists.

5.2 GLOSSARY

Asset Ownership _ -t Ownersh_ip of a wide variety of assets, financial
: : and physical, human and non-human that generate
mcome for owners. '

Asset Substitution : Use of one asset by replacing another asset:
: Example withdrawing demand deposits and
purchasing company shares.

I nc/ome.Elasticity of Bemand for  : The responsiveness of the quantity of money

‘Money _ demanded to changes in income. It is measured by
proportionate change in money demanded to )
proportionate change in income. It may be stated

thus: -(Amd/md)!(Ay/y)>0



Model : An analytical framework used to portray functional
relationships among economic variables.
~ Monetarism + Itis the view that money supply is the principal
' determinant of levels of output and employment in
the short and price level in the long run.
Monetary Equiiib rium : The balance between money supply and money

demand ;: Ms = Md. .

Monetary Transmission Mechanism : It is the process by which money supply changes: =

impinge upon major macro economic variables.

Money Supply: : Sum of total currency in circulation plus bank

demand deposits (M1) plus savings bank time
deposits (M2). It is a stock concept.

Real stock of Money + Itis the real amount of money demanded i.c.
' Md/P. o
Real Rate of Interest . It is equal to the nominal interest rate minus the
rate of-inflation i.e. R=1—P.
" Permanent Income - : A properly weighed average of past, present and

future Incomes.

Portfolio Adjustment . The exchange of one type of asset for another asset

with a view to maximising income and wealth.

'5.13 MODEL EXAMINATION QUESTIONS

I. Ansi;'-é‘r tﬁe@gﬂﬂgwmg questions in about 30 lines each

L.
2.
3.

Eixamine the salient features of Friedman'’s theory of demand for money.

Outlime the quantity theory of Money of Friedman and compare it with the earlier
ones. ' '

Explain the monetary transmission mechanism of Friedman.

fI. Answer the following questions in about 15 lines each

1

2.
3
4

" How is the demand for money by business firms determined?

What are the different assets that can be substituted for money? Explain.
Compare the QTM of Fricdman with the QTM of classicals.

_ What are the major points of criticism against the QTM of Friedman? Explain.

5.14 SUGGESTED BOOKS

1. Dwayne Wrightsman

. An Introduction to Monetary Theory and Policy,
The Free Press, New York, 1976.
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of inﬂ'aﬁdn th_rough various “policies ‘and fools. As-it has serious effects, everybody is

concerned with and discusses the issue. Since the 1960s, a new problem has been faced,

especially by the developed countries called stagflation. This unit helps you to understand the
problem in its vanious dimensions. ' :

6.2 MEANING OF INFLATION _

Al!h.ough‘thc'tenn inflation is frequently used by many people and is discussed very often,

many do not understand its exact meaning and causation. Although inflation means a rise in _

prices. every increase in price is not inflation. Similarly, deflation means a fall m prices but
cvery - decrease in price does not constitute deflation. Fon: instance, due to temporary
difficulties in transport, disturbances, bandhs, strikes etc. irmhediatcly:priccs may rise or f§ll.
However. once normaley is restored, previous prices are likely to prevail. Therefore, every rise
i price is not to be equated with the inflation. Seasonal or occasional increases in prices

should not be called inflation. Then what is inflation? Inflation refers to a situation wherein |
there is a sustained increase in the lovel of prices overtime. It thus means continuous or

~ persistent rise in prices and not once-over change. Inflation is a state of affairs in which value
of money falls or prices are rising.” Sometimes, it is wrongly defined as a situation wherein too
much money is chasing too fow goods. Strictly speaking; inflation can be understood without
refercnce to supply of money. We shall feturn to thistater. o '

6.3 RELATED CONCEPTS OF INFLATION

You have noted that inflation and deflation are appbéite cdnccpts, deﬁoling' risc and fall in

prices respectively. .You may briefly note the meanings of disinflation and reflation and

stagflation, When prices are rising, governments take measures to reduce them, this is called

disinflation, It ig the process of reversing inflation wiﬂl;out'causing reduction in emplovment

governments take measures 1o mildly inctease prices. This is called reflation. 1t is dcliberately;

undetiaken to redress bad cffects of deflation, It is a type of controlled”inflation. Under -

reflation, prices rise slowly and gradually.

' According to JM Keynes, il_iiﬂafibn' isa post-fill employment phenomenon, It means

prices do not increase so long there is unemployment. Because, existence of unemployment

increases. sooner production also increases and prices do not increase. However, Keynes

adpli_lg that in t!?e later stages of expansion, price leave may increase due to certain bottlenecks,
This increase in pricés before full employment is not reai inflation, but may be called

“bottlencck inflation”, Put differently, there are partial and full inflation. The rige in prices

upto the level of full employment may be called partial inflation because the increase in prices

induces increase in production. This is the situation in developing cconomies. When prices
nise afier full cmployment, as production does not incrcasc._ it is called full inflation. This is
the situation in developed sconomies with near full employment.

~Tnflationary Reces_sa"dr_l' or Stagflation is relatively 2 recent phenomenon faced from the
1960s.” The term stagflation )
Stagnation .means no growth or constancy and, inflation means rise in prices.  Under

El

with rising prices. It is held that generally prices rise after ful) employment. However, since

is formed by combining two words---stagnation and inflation
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- the 1960s many countries aré-f&b'mg rise in prices even before full employment and with much '

unemployment. This peculiar problem is catied stagflation.

Therc are variants of inflation depending on degree of rise in prices. Ticy are ci'e'éﬁing

walking and running or galloping inflation. When prices rise slowly it is croeping inflation. -

W_hcn. the rise in prices is considerable. it is called walking inflation. When increase in the
price is substantial and prices rise from day to day. it is called galloping or running inflation.

6.4 EXPLANATION OF CAUSES OF INFALTION AND
THEORIES '

Today we have at_ jeast five broad explanations of inflation. Tixey are: quantity theory,
demand pull. cost push, structuralist, Phillips curve, Post-Kevnesian explanations.

6.4.1 CLASSICAL THEORY OF QUANTITY OF MONEY

For a long time, the concept of inflation was understood in terms of Classical theory of
money called Quantity Theory. Classicals assume neutrality of money. It means thati-moncy
serves as medium of exchange only and docs not affect real economy. Money is simply an
intermediary. facilitating sale and purchase transactions and has no impaci on production.
Thereforc. when money supply ises. it simply pushes up prices. Tt treats inflation as a purely
monetary phenomenon, In the recent decades, Milton Feedman supports the view that inflation
evervwhere and anywhere is a monetary phenomenon. '

It is said that inflation means too much moncy in the context of too few goods. Classical
economists like Fishér, based on certain assumptions, rewrite the identity of PT=MV as a
function---P=RMV/T). Here P stands for Average Prince, “” the function (simple meaning of
function is that the lcft hand side variable P depends on the right hand side variables of
M.V.T), T = Number of Transactions, V = Velocity of Circulation (or number of times a unit
of currency changes hands during 2 period) and M denotes Quantity of Money. Assuming only
M changes and V. T do not change, the classical theory states that P will change in proportion
to changes in M. 1t means, double the supply of money, double will be prices and vice versa.

This theory is probably truc in the long run, where full employment is likely to emst without

technicat progress. lts agiplication to short period is very limited.
6.4.2 DEMAND-PULL EXPLANATION

It is pointed out that inflation occurs whenever demand for goods and services 15 pulled
over and above what the cconomy can bear in the short-run.. Suppose in the short-run an
economy has capacity to produce and supply say, 100 units. If the immediate demand is more
than 100 units, prices nse. ‘The question now is why the demand is pulled above the capacity
of the economy? There are two yariants of explanations to this question. While one is given
by quantity theorists, another is given by Keynesians. As noted carlier, economists who
supported quantity theory argue that demand is pulled by increased supply of money. Since
they identify supply of monev as the causative factor, the solution to inflation lies in reducing
quantity of money in circulation. Keynesians too hold that when demand is pulled above what
the economy can bear, ptices rise. Howcever, the reason for increase in demand is different.
They say that due to rise in autonomous government expenditure and investment, demand is

pulled up pushing prices upward. since they identify investment as cause, to control inflation
the expenditure of the government is to be reduced. '
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6.43 COST-PUSH EXPLANATION

I_.;fdt.on]y a rise-in demand raiscs prices, an autonomous incregsc n costs of prot%uctmn
also raises prices. This is called cost-push explanation. Itis a situat.lon wherein prices rise .due
* to increase in factor prices. It occurs when production factors get higher money incomes more
than their real productivity, According to this approach, inflation is due to an increase in
‘production costs. It is quite possible for various reasons interest cost or profit cost or wage
cost may rise. Since price depends on costs, a rise in the constituents of production cost will
push up. prices. In oligapoly situation, businessman raise their mark up (rawe of .proﬁg and
thereby total cost of production is pushed up, Due to this prices rise. Also whan--;_ancc‘s fise, to
protect standard of living, workers agitate for rise in wages and in oligopoly situation with
strong trade unions. workers succeed in getting higher money wages. The increased mency
wages will increase total cost of production and sets in motion forces causing further increase
mn prices, :This is called wage sets in motion forces causing further increase in prices. This is
called wage spiral. Similarly, an autonomous increase in raw materials costs also will lead to
rise in prices. ' :

It is important to remember that the demand-pull and cost-push explanations are not
mutually exclusive. . Once prices rise due to excess demand {demand-puil), it soon Icads the
economy into cost inflation.  When consumer goods prices increase, workers demand higher
wages leading to rise in cost of production. ' Also due to demand inflation, prices of raw
matesials may increase. Thus, it is difficull to draw line between demand and cost inflation.
Often they go-together aggravating the problem. It is held that the actual inflationary process

contains some elements of both demand and cost inflation. During an inflationary process,

both demand pull and cost push factors simultaneously operate. Inflation may be caused either

by increase in demand or cost but it cannot be sustained if both are not operating,
6.4.4 STRUCTURALISTS EXPLANATION

: Struc_turﬁlist;_ like Gunnar Myrdal and Streeten argue that for the less developed countries
aggregate analysis is not useful, because of the market imperfections and lack of proper
coordination among different sectors. In these countries what is prevailing is not one general
inflation but sectoral inflation situations, They are structurally backward, characterised by
rigidities, and hence they do not quickly respond to price and profit signals. In these nalioni
and hence. they do not quickly respond to price and profit signais. In thesc nations, the very
process of development leads to inflation and most of the increase in prices is due to structural

- deficiencies. Also. simultaner)us_ly, shortages are seen in some sectors while others ‘have
excess capacity. Consequently, in the former prices rise and in the latter they fall. Economic
development requires t‘:on‘St'an't'changes in the form of production, in economic and social

, Structure, and in pattern of income distribution. Failure to make these changes in time or

. iazdeﬁquately leads t0'-mai_a1_;ljust£ncnts and stresses which release latent and powerful inﬂatibnary
forces. : '

.64.5 PHILLIPS-CURVE EXPLANATION
AW Phillips of'Bﬁtain, based on empirical data, proposed in 1958 what is Lnown as
have low inflation or si;able'pridcs, an economy should tolerate high unemployment, I;_" it

desires low unemployment, it should not mind for high level of inflation, The postulated irade

*
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oft" between inflation and unemployment is challenged by many economists; especially by
Milton Fredman. The latter says that there is not trade off between controlling in_ﬂat-ioh and

unemployment. He says that th;"lon_g_ ran Phillips curve is 4 vertical straight ling and not -

downward sloping curve.

6.46 POST-KEYNESIANS EXPLANATION

[n explaining inflation, Post-Keynesians attach importance to institutional factors {or
property pwnership), social classes (class-structure) and autonomous investment controlied by
profit recipients. They hold that institutional factors determine distribution of income between
wage _and pr(l)ﬁt-eamers. ‘They view inflation as a consequence of conflict over income shares
among 4 major groups viz. workers, capitalists, government and foreign sector. Each attempts
to secure a large part of the income in the shape of wages, ‘profits, taxes and import
prices/interest/profits respectively. Further, the conflict among the different groups and the
response of money supply causes inflation. ' S

In summing up the explanations, let us note the root ¢ause of inflation. Inflation is a
multi-faceted. phenomenon affected by many factors--—-economic and non-economic, interal
and external. It is known that prices rise or fall when demand for goods and services is not
equal to their supply. If demand exceeds supply, prices rise and conversely if supply exceeds
demand deflation occurs. Byt why demand is greater or lesser than supply? Answer to this
auestion is the real explanation of inflation. Given the institutional structure, it is the patiem of
investment the determines inflation. This is-the main or originating factor of inflation. If the
given total investment is allocated in a balanced way between short and long gestation projects.
and productive & unproductive activities, demand and supply will be in equality. Therefore,
prices neither increase nor decrease. ‘Money is not originating factor but aggravating cause.
it is admitted (hat without increase in money supply, inflation cannot be sustained. It is wrong
to say that deficit financing or increased money . supply, by itself, causes inflation. Wha is
important is not so much the quantum of money but for what purpose the quantity of money
was used. If the deficit financing or increased money supply was used for productive purpose
with balanced pattern of investment, it will not lead to inflation, but on the other hand it
reduces inflation. Ve ' '

6.5 MEASUREMENT OF INFLATION

For practical purpose, inflation is to be measured. It is measured as a rate or percent per
period. There can be a variety of inflation rates depending on the time period chosen, Unless
otherwise indicated, one-year ‘time is considered in measurnng inflation rate. To measure
inflation rate. average prices are to be caleulated. For this purpose, as noted in Unit 2, there are
two broad standards-—-wholesale and retail price index numbers. Popularly they are called
Whelesale Price Index (WPD) and Consumer Price Index(CPI). In India, inflation is measured
both in WP1 and CP1. Within CP1 there arc three variants viz. CP1 for Industrial Workers, CPlI
for Urban Non-Manual Employees and CPI for Agricultural Labour. For general purpose, it is
measured in WPL To know changes in cost of living of common people and to know urban
inflation, it is measured in CPl Industrial Workers. On the other hand, CP1 Agricultural
Labour is used to measure rural inflation. Annual inflation rate is worked out on the basis of
average change "in the prices in 52 weeks. . There is another mcasure-—-point-to-paint
inflation. It 1s measured as change in prices on a given day, week, month, quartér or end of a
month in the current year. compared to the same day. week etc. in the previous year. For
“exanple, the average inflation rate in India during 2001-02 (52 weeks) is 3.6%. 1t means, if
the average price in the previous year 2000-01 is 100, in the current year it is 103.6. Point to
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point inflation for the week ended on1* June, 2002 was 1.5%. It ‘?’Fans compared 1o the prices
prevailing in the week ended on ¥ June, 2001, the prices now are higher by 1.5%.

6.6 EFFECTS OF INFLATION

Al the (.Jutse.t., it should be noted neither inflation nor deflation is good. Both are rogues
and harm the economy, and therefore, they should be banished. Howcv?r, : thgrc IS some
evidence that a mild and very slow increase in prices is conducive for higher investment,

production and employment. During periods of inflation certain classes of peoPlg may gain or
lose temporarily, In the long run, probably none gains from inflation. ‘During rising periods of
prices, debtors of money gain and creditors of mongy (banks, money lenders etc.) lose because
value of money decreases. Generally businessmen and producers gain. Fixed meney
incomists like contract labour or contractors lose... Inflation -has inherent tendency - to shift

incomes and wealth from the poor to rich class. Capitalists as a class will gain from inflation.

By redistributing income from the poor to rich, inflation adversely affects living standards of

the poor. The worst-sufferers of inflation are the agricultural labourers, asset less poor and the
unemploved. S

6.7 CONTRO L'.O.F INFLATION---SHORT RUN AND LONG RUN

As inflation is a multi-faceted phenomenon, it is not casy to banish it. It is noted that
-inflation occurs when demand excecds supply. From this it can be inferred Ciat inflation can

be controlied either by reducing demand or increasing supply. It means inflation can be

constrained through either demand management or supply management or both. -However,
the best solution to inflation is to raise production and productivity. But this is possible only in
the long run by prov iding adequate infrastructure facilities, effecting innovations in production

management. Fixing minimum prices and wide spread network of public distributing system
arc essential for price control, ‘Though control of hoarding and black marketing, rising prices
can be arrested. One of the temporary but quickest methods to control inflation is to import the
goods, which are in shortage, This is not & desirable method in the long run becanse imports

_require foreign excha nge and the latier can be obtained only when a country is able to produce
more and export more. ' '

and fiscal policies may be used. Rationing bank’ loans, raising interest rates and reduc'i‘n;g
money supply arc monetary tools to control inflation, A reduction in’ public expenditure
through reduction in subsidies and activities of public enterpriscs will reduce money incomes
af the people leading to reduced demand and prices. Taxation 1s another measure to reduce
public demand for goods and services. “The ultimate solution to inflation lies in faster growth
through reduced costs ad mereased productivity'. s R :

6.8 SUMMARY .

This unit took a view the problem of the multi-faceted problem of inflation and discusse.d '

its Yanous aspects:  faflation means inereased prices byt every rise in price may not constitute
mflation. Sustained ncrease in prices over time is called inflation. It is a situation is which
goneral level of prices or average price level rises or value-of money falls, It is not proper to

define it as too much money chasing too fow goods because without reference to money,
. ) : i
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inflation can be analysed 'T__hé cbnc.epts of deflation, disinflation, reflation anﬂ stagflation are -

discussed. Also you wqre_ei;glaincd partial and full inflation. following JM Keynes: It is noted
depending on the intensity, inflation may be called creeping, walking or galioping. Inflation is
- explained variously and we have today quite a few theories. The oidest explanation is in terms
of quantity theory. There are demand pull and cost push explanations. Structurilists, Post
Kenynesians and Phillips forwarded alternative explanations. The root cause of inflation is the
structure of economy and pattern of investment. Wrong pattern of investment is the root cause

of inflation. Money is not originating but aggravating factor of inflation. Deficit financing or.

increased money supply by itself is not bad. [nflation depends on the purpose for which it is
used. : - ' '

| Inflation is measured as a rafo. per period. It is measured both in terms of WPJ and CPL

While general inflation is measured in terms of WP, urban inflation is measured with the help
of CPl industrial workers and rural inflation in terms of CP1 agricultural labour. On point basis
“also inflation can be measured. In the short period, during periods of inflation debtors lose and
creditors gain. Al fixed money incomists undergo loss. Businessmen, producers and
capitalists gain. Inflation redisiributes wealth and income from the poor'to rich. As inflation is
a multi-faceted phenomenon, it cannot be controlled easily. A multi-pronged attack is needed.

Tt cart be tackled through demand or supply management. Fiscal and monctary tools arc used
to reduce inflationary pressures. Imports quickly address inflation problem but it is unsuitable
in the long run. The best solution to inflation is raising production and productivity which is

possible in the long run.

6.9 CHECK YOUR PROGRESS

_ L. Answer the foilowing:qiles_tiﬂns in about 4 or 5 lines each.

1. Whatis inﬂaﬁon'? ' |

2. Explain the differences between inflation and stagflation.

3. Explain the Phillips curve inflation. o
4. List the effects of inflation.

6.10 GLOSSARY

Inflation

. Sustaincd increase in prices overtime.
Stagflation . Co-existence of high unemployment anld _high
inflation or rising unemployment with rising
prices. - - - :
Point to Point Inflation - ~: Rise inprices during a given week, month etc. in
' B the current period and compared to the prices in
the same petiod in the previous year.
Phillips Curve Hypothesis . Tt correlates inflation and unemployment and

postulatcs trade off in controlling int_lationary
unemployment. it says that the relation between
inflation and unemployment is oppositc.
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6.11 MODEL EXAMINATION QUESTIONS _ o
I. Answer the following questions in about 30 lines each | |
Distinguish between inflation and reflation and deflation and disinflation.
' Explain themesning of inflation and how does it ocoure?

State the catises to mflation. PO
What are the effects of inflation and methods to control if ‘Ev:plam -

W N

I1. Answer the follomng questlons in about 15 lines each. _ -

I. What s inflation? How do you measure it?
2. What do yout mcan by the- cost-push inflation,
3 How does post Keynesian’s define mﬁahon ?.
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This biock does not particularly discusses about the genesis of commercial
banking and it various functions that are performed by the commercial banks in

the Modern Economy- but also explains the rules and regulations of Banking and
how credit is created by them and its importance.

This block contains the following 2 units,

Unit - 7: Commercial.B_a_nking — Functions and Changing Role
Unit — 8: Credit Creation by Commercial Banks
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7.0 OBJECTWES

1 The main objective of this unit is to study the commercial banking, its function and its
Trole. ’ . .

Afier reading this unit, you will be able to

. understand the concept and the evolution of modem banking,
« assess role of banking in the economic growth;

o identify functions of commercial banks: and

o . asscss changing role of commercial banks in the modern days.

7.1 INTRODUCTION

‘Everyone from a student to & pensioner talks about banking and carries out {ransactions
with banks. Banks have been an integral part of their lives. What is a bank? A bank is an
institution, which deals with money. Banks attract deposits from the public that have surplus
money and lend the same to others who are in deficit of money. Thus, just likc a lake where
there is both inflow and outflow and outflow of water, a bank is a financial intermediary mto
which money flows in and money flows out. These deficit financial intermediaries not only
serve as a saving intermediary but also offer transaction deposits (cheque writing deposits)
which are used as medium of exchange. In a way. bank is a market where money is bought
and sold for a price viz., interest rate. People prefer to keep their money in a bank because
they repose confidence in the bank that it will keep their money safe. In fact, it is this
confidence in a bank which is the prerequisite for the successful functioning of any bank. The
bank does its business with others’ money obtained through deposits. The secret of their
business lies in the fact that the bank collects higher interest on their lending and pays less
interest on the deposits. The difference between the two constitutes the profit margin for the

banks.

77 EVOLUTION OF THE MODERN BANKING

There is N0 unanimity among the economisis about the origin of the word ‘bank’. Some
believe that the word was derived from the German word ‘banc” which means a joint stock
firm. Some believe that the word was derived from the Greek word ‘bankque” which indicates
4 "bench’. In Greek and Rome money lenders were known as ‘benghers’ as they used to keep
their coins on the bench for the purpose of changing one type of money into another.

The origins of modern commercial banking are traccable to ancient Limes. The New
Testamenl mentions about the activities of moneychangers in the temples of Jerusalem. In
ancient Greece, around 2000 B.C. the famous temples of Ephesus, Delphi and Olympia, acled
as the store-houses for precious metals and for moncy lending transactions. The Priests of
these temples acted as the financial agents. They lent moncy for public and private purposes at
interest. though they paid none themsclves. In the course of time private moneylenders also
entered the scgne.  The money banking business suffered a setback with the fall of Roman
Empire. During the medicval ages lending was largely in the hands of the Jews. The medieval
Church regarded Usury as an unpardonable sin for a Christian. With the development of trade
and commerce. the Christians also took up the money lending business.

The first bank on modern line viz.. the Bank of Venice was founded in 1157 A.D.
Following this the Bank of Barcelona and the Bank of Geneva were established in 1401 and
1.407 respectively. In 1009 the Bank of Amsterdam and in 1090 the bank of Hamburg were
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ished. The Lombard people of Italy who migrated to England and other parts of E_urqpe
f:;::};m;ﬁy responsible for the development of modern banking in Europe. During the reign
of Queen Elizabeth — I, the banking system was weil developed. But during the relgn.of King
Charles ~ L large gold-holdings were scized from the merchants, Charles - II‘ also_xmpose_d
- several restrictions on the business of goldsmiths and ordered lh‘em to deposit Ih_el_r excess
funds with the ‘Exchequer’. The Bank of England was established in 1694. But the Joint stock

Commercial Banking started flourishing only after the passage of Banking Act of 1833 in -

England.

7.3 GENESIS OF MODERN BANKING IN INDIA

In India, the ancient scriptures make reference to the existence of bankirg activity. The
literature stands a testimony to the existence of banking business during the period. During the
Ramayana and the Mahabharatha periods banking became a full-fledged business act'rv_ity.
Many Smrithis, Dharma Sastras and Arthasastr - made references to the money Iend@g
activity. The Vaishya community was responsible for the development of money lending
business -in India, During the Mughul period, ‘Multans and Shroffs undertook banking
activities to finance international trade and Commerce. Before the advent of the British, Rule
in India, the indigenous banks known by different names, such as Mahajans; Sehts, Sahukars_,
Marvadies, were well developed. With the cstablishment of the East India Company, the
indigenous banks suffered a setback The first bank on modem lines came into existence in
1688 in Madras Province. Another bank was sot up in Bombay in 1724. The employees of
East India Company stated ‘Agency Houses™ in large numbers in Bombay .and Calcutta
provinces. The first bank on moden line viz., the Bank of Hindustan was established in 1770
and subsequently, the Bank of Bengal was established in 1786, Due to the famine of 1788, the
banking business was under in and hence both banks were dissolved in 1791. There were also
many failures . of Agency Houses in the beginning of the (9% Century. Consequently,
Companies Act was passed in 1833 to control and regulate the activities of companies. Later
the system of Agency Houses also disappeared, '

To. fill the void in the banking activities three provisional banks, viz.,, the Bank of Bengal
in 1806, the Bank of Bombay in 1840 and the Bank of Madras in 1843 were established with

_Movement of 1903 gave great impetus for the establishment of new banks, Some important
banks established during this period include Bank of India ( 1906), the Indian Bank (1907), the
"Bank of Baroda {1909y and Central Bank of India (1911). After the first World War.-sc\;eral
banks collapsed. By 1945, there were 144 banks with a capital and reserves of over Rs. 5
lakbs. At the time of Independence in 1947, there were 648 commercial banks with 4,819

rena’medvas the State Bank of India n 1955, In the year ]9_69,.14'maj0r commercial banks
were nationalised and six more banks were nationalized n the year 1980. In ordor to cater to

viz., R_cgipnaf _R’ural Banks were established in 1975, After the beginning. of the erg of
Globalisation since 1991; the bankig sector is thrown open to foreign competition to 2 large
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1.4 '.ROLE OF BANKS IN ECONOMIC DEVELOPMENT

Banks have an important role to play in the economic growth of a country. They facilitate
the growth of industry and commerce and thereby promote the overall cievclopment of a
country. The economic history of developed countrics amply testifies to the contributions of
financial sector, particularly, the banking sector to the economic growth of these countries
particularly during the 19" and 20" centuries. The role of banks in economic growth can be
discussed under the following headings:

7 4.1 PROMOTES CAPITAL FORMATION

Capital formation is the basic requirement of economic devetopment. The rate of capital
formation in turn greatly depends on ihe rate of savings. A fairly developed banking systcm
helps to mobilize smali savings. Particularly in developing countries, due to imperfections in
the market, savings remain idle or misutilised. Under such circumstancts banks mobilize the
scattered small savings and thereby provides safety and security to the savings of the people.
The idle small savings, SO mobilized, constitute a sizeable amousnt, which is channelled to

~ investment and productive activities. Thus banks promote savings, capital formation, and

thercby economic development in the country.
7.4.2 PROMOTES COMMERCE AND INDUSTRY

Banks facilitate the development of trade and industry in the country by providing fixed
and working capital to them. They grant loans and advances to traders and industrialists. By
means of issuing cheques, discounting bills of exchange and by mortgaging promissory notes,
Banks provide adequate credit to promote commercial and industrial activitis in India. Banks
also enable them to harness nEw innovations in bringing about new combinations of factors of
production. Moreover. panks by providing credit to only approved activities in accordance
with the objectives of planned economic development, promote right and desired type of
economic development. Without banks’ credit large-scale investments by individual business
. and industry may not be possible. With the large scale production and specialization, cost of
* production will be low and hence commodities will be avaitable at lower prices.

7.43 PRIORITY SECT OR DEYELOPMENT

| Banks extend considerable amount ‘of finance to agﬁcu‘lmrc, small-scale industry

including artisans, self-employed persons and to export sector. In India these are categorized

as priority sector. Priority-sector lending became mandatory after nationalization ot_‘ major
commercial banks in India. Development of priority sector Ensurcs food security and
employment and reduces inequalities. . :

7.4.4 REDUCES IN REGIONAL IMBALANCES AND ECONOMIC
INEQUALITIES |

Banks pmmote' palanced regional development by minimizing regiopal disparit_i;s n the
development of agriculture and industry. Banks ensure proper and equitable dlsh_'lbutlon pf
investments between developed and backward regions of the country. By establishing a large
qumber of branches in rural and semi-urban and backward areas,_-banks can achieve uniform
development of all the regions. Similarly, by provoking credit to small and mgrgina_l farmers,
agricultoral laboress and weaker sections like SCs, STs and OBCs, banks help in the reduction
of economic inequalities among different sections of the society.
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7.4.5 INCREASES EFFECTIVENESS OF MONETARY POLICY

A well-developed commercial hanking system is an essential precondition for the
effective implementation of monetary policy. Where banking sector is well developed, there
will be grater flow of savings and funds 10 different sectors of the economy. Since the
institutional credit structure is more amenable to control by the monetary authorities, its growth

cenhances the ability of the central bank to control the flow and direction of credit to different

sectors of the economy. Money supply and investment can be regulated according to the
“changing needs and prioritics of the economy. :

7.4.6 STRENGTHENS 'I'HE LINK BETWEEN THE ORGANIZED AND
UNORGANIZED SECTORS S _

The development of commercial banking strengthens the links between the organized and
unorganized sectors of the économy. The growing competition between organized and
unorganized sectors will have the effect of bringing down the ratés of interest in the
unorganized sector as well. Consequently. any impulse initiated by the policy action in the
form of a changc in the cost of credit or its availability is easily transmitted to the unorganized
sector. Thus. banks indirectly influence the credit climate in the unorganized sector as weil.

7.4.7 BANKS fNCREASE MONETIESATION OF THE ECONOMY

Banks help to monetise even the non-monetary transactions. Banks buy debts of other

persons and create equivalent demand deposits, which are as good as money. For example let
us suppose that a credit transaction has taken place between the tradess A and B, Let us also
suppose that trader ~ A who sold the goods to-trader - B in exchange for a Bill of Exchange,
discounts it with the bank. Thus, the trader — gets money immediately and thus the transaction
is monetised. ' -

. —_— ———— —_—— . —
- .

to withdraw their deposits, Only a fow people would come at a time and a small portion of

total _dt?posits would be sufficient to meet their requirements: Hence, the banks lend out the

The functions of com'mercial banks can broadly be classified into two categories:
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"ii) Secondary or Subsidiary functions which vary from bank to bank,idepénding on the
govemnment policy. '

..

Let us discuss these functions in detail.
151 ACCEPTING DEPOSITS

The most important {unction fo commercial banks is accepting deposits from the public.
There jar'e f.‘(.'.tur types of deposits viz., i) Saving Deposits, ii) Current or Demand or Transaction
Deposits, iii) Recurring Deposits and iv) Fixed or Term Deposits. '

75.1.1 SAVING DEPOSITS

Generally, individuals and households who want to keep their savings with banks open
Savings Deposit. The banks place some restrictions on the withdrawals in casc of ordinary
Savings Bank (SB) account. The depositor has to come to the bank personally to withdraw
money. The interest is calculated on the minimum balances maintained during the specified
period of each month. In the case of special SB account, cheque facility is given to the account
holder. The accountholder can give cheque to any bady if he maintains the required balance in
his account. The minimum balance to be maintained in the case of SB account with cheque
facility is generally high. It varies from bank to bank.” '
7.5.1.2 DEMAND DEPOSITS

Demand deposits are- also known as current account deposits of transaction deposits.
Business people and individuals generally open thesc deposits. The depositors are free to
operate the account without any restrictions. Hence, these deposits carry no interest. Cheques
are generally used to withdraw money. This type of deposit account is highly suitable for the
businessmen because they can avoid the risk of carrying huge cash with them. Generally.
banks collect some incidental charges on these accounts. This is the most important type of
deposit, which results in multiple expansion of credit in the economy.

4 5.1.3 RECURRING DEPOSITS

In the case of recurring deposits’ the accountholder deposits some fixed amount
pedodically for a specified period, say for one year, or two years etc. At the end of the period,
the accumulated amount with interest is paid back to the account holder. During the period,
the account holder can get loan against the recurring deposit amount. Salaried _pcople,

pensioners, children etc.. generally open the recusring deposit (RD) account.

7.5.1.4 FIXED OR TERM DEPOSITS

Fixed deposit is also known as Term deposit. The fixed deposit is made for a specified
period of time, say for six months, one year to two years etc. ‘The rate of interest depends upon
the length of the period. Longer the peried of the deposit, higher is the rate of interest.
Generally, banks do not allow withdrawal of the amount before the expiry of the period, but
some times banks may permit termination of the term deposit by reducing the amount of
interest payable to the deposit holder. These term deposit bonds can be used 2s security to get
loans from the banks. - Since banks are sure that these deposits will not be withdrawn during

“the specified period, the proceeds of these deposits can be profitably e_mployed elsewhere for a
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longer period. Hence, banks attach more importance to these deposits. Since time deposits arc
non-negotiable instruments, they cannot be used as cheques. .

7.5.2 ADVANCING LOANS

" Another important fanction of banks is granting loans and advances to agriculture,
business and to general public. Banks use their surplus funds to grant loans and advanceg to
gencral public against personal security of the borrowers or against the documents, or against
collateral and marketable securities.. Historically, commercial banks made mostly short-term
loans of less than one-year matutity to business and agricultural that requires short-term credit.
They are also prepared to pay a higher rate of interest. ‘Generally commercial banks make four_
types of loans viz., direct loans, over-draft, cash credits and discounting bills.

7521 DIRECT LOANS

Direct or Personal Loans are made to individuals against personal security of the borrower
with or without surety depending upon the credit worthiness of the borrower, In recent vears
housing loans for construction and outri ght purchase of houses are provided on liberal terms.

7.5.2.2 OVER DRAFT FACILITIES

The current account Holders are given overdraft facility by which they are allowed to
overdraw their accounts upto a specified level fixed by the bank, Interest is charged only for
the amount withdrawn and not for the entire facility, The period of overdraft is fixed by
mutual agreement between the banker and account holder. |

7.5.2.3 CASH CREDIT

Under the cash credit facility,'loans are advanced against securities such as shares,
promissory notes eic. - - ' '

7.5.2.4 DISCOUNTING BILLS OF EXCHANGE

The purchaser of the goods affixes his signature by accepting the terms and conditions of sale,
The period of pPayment is generaily 90 days with a grace period of 3 days. Meanwhile if the
seller needs the money he can get the bil] discounted with his banker and thereby he can gel the
amount. The purchaser gets the goods without making any payment, The bank also benefits

from the transaction in the form of discount money. This type of lending money is very much
common 1 the case of commercial ‘banks. .

7.5.3 SUBSIDIARY FUNCTIONS

Apart from the above primary functions, banks also perform several other fuinctions.
These include agency services and genera) utility services. :

7.5.3.1 AGENCY SERVICES

Commercial banks pc'rfonn certain functions as an agent for and on behaif of their
customers. Some of thege functions are collection and payment of promissory notes, cheques,



-

blll_s _of e.»_;ch‘ang_c and other commercial instruments, interest, dividends, subscriptions, rents or
other periodical receipts and payment like income tax, insurance premiﬁm ¢tc. Banks “also bu
and.seil shares and securities on behalf of customers. Banks take up the rcsponsibility o};‘
remitting drafts. mails or telegraphic transfers on behalf of customers. Some times banks act
as exceutor. trustee and attomey for their customers. They also provide information about
profitable avenues of investment and advise the customers in complicated matters such as
portfolio investment. ' '

7.5.3.2 GENERAL UTILITY SREVICES

A commercial bank also performs certain general utility services. They include Dissuing '

letters of credit to ils customers, ii) issuing of bank draft, travelers’ cheques and mail transfers
t. transfer funds {rom on place to another place, iii) dealing with foreign cxchange transactions
and accepting the foreign bills of exchange. iv) standing as referee Lo the financial standing and
credit worthiness of 1ts customers, v} underwriting loans raised by the public bodies and
co_rporations. vi) providing double key safety-lockers to the customers to keep valuables like
gold, title deeds. sccunties, eic., in safe custody at nominal changes, vi) compiling useful
statistics relating to trade, commerce and industry. :

Thus commercial banks render valuable services to the community. Banks constitutc the
very lifeblood of an advanced economic society. In recent years their functions became more
welfarc-oricntcd with more fending for priority sectof. weaker sections and employment
onentcd programs. :

GING .

7.6 CHAN ROLE OF COMMERCIAL BANKS

With the increasing matusity of a country's economy and the gromh' of specialised
financial institutions. the importance of banking system seems 10 be declining. The growth of
government expenditure. the tise of financial intermediates like building societics. hire
purchasc {inance companies and specialised institutions for financing industries (IDBL. ICICL.
[FCD). foreign trade (EXIM Bank} and the changing patiem of corporate financing in favour of
public issves. all have contributed to the declining imporiance of banking sector. Nevertheless.
in developed as well as developing countrics, the banking sector has shown a remarkable
resilience and vitality. 1t has tried © adapt itself to the sweeping changes in the economy,
particularly after 1991 by diversifyving its activities. Today the commercial banking system

presents a new picture of innovations in practice, including compulerization, automation
(ATMs) and cxtending services for 24 hours a day.

7.6.1 PROVISION OF MEDIUM AND LONG-TERM LQANS

Historically. commercial banks. offered mostly short-term toans {Jcss than one year) to
busincss and a;;,riculturc,. These loans were extended through demand deposits and for bank
note creation. Today commercial banks arc increasingly participating in medinm-term and
long-tcrm financing. The long-term participation of commercial banks has been in the form of
subscription of the equity capital of the specialised -nstitutions for financing of industry such as

ICiCL IDBL and SFCs.

Along with the Reserve Bank of India. the commercial banks have also realised the need
for parlicipation in cquipmcnt-capital financing through the provision of dircet term loans o
. the industry. I cortain cascs, the shori-term toans arc ‘rolled over’ to medium term and fong-

term ones. Somc banks are underwriting the issucs of industrial charcs and also making long-
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term loaps for a period of 12 years or ‘more against the security of indnstrial 'plaqt and
machinery. . . _ _

* However, given the risks, costs and the unfortunate experiences in the past, the wholesale
. venturing of commercial banks to term-lending is not advisabie. Nevertheless, some part of
growing tem deposits can legitimately be earmarked for long-term lendmg keeping in view the
ratio of capita and reserves to deposits and proportion of time and saving deposits to total
deposits.

7.6.2 BANKS AND HIRE PURCHASES

Another functional change in banking system is to be seen in the sphere of provision of
hire-purchase finance. It is not new to the Indian commercial banks. A small number of
Indian banks have also financed hire-purchase and instf:ument-purchasing of durable consumer
goods, chiefly motor cars as well as producers’ equipment. A small portion of the cost is to be
deposited in the banks in the way of initial or margin payment. The bank will pay the dealer in
full.  The ownership of article passes on to the purchaser but it will be hypothicated to the
Jinancing bank. ' .

7.6.3 PERSONAL LOANS

Another major functional change in the banking system in India has come with the
introduction of personal loans. The Indian overseas bank pioneered in the area of personal
loans under the scheme. Applications for such loans are required to satisfy the test of having a
stable income, with reasonable prospects of its continuance during the term of the loans,
Government servants, employees of statufory bodies and established industrial, financial and
commercial institutions, owner of urban property with stable income and. employees of banks
would be eligible.

Loans would be granted for the purchase of durable goods like motor cycles, refrigerators,
TVs, air-conditions. air-coolers, as well as ‘professional equipments like agricultural
equipment, Xerox machines, X-tay and other equipment. Under this scheme the bank would
provide direct credit to the consumer rather than refinance loans io the dealers and hire-
purchase agencies, ' ' - : : :

7.6.4 HOUSING LOANS

Yet another important functional change in the Indian’s cominercial banking has been the
provision of housing loans. Besides Housing Corporation. the LIC has been providing housing
fmance to their customers, Later on some commercial banks like Andhra Bank have
established separate wings like AB Housing Corporation for housing loans. But recently with
the falling interest rates and incteasing competitions, almost all commercial banks have cntered

the regional officers.

7.6.5 EDUCATIONAL LOANS

The Commercial banks have also entered the area of extending loans to stidents to pursue

post-graduate and professional course, like MB CS. M§§§ akech, ete It i@ E%'-l m
o, M . 'B‘I; ¢
. UBRARY Cim e 2o,
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foan repayable over a period of 1520 years. Besides expenditurc—certiﬁcaic from the Head of
the institute, collateral security from the parents is also insisted upon.

7.7 SUMMARY

A bank is an institution dealing with money. It attracts deposits from the public and
makes loans and advances to agriculture, trade, industry and the general puhlic. The word
‘bank” scems to have been derived from the German word ‘banc’, meaning a joint stock
company. Some also believe that it has been derived from the Greek word ‘banque’. meaning
a bench where coins are kept. The origin of banking would be traced back to ancicnt Greek
period. around 2000 BC when the temples of Greece and Roma acted as store-houses of
p. “cious metals. like gold and silver. During the medieval period lending was in the hands of
the Jews. However, the genesis of modem banks started only with the establishment of Bank
of Venice in 1157 and joint stock banks with the establishment of Bank of England in 1694. In
India the origin of banking could be traced back to the Vedic period, but banks on modem lines
started only afier the establishment of three Provincial banks at Madras, Bombay and Calcutta.
These were merged ‘with the Imperial Bank of India and were rcnamed as SBI.  Several
commercial banks were established after the Swadesi Movement of 1905,

Banks play a very important role in an economy. They promotc capital formation.
commerce and industry, -and priority sector. Banks help to reduce regional inequality,
strengthen the effectiveness of monetary poficy and link between organized and unorganized

sector. Banks also help to monetise the hitherto non-magnetized transactions of the cconomy.

Comumercial banks perform several functions. They accept deposits of various types like
saving deposits, demand deposits. recurring deposits and term deposits. They extend several
type of loans such as direct loans. overdraft facilities, cash credit and discounting bills of
exchange. In addition to the above primary functions, banks perform certain agency functions,
and offer general utility services to the public. In recent years the role of commercial banks
has changed very much. In contrast to the historical short-term loans, banks now offer medium
term and long-term loans, engage in hire-purchases, provide personal loans, housing and
educational loans. '

7.8 CHECK YOUR PROGRESS

I. Answer the foilowing queétions in about 4 or 5 lines each.

L What is the origin of the World Bank?

2 Who controlled the banking activity in Europe during ancient period?

3. What are the first three Provincials banks in India? When were they established?
A .

What is the new name of Imperial Bank of India?

o

What are the roles of commercial banks?

6. What are the primary functions of commercial banks?

st - MW
. ¥l wley
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7.9 GLOSSARY

Commercia! Banks

Capital Formation

Priority Sector

Monetary Policy

Organized Sector

Unorganized Sector -

Monatised Debt

Saving Depaesits

Demand Deposits

Recurring Deposits

Term Deposits

Direct Loans

: Commercial Banks are a type of financial institutions
.~ that act as intermediaries between savers and

investors. They accept deposits from the public and

- advance loans to thosc who need them.

-: Increasing investment in real fixed assets in an

economy is known as capital formation.

+ Agriculture, small-scale industry and exports arc

considered to be the priority sectors. This concept
was originated after the nationalization of major
commercial banks in India in 1969, '

: Central Bank’s policy of regulating the cost and

availability of money in an economy with a view to
achieving desirable national objectives is known as
“monetary policy. '

» Organised sector is a sector where formal laws of the

-

L]

land such as Factory’s Act are applicable. They are
generally registered under factories laws,

Unorganised sector is a sector where formal rules of

the land relating to industry do not apply. They do

- not have protection under the Factory’s laws,

When the Bills of Exchange is submitted for banks
for discount, the bank creates an equivaient amount
of demand deposits. It is known as monetised Debt.

: Savings bank’s account is opened by the people who

have surplus income with them. Personal withdrawai
is only permitted. In case of Special Savings bank s
account -withdrawal is permitted by third party using
cheques. '

: Bank deposits that are withdrawn by means of

cheques without any restrictions and that carry low
interesi rates are known as demand deposits, They
are also known ag cutrent or transaction deposits,

: Depositing some fixed amount periodically for 3

specified petiod, say one or two years is known as
Recurring Deposits, - 3

* Depositing a fixed amount for a fixed period éay,

two years or five years etc.

¢ Advancing loans to individuals against personal

security of the borrow with or without surety
depending upon the creditworthiness of an individuat
borrower is known as direct loans,
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QOver Drafts ¢ The excess amount over and the déposits drawn by a
depositor from a bank account is known as over
drafts. '

Cash Credit : "+ The loans advanced against shares and securities by
commercial banks are known as cash credit.

Bills of Exchange . Trade credit bills drawn by one trader on another
' trader is known as Bills of exchange.

Agency Functions » The functions done by a commercial bank such as
' collection of bills, payment of tax-¢tc., on behalf of
customers are known as Agency functions,

Utility Functions . The functions such as providing double key locker
. facility. compiling useful trade and financial statistics
to customers, issuing traveler’s cheques to transfer
money from one place to another place are known as
General Utility services.

1. Answer the follﬁwin_g questions in about 30 lines each

1. Discuss the genesis and growth of modem banking in Europe and India.

2 Examine the role and fuﬁctions of commercial banks.

3. “Commecial banking today presents a new picture of innovations and wider horizons™.
Elucidate. '

i1 Answer the following guestions in about 15 lines each

Trace the origin of banking. _
Give a brief account of the genesis of banking in India.

What are the agency and utility functions of commercial banks?

1.

2.

3. Discuss the role of banks in an economy.
4,

5.

What are the new roles of commercial banks?
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8.0 OBJECTIVES

The purpose of this unit is to make you understand the concept of credil-creation and
multiple expansion of deposits by the commercial banks.

After reading the unit, you will be able to:

o the principles of gfannncrcial banking.
« the balance sheet of commercial bank;
« the process of credit creation:

s the limits of credit creation; and

o the significance of credit creation in an economy.

8.1 INTRODUCTION

Money plays an important role in determining the level and direction of economic
activities. the size and distribution of national income, magnitude and structure of cmployincnt
in all types of economies. - The changes in money supply also bring about significant changes .
m the real variable like savings, investment, income, employment and production. It is,
therefore, nccessary that the total supply of money in an economy should be kept in such a way
that it leads to stability rather than instability in the cconomy. But the question is what is
money”? What arc the components of aggregate money supply? Thus, it is necessary 10 define
the term ‘money’. The term money’ has been defined differently by economists. Even
though it is not possible to give an accurate and comprehensive definition of money. the
following is gencrally accepted definition of money. “Money is anything actually functions as
a generally acceptable (edium of exchange for the goods and services, assets and repayment
of debt”. Defined in this way, money consists of coins and currency with public, national cash
reserves of commercial banks plus nominal demand deposits of the commercial banks, Thus
aggregate money supply dencted bv: My comprise the currency (C) and demand deposits (D)
that are created in the economy by the commercial banks. '

Ms=C+D

This is because a demand deposit permits the owner of a deposit to transfer funds to
another party through cheques. In modem economies most of business transactions take place
by means of cheques because they are the safer medium of exchange, when compared to cash.
For example if two bags, onc bag containing Rs. 1000 cash and another containing cheques for
Rs. 1000 are lost, it is very easy 1o identify the owner by means of cheques rather than by cash.
Thus cheques are more than equal to hot cash. 1t is the commercial banks that create demand
deposits. In this chapter let us lcarn how commercial banks create this most important type of*
money and how they get multiplied over a period of time. " Before we actually discuss this-
aspect, let us know about the principles of banking and the structure of balance sheet of a bank.

8.2 PRINCIPLES OF BANKING

The capital of bank consists of share capital and deposits made by ths customers. - A
prudent banker has to invest this capital in such a way that he gets maximum possible profits to
the sharcholders and at the same time ensure safety and liquidity to its depositors. There are no

nard and fast rules. which govem the investment pattern of a bank. As economic conditions



differ from eountry to country and (also) the composition of capital differs from bank to bank;
the individual banks take decisions, depending up on the local needs. ._-meme!es_s, th[qe
important principles influence the investment policy of a bank. They are i) the principles of

-security ii) the prirciple of liquidity and iii) the principles of profitability. Let us discuss

these principles in a more detailed manner.
8.2.1 THE PRINCIPLE OF SECURITY_
The niosl important principle governing commercial banking is the security. This is

because a commercial bank is basically a custodian and trustees of depositors alnd hence, it has
to safeguard the interests of the depositors. Holding of high-risk-pertfolic may .usually

enhance the profit levels but it may endanger the principle of security: Since banks do B

business with others’ money, they must be very careful in selecting their assets portfolio. A
bank should not invest too much in long-term securities, as it will endanger the liquidity and

confidence of the depositors. Investment in short-térm securities, of course, will reduce the
profitability. A bank should not’invest in a few securities or advance large sums to a few )
people. In casg of bad debt. the bank suffers, a great loss. It has to diversify its assets portfolio

as much as possible. Similarly, there should be geographical diversification of loans so that in

case of natural calamities like floods, droughts, carthquakes or cxternal invasion, the bank

might not suffer very much. The portfolio in another locality may compensaté the losses in
one [ocality. . _ o

8.2.2 THE PRINCIPLE OF LIQUIDITY

Another important guiding principle of a bank’s portfolio management is liquidity. A
bank receives deposits from the public and the public may withdraw some portion of their
- deposits with or without any notice. _ Under such circumstance, the bank should be in a position

to pay cash against the deposits. ‘Hence, it is necessary to keep adequate assets in cash or
liquid form 50 that the bank can meet its obligations without any difficulty. This ratio of liguid
 assets to deposits is known as ‘liquidity ratio”. The temm ‘Liquid Assets’ refers to the assets
that can be converted iito cash without any loss of time and value. Historically, & large
proportion of a commercial Bank’s liabilities consisted of demand deposits and, thercfore, was
casily withdrawn. Hence, commercial banks’ assets-management theory focused on the need

for liquidity. Three Asset Management Theories, viz,, i) Commercial Loan ‘Theory, ii) the |

Shiftability Theory and iit) the Anticipated Income Theory were developed. The Commercial
Loan Theory. also known as Real Bill Doctrines developed in the nineteenth century, held that
commercial banks should make only short-term self-liquidating loans e. g.. shott-term seasonal
inventory loans. In this way toans would be repaid and cash would be readily available to meet

8:2.3 THE PRINCIPLE OF PROFITABILITY |

~ The very name ‘commercial bank’ suggests that its business activities are commercial,
ammed at earning profits. The shareholders of a bank’s capital expect adequate and reasonable
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returns on their capital. Moteover, the banks have to pay interest___for. their deposits. Hence

‘banks ‘cannot afford to keep their funds idie. They need to keep some portion of their total

dcposits_ in the form of cash or call-money bills on which there will be no or negligible returns.
Moreover, banks have a statutory obligation to keep some portion of their capital in gilt-edged
(low-risk) government securities on which there would be very low returns. Bence, the rest of

the deposits are to be invested in high profit ventures. Banks should prudently select their :

' portfqlio 50 that the average yield on earning exceeds the average cost of deposit liabilities,
resulting in positive spread. Banks should also lend some portion of their funds in investments
that vield constant and regular retums.

83 TRADE-OFF AMONG THE PRINCIPLES

From the_forcgoing discussion it is clear that the threc principles discussed so far are
conflicting in nature, Though the profitability of a particular securily is very high, a bank may
not invest in it, unless it is satisfied with the security. Since a bank deals with other’s money, it
should be very cautious in investing its funds. The safety and profitability may not always go

together in all types of investments. For instance, for a very long period it has been believed
that investments in government securitics have very high safety or very low risk (gilt-cdged)

even though the profitability is very fow. There is a statutory obligation on the part of the -

banks to invest ccrtain proportion of its deposits in government securitics. This is known as
“Sratutory Liquidity Ratio”, Earlier ratio used to be very high. Banks expreszed concem over
this situation as their funds were locked up in low yielding government securities. Now this
ratio has been considerably brought down. Banks are now free to explore appropriate
investment opportunities to maximise the returns on investment. 1 banks prefer to invest
more. the liquidity ratio of banks may [all below the required level and banks may ot be able
to mect the demands of the customers. This may undermine the credibility of banks. Thus in
view of the conflicting naturc of thesc principles, a bank has to strike a balance in relation to
conflicting objectives of banks Viz., Sccurity, Profitability and Liquidity. Since, banks
primar"ily deal with short-term deposits, & greater attention is to be paid of the liquidity aspect. -

8.4 FACTORS DETERM lN_iNG THE LIQU]DITY OF BANKS

Everv bank has to pay, whenever depositors want 10 ‘withdraw their money. Otl1erwi§c
there will be conlidence-crisis. lcading o the coliapse of a bank. A bank has to maintain
sufficient cash and liquidity balances. As it is stated ab ady, the ratio of liquid assets to total

deposits is known as liquidity ratio. A number of factors determine the liquidity ratio of banks.

$4.1 LEGAL REQIREMENT

The Central Bank of a country may prescribe a certain minimum liquidity ratio that
should be maintaine'd by all commercial banks. This ratio is known as Cash Re.:c.erve Ratio
(CRR).. Earlier this ratio uscd to be very high in India.. But in recent years it has bee:n
considerably brought down and during the ycar 2002, it is 5.5 per cent. hwc‘stn'l'cr_lt by bz!nks in
governnicnt and other approved securities, which is known as Statutory Liquidity Ratio also
used to be very high at 35 per cent in India. On the recommendations of‘ Narasimham
Committee Report. it was brought down considerably: The CLR and SLR ratios vary from

country 1o countiry. depending upon the level of economic development: and - socio-economic -

objectives of the country. Even within a country the CRR is changed, keeping in view the
demand for credit in busy and slack seasous. : :
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'8.4.2 BANKING HABITS AND CONDITIONS.

The liquidity ratio of banks is also influenced by banking habi?s of the people. If Qeoplc
use cheques. drafts, etc.; frequently, to camy out their transactions, less money will be
withdrawn from the banks and liquidity ratio can be maintained at a low level. For instance, in
developed cou'ﬁtrics,‘ cheques are generally accepted inall transactions and hence cheques are
~endorsed i favour of another person, whenever a new transaction -takes place. There are

‘instance where a cheque is endorsed 10-to 15 times. without having gone to the bank, before

the ‘end of its valid date for encashment, Under such ‘circumstances, there is little need for

maintaining high . cash feserve ratio. Instead a bank can profitably lend money tp_ other
. profitable users. In developing countries. particularly in rural area, where cheque facilities are
rarely used in transactions, banks have to maintain’ higher cash or liquidity ratio compared to

developed countrics and metropolitan areas. Thus banking habits of the people detenmine the -

liquidity ratio to be maintaincd by the bank.
_ 8.4.3‘ STRUCTURE AND DEVELOPMENT OF THE BANKING SYSTEM

If a large network of banks is there in a country, people generally use cheques rather. than
cash in their day-to-day transactions, On the other hand, if a very few branches of a bank are
there, then people prefer cash rather than cheques. - If-credit wstruments are well developed in a
country, people prefer to use cheques in licu of cash and there is less demand for cash. And
banks can run their affairs wi th iess cash reserve ratio, - '

8.4.4 DEVELOPMENT OF MONEY MARKETS

The naturg of money markets also influcnces ﬁ;le:quuidity ratio, The term ‘money market”
-refers to the short-term credit market. IT the short-term credit or monev market is well
developed with a num ber of supporting institutions andjinstmme_nt's, then the liquidity ratio can
be kept at a low level. Banks in fact, borrow a great deal from the money market in time of
nced. On the other hand, if the money market is under-developed, possibilities to borrow from
other banks and nstitutions is very less and as such banks have (o maintain a high_]iquidity
ratio, :

8.4.5 NATURE AND SIZE OF DEPOSITS

The naturc of accounts also determines the liquidity ratio. For instance, if breaks maintain

more current and savings ‘bank accounts, then there js greater need for maintaining higher
hquidity ratio. On the other hand, if relatively there are more fixed and recurring deposit
accounts. there is less need {or maintaining higher liquidity ratio. Similarly, the size of thesc,
deposits also influences the hiquidity ratio. For instance, greater the size of current and savings
bank accounts, greater wilf be the need for maintaining higher liquidity ratio and vice-versa, If
the size of u_ae: term-deposits is high, the banks need i0 maintain lqw'liquidity ratio. Thus the
siz¢ and structure of deposits of the banks also determine the liquidity ratio to be maintained by
the commercial banks. . ' ' o ' '

 8.4.6 SEASONAL VARIATIONS

~There are also scasonal variations in the demand for money. For instance, during sowing
an’_d har\"estir]g"Isc"asqns,__i_hcrc s huge demand for credit from farmers "and businessmen
respectively. These periods are also known as busy periods. On the other hand, during the
slack season when cconomic actrvities are low. there will be less demand for credit and hence
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_ the banks can maintain low cash reserves. In view of these reasons, in:hdia-.tm-‘gescwc bank
announces CRR ratios scparatety for busy and slack seasons. - )

8.4.7 GENERAL ECONOMIC.‘ CONDITIONS IN THE ECONOMY |

The general economic condition viz.. prosperity, boom, recession and deprcssid_n also
determine the liquidity ratio to be maintamed by the banks. For instance, during revival and
prosperity, there are brisk economic activities and demand for cash is very high. Hence, banks
have to maintain high liquidity ratio. On the other hand, during recession and depression, there
is slackness in economic activities and banks need to maintain a very low liquidity ratio.

5.4.8 STRUCTURE OF BANK’S INVESTMENT
The structure of a banks® iﬁvcs_tmcnt also plays an impostant role in the determination of
liquidity ratio. For instance, if banks invested major proportion of their deposits in short-term

liquid assets, there is kess liquidity ratio and vice-versa.

NB: This principle if liquidity ratio has been repeated the author knows the rcason.

8.5 BALANCE SHEET OF A BANK

A Balance Sheet is a statement of accounts showing the financial position of a business
concern. Two items viz., assets and fiabilities reveal the financial position of banks, The
assets of banks are generatly shown on the right hand side and the labilities are shown on the
left-hand side. A commercial bank carns profits for sharcholders by having a positive spread
in lending and through leverage. A positive spread cxists when the average vield on caming
assets excecds the average cost of deposil liabilities. By having high-risk pontfolios. positive
spread can be incrcased because & high-risk portfolio generally yiclds high profits. But if the
high-risk portfolio becomes non-performing, there is a danger of insolvency and bank Tailure.
Let us examine the structurc of liabititics first. Table — 8.1 shoes 2 highly simplificd balancc

sheet of a bank.

Tabie~ 8.1 Balance Sheet of a Commercial Bank -

Capital and Liabilitics ~ Propesty and Assels
Liabilitics Rs. 9,00,000 Assets | Rs. 9.50,000
Capital Rs. 10,000 Propertics Rs. 50.000
Total - Rs. 1,00.000 Total Rs. 1.00.000

The liability-side of the balance sheet of a typical commercial bank is comparatively
simple. Firsthy, it consists of a bank’s liabilitics to its shareholders in the form of the paid up
capita and accumulated undistributed profits known as Fescrves. This part of the bank's total
coserves is. however. very smalk The largest part is a bank’s liability 1o the public in the form
of differcnt tvpes of deposits such as demand deposits. recurring deposits and time deposits.
They represent country’s bulk of money supply. Thirdly. banks borrow from other banks and
the Central Bank of the country. Fourthly. banks nccd to pay for the bills of exchange
discounted with them. Lastly, there is the iter of miscellancous liabilitics, which are incurred
by a bank in the ordinary coursc of its business. Lastly. there is profit and loss item. These
items are detailed in Table - 8.2 :



-

- Table 8.2 Details of Balance Shegt of 8 Commercial Bank

* Capital and Liabilities ' - Property and Assets

1. ‘Capital : - L Cash. | : :
2. Reserve Fund ! - 2. Balancs with other Banks
3. Deposits and other Accounts ~ 3. Money-at-call and short-notice
4. Borrowing from banks & Agents 4. Investments
5. Other Liabifities 5. Advances |
6. Profit-& Loss 6. Buildings less Depreciation

N 7. Fumiture & Fittings

" 8. Other Assels
9

. Profit & Loss

The assets-sidc of the balance sheet is little complicated but interesting, The first item is
cash, While cash is absolutely liquid, it vields nio income. Hence; a bank maintains cash
balances with ceniral bank, deposits with other-banks, money at call and short notice. These
are four types of asscts of a typical commercial bank and they are arranged in descending order
of tiquidity. The Treasury bills are government [OUs maturing in 9] days. These bills carry a
very low intcrest rate, known as discounting rate. The commercial banks possess the central

and stage government securities of different duration or mixes. The same thing can be said
~ about advances to public. There are many more types of assets of a typical commercial bank
as noted in Table - 8.2, As noted already, while allocating its resourccs between different
types of assets open to it, a hank is guided by two main considerations viz., ability to mect any
cash claims made on it promptly and the ability tc eam as such income as possible on
investments. A successful and shrewd bank manager must so distribute his resources among
different asscts that the retums on these assets are sufficient to pay staff salary, interest on the

borrowings. accumutated reserves and some surplus to declare and pay dividends to his share
- holders. o o '

To illustraic the points consider the fbllowing simple example. Assume that ratings of 0
to'$ are assigned 1o financial investments with the zero rating, indicating no default risk and a $
fating a borrower'who hasa hi gh probability of default. The promised vields on these six rated -
mstruments is as follows: : o

Zero rated-will have yield of 8 per cenl, one rated 8.5 per cent, 2 rated 9.5 per cent, 3 rated
H per cent 4 rated I3 per cent and 5 rated instruments will have an yield of 16 percent. Letus
also consider two banks viz,, A and B that are of equal size. Let us also assun:e that the Bank-
B has got high-risk portfolios. Also assume that A’s and B's average cosl of liabilities is 7.3
per cent. '
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‘Table — 8.3 Details of Bank — A’s Balance Sheet (Rs. in lakhs)

- Capital and Liabilities ' Property and Assets
1. Deposit Liabilities ‘Rs. 98,000 1. Reserves Rs. 12,000
2. Owner’s Equity Rs. 7000 2. Financial Instruments
Rated - 0 Rs. 20,000
Rated—1 Rs. 18,000
Rated - 2 Rs. 35,000
_ _ _ Rated - 3 ‘Rs. 20,000
Liabilities + net worth ‘Rs. 1,05,000 Total Assets’ Rs. 1,05,000

In the same way Bank-B’s balance sheet is prov ided in Tablc — 8.4.

Table — 8.4 Details of Bank — B’s Balance Sheet (Rs. in lakhs)

_ Capital and Liabilities - Property and Assets
1. Deposit Liabilities Rs. .58,000 1. Reserves . Rs. -1_2.,()00'
2. Owner’s Equity Rs 7,000 2. Financial Instruments ' ‘
" o ‘Rated—0  Rs. 5,000
Rated — 1 Rs, 8,000
Rated—2 = Rs. 15.000
Rated—3 - Rs. 20,000
Rated —- 4 Rs. 30,000
- Rated — 5 ‘Rs. 15,000
 Lisbilities +networth ____Rs. 105000 TotalAssets __ Rs. 105,000

_ - The interest amdunts on the four A’s garning assets (excluding reserves) are Rs. 1,600,
“Rs. 1,530, Rs. 3,323 and Rs. 2,200 lakhs respectively. The total interest carned is Rs. 8.653
lakhs. This, as a percentags of A’s {otal caming assets of Rs. 93,000 comes to 9.31 pet cent.

Thus the net retums on A’S assets is 9.31 — 750 = 1.81 percent. Similarly, the simple -

calculations of retms on various B’s carning assets yield interest incomes of Rs. 400, Rs. 630,
Rs, 1,425, Rs. 2,200, Rs. 3,900 and Rs. 2,400 lakhs respectively. Thus the total interest
carnings are Rs, 11,005 lakhs. This as a percentage of total earning- assets of Rs. 93,000 lakhs
comes to 11 per cent. Thus the net retums oft B’s assets came to 1 1.83 - 7.50 = 4.33 per cent.

~or 433 basis point spread.

< CREDIT CREATION BY COMMERCIAL BANKS

Comuhercial banks are orucial institutions in the country. Among the financial
intermediaries, commercial banks are the only institutigns that are also to create credit in the
country. The term “credit” is derived from the Latin word “Credo” which mems belief of trust
or confidence. In all business and banking transactions, confidence plays a crucial role.
Taking advantage of the confidence that the depositors deposit in a bank, the bank lends out

| 'the_ deposits to the public in the form of credit or loans.
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: . - . . ‘
8.6.1 PRIMARY AND SEC ONDARY. D EPOSI‘]_':!S : :

Commiercial banks create credit on the basis of their deposits and loans, Thqsc deposits
primarily depend upon the banking habits of the people. In order to attract dcp_os:ts from -thcéf
public, banks ofler attractive interest rates and announce several types (?f depaslt. Customers’
in tum deposit their money with a bank. The customers may also deposit their ChGC]l'leS,: d.raﬁ_s
or bills for collection. On realization, these are credi_ted to the accounts of the mt__:_hvrdual
customers. All these tvpe of deposits are known as. primary deposits. In course-of ltxme, t_hc
volume of the deposits with a bank may increase.. All these deposits arc not kept idle with

* bank. .They are used by the commercial banks to create some additional deposits. Banks may :

advance loans io some individuals whe are in need of credit. These .ind_ividuals may in turm
deposit whole or part of their credit with banks. Thus. additional deposits are created and these

- are known as secondary deposits.

8.6.2 METHODS OF CREDIT CREATION

Let ﬁ_s. now cxamine various methods of credit creation. Credit creation by banks

. primarily takes place through three different methods viz., i) creation of demand or. transaction
" deposits ii) discounting Bills of Exchan ge and iit) buying of securities.

8.6.2.1 Creation of Demand Deposits

When a bank advances loan to a customer, it does not pay the customer in the form of

© " cash but creates a demand or transaction deposit in his or her name. The loan amount is

 credited to the account. The customer is supplied with a_passbook and a cheque book.
- Whenever the customer is in need of money, he withdraws, his money. Thus, banks create

additional deposits in the process of granting loans to customers,

- 8.6.2.2 Discounting Bills of Exchange

Banks also create additional deposits when they discount Bills of exchange. When a trade

transaction takes place, Bills of Exchange is submitted to a bank for discounting. The bank

does not pay cash but credits to the account of the customer, equal to the vaiue of the

. discounted bill. In this way a bank’s deposits increase equal to the value of the discounted bill.

Discounting Bill of Exchange is a widely used method of business transaction in most
cconomics. These valuable assets arc used by the commercial banks to rediscount them with
the Central Bank, whenever banks are in need of resources. Thus by way of discounting Biils
of Exchange also a commercial bank'crc_atcs additionai credit. '

8.6.2.3 Buying Securities

Banks also create desired deposits when they purchase approved bonds and securities
from the public. In this process also banks credit to the accounts of the customer and thereby
create derived deposits without any actual cash transaction. These transactions add to the total -
money supply in the economy. ' '
8.6.3 MULTIPLE EXPANSION OF CREDIT

An individual bank cannot afford to lend more than its excess reserves. No single bank
can invest or lend money that it does not have. But the banking system as & whole can do what -

a single bank (working alone or in competition with others) cannot do. It ¢an expand its loan
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and investments many times the new reserves of cash created for it. According to R.S. Sayers,
an authority on banking, “banks are not only purveyors of money but also manufacturers on
money”. In all economies, where. banking-is well developed, pecple would like to keep-their
money with banks. They also prefer to make payments by means of cheques because they are
convenient and also they provide an evidence for payments. Everyday a bank receives cash’
and also makes cash payments. By virtue of experience, a banker knows pretty well that atl

customers do not withdraw cash from banks and hence, he need not keep the entire money that
he received. Some customers who withdraw may deposit the same with other banks. When -

people receive cheques from the debtors, they are deposited in their accounts. The banker
simply debits one account and credits another account if both maintain their accounts with the
same bank. Even if they maintain account iy two different banks, through the clearinghouse, -
the claims can be realised by debiting the accounts of the debtor’s bank and crediting the
account of the creditor’s bank. Thus, actua cash transactions may not take place and there are
only book adjustments. In view of these reasons. a banker maintains only a fraction of his total

deposits in the form of cash to-mect the claims of the customers and inter-bank claims. The -

remaining portion of total deposits is used for credit creation. A banker need not restrict his
lending to the proportion of his reserves. He can lend many times more than that. consider the
following simple example to understand how banks can lend many times more than their mitial
deposit amount. - ' ' -

Assume that a consumer deposits an amount of Rs. 1000 in his account in bank — A. The
balance sheet of bank — A will be as follows:
Table — 8.5: Batance Sheet of Bank— A
Liabilities (Rs.) | " Assets(Rs)
Deposits . 1,000 Cash - . 1.000

1.000 - 1,000

The bank cannot lend out entire (housand rupecs to other persons. A part of it must be

kept with the bank to meet the cash demands from the depositors. This amount is known as |

Cash Rescrve Ratio {CRR). Let us assume that the cash reserve ratio is 20%. Out of Rs.
1,000, the bank has to keep 20% or Rs. 200 as reserves. The remaining balance of Rs, 800

may be lent out to Mr. X. After granting loan to Mr. X, and crediting his account, the bank’s
balance sheet will be as follows: o

Table - 8.6: Balance Sheet of Bank — A
' Assets (Rs.)

“Deposits 1000 Cash 200
T Loan to Mr. X 800
- 1,000

Liabilities (Rs.) . B

The individual X may issue a cheque to one of his creditors, Mr. Y having his account m
Bank — B. Mr. Y may not withdraw cash from Bank — A, but he may deposit his cheque in
Bank — B in which he has an accounl. Bank — B realises the amount from Bank — A through
the clearinghouse. Bank — A’s account is debited and Bank — B’s account is credited. Nole

that only book adjustments are

made in the respective accounts of the banks and the cash is
still in the bank. The transaction is entered in the balance sheet of Bank — B in the following

wav:
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_ ¥ Fible8.7: Balance Sheit gtof Bauk - B
oo Libiliies@®e) v . _ Assts@Rs)

00 — - 800

Table - 8.8: Balance Sheet of Bank-B

Liabilities (Rs.) \ | Assets (Rs.) )
Deposits ' 800 " Cash _ 160
_ - ____Bills Discoimied 640
- 800 | 800

The drawers of the bill may issue cheque to their creditors who may deposit the cheque
with Bank-C. Bank-C afler keeping 20 per cent 6f 640 ie. Rs. 128 as reserves may buy
securities for Rs. $12. Thesc transactions are entered in the balance shect of Bank ~ C in the
following manncr.

Table - 8.9: Balance Sheet of Bank —

Liabilitics (Rs.) o Assets (Rs.)
Deposits 640 Cash 128
o - To Securities 512

640 | - 640

Thus, the initial deposit of Rs. 1000 becomes, Rs. 5000 or five fimes In other words,
additional or derived deposits worth of Rs. 4000 was created by the banking system. Tablé 8.3
provides the details of the process of credit certain by the banking system. ' :

_ In the initial deposit of Rs. 1000, people may withdraw only 20 per cent or Rs, 200, The
remainifig amount of Rs. 800 will remain as idle cash balances. In order to convert these idle
cash balances into active cash balances, the bankilig system as a whole, lends, to the extent of
Rs. 4000." As we have discussed carlier, the loans are granted on proper only by book -

- adjustments and cash is not paid actually. '

- Thus. we see that Rs. 4000 arc granted as Joans against the orj ginal deposits of Rs, 1000,
However. people may not withdraw all the amount of Rs. 5000, Only 1/5% or 20 per cent is
withdrawn in the form of cash and hence only Rs. 1000 is maintained as cash reserves, The
rest of the loan amount is settled mostly by cheques. drafis ¢(c.
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‘Table — 8:10. Credit Creation by the Banking System

Banks - NowDeposits  Reserves againt  Deposits created
: Received its Deposits (20%)  on the basis of .
- Excess reserves
_ _ (Rs) (Rs.) __(Rs)
Initial Public Deposit 1,000.00 20000 800,00
Bank - A o 80000 160.00 640.00
Bank - B o ©640.00 128.00 512,00
Bank - C 512,00 102.40 409.60
Bank — D S 409.60 81.92 32768
Bank - E 327.68 65.54 262.14
Bank-F 262.14 | 52.42 S 20972
Bank — G - 20972 4195 167.77
Bank ~ H 16777 o oass 134
Bank — 1 134.22 2685 10737
Bank—J 0 & 53687 10737 42950
Total 5,000.00 1,000.00 4,000.00

¥

if the cash reserve ratio were still less, banks would create still higher level of deposits.
For instance, if the CRR were 10 per cent instead of 20 per cent, the final increase in deposits
would be 10 times the original deposits ie. Rs. 10.000. Similarly if the CRR were only 3 per
cent. banking system would be in a position to create eredit to the tune of Rs. 20.000. Thus it
is the cash reserve ratio of banks, which in turn is influcnced by banking habits of the people

that determines the magnitude_of multiple expansion of credit.

8.6.4 DEPOSIT MULTIPLIER

As we have seen, the amopht of credit-creation by the banking sysicm as a whole depends
¢ ratio or liquidity ratio. The chain of deposit-creation can be proved by a

upon the cash reserv
| deposits created during vanous YCars 15,

simple algebraic formula. The amount of additiona

_ =Rs. 1,000 {1/1 - 4/5]

=Rs. 1.000 |1/ /5]

=Rs. 1.000 X 3

= Rs, 5.000.

By denoting the cash reserve ratio or /3 as ‘v’ we can write the deposit multiphier as
K=1/r.
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lflhemilm!(hposit is Al anid the reserve fa_iﬁ’é’-is r, the additional deposit created will be
equal to ' - : : .

AD%:_H.Ur-

- Given ‘" and Al this equation gives limit to banking system which can actually create
deposits. AD is directly proportional to Al and inversely proportional to"r" The money
creation multiplier is equal to the reciprocal of the minimum reserve ratio- Thus, if the
percentage of cash reserve ratio is 20 per cent, then the deposit multiplier will be 1/(20/ 100) or
1/(1/5) of five times. If it is 25 per. cent the deposit multiplier will be equal to 1/(25/100) or
1/(1/4) or four times. if the percentage of cash reserve ratio is lowered to _10 per cent, the
deposit multiplier is 14(10/100) or 1/(1/10) or 10 times. Thus it is evident that the {ower the
rate of cash reserve ratio, the higher will be the deposit multiplier. An individual bank, which

“has excess reserves of Al can grant new credit only up to amount of its excess reserves. But

the banking system as a whole can grant new credit up te an amount several times the size-of
Al :

8.6.5 LIMITS TO CREDIT CREATION

In the hypothetical illustration of deposit multiplier. we have given a maximum limit (o
create credit by the banking system 2% a whole. In actual practice, it is not likely that such a
perfect coordination would occur. The results that we have derived are based on the following
assumptions: - = :

L. Ther_e--.is 1o -‘casﬁ"_drain’\or leakage of cash from the banking systcm in the coursc of

credit expansion. Credits granted 1o the customers are not in the form of cash and all

the clearings take place in the books of the banks.

2. The funds created by the expanding banks on the basis of additional resources are
transformed in full amount to other banks. o ' '

Banks strictly follow the prescribed minimum legal reserve ratios. _ _
4. All the deposit liabilities are in the form of demand or transaction deposits.

5.. All banks to the same type of extemal environment with regard to additional deposits,
inflows and outflows. .

6. The Credit Control Policy of the Central Banks remains constant,

Given the above assumptions, each rupec of reserves can support 1/ rupees of deposits so
“that the banking system as 2 whole can create deposits equal to a multiple of its excess
reserves. In actual practice these assumplions, however, may not hold good and the actual
amount of credit creation may be verv less than the amount estimated in the illustrations. The
following are the practical limits to the credit creation in the real world, ;

'8.6.5.1 Drain on Cash

It is assumed that in the process of credit-creation no cash is withdrawn from banks. But

it is quite possible that somewhere along the chain of deposit-expansion, some individuals may
- withdraw a part or ali of the proceeds in their accounts in cash.. This will correspondingly
reduce the ability of banking system to expand deposits. The rate at which the public converis
demand deposits into currency with the expansion of deposit money (ie. currency deposit
ratio) can be-denoted by “c’. The actual outflow of cash will be equal to (cAD} and that the
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cash required as per prescribed rescive ratio would be cqual to-(rAD). Hence, the total m the
reserves due to currency drain and rescrves will be cqual 1o B

AR =1AD +cAD

- AR=(r+c) AD
-AD = AR 1/(r+c)
= AR/(r+c)

As given in carlicr example of additional deposits, (AR) of Rs. 1000/- and reserve ratio of
20 per cent remain constant as before and if-¢ is taken to be 25 per cent, then the amount of
demand-deposit expansion will be Rs. 2.222 only instead of Rs. 3.000/-. It is quite clear from
ih. iltustration that inclusion of the cash drain acts as additional reserve requirement and hence
this reduces the expansion potential of any given volume of excess reserves.

8.6.5.2 Excess Reserves
In the illustration it is assumed that banks maintain only as much reserves as legally

required by the central bank. Buit in actual practice banks maintain more rescrves than requircd
legally. This is done in order to carry out clearing operations, money transfers and to meet

aspirations of somec Customers who prefer cash tranSactions 10 cheque transactions. The '

amount of excess reserves also depends upon the rate of interest, size and location of banks.
ype of customers dealing with and so on. If rate of interest is fow, banks prefer to have more
liquidity than to £0 for investment. Similarly. in the case of banks located in rural arcas. more
liquidity i required.  In the same way, cash transactions will be more among: agricultural and
small business customers than among industrial and big busmness customers. Hence. higher the
cash rescrve ratio 1o be maintained. smaller is the volume of credit creations and vice versa.

$.6.53 Variety of Deposits

in our examplc we have assumed that all the deposits are in the form of demand or
transaction dcposits. But in actual practice, a large portion of total deposits is in the form of
saving deposits or lerm deposits. Cheques cannot be used to withdraw the term deposits since
the laticr cannot serve as moncy. As a result, an increase in time deposits will reduce the
monegy  Supply. Similarly. a shift from saving deposits to time deposits also restricts the
expansion of credit because a part of -the banking reserves is used up to meet reserve
requircments against the additional time deposits.

8.6.5.4 Lack of Synchronization S

It is also assumed that there is no net loss of reserves on account of cheques written on the
newly established primary deposits, When all banks operate simultancously, new cheques are
deposited and paid out in each bank will cancel out each other and hence there will be no loss
of cash reserves, However. in practicc. there will not be any such perfect coordination between
additional primary deposits and the inflow of cheques drawn on other banks. Consequently,
chequcs writicn on nevy primary dcposits may be a source of net drain of cash to other banks.

8.6.5.5 Monetary Policy of the Central Bank

The Central Bank of a country has tht power to use vanous methods of credit control and
thereby can monitor the quantity and direction of the flow of credit in the economy. During
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BLOCK — 111 : CENTRAL BANKING

This block primely disdus'ses about central banking and its
monetary policy in detail. Moreover, it does not only explain the

| nature of central banking, functions but also the fiscal policy and

the various instruments that were used to achieve its objectives.
This block contains the folldwing 2 units.
Unit—9; Central-Banking: Functions and Credit Control

Unit — 10: Monetary Policy: Objectives and Instruments
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boom the central bank may use its credit control weapons so as to restrict the quantity qf cred._n.
and_flow of ‘credit to scnsitive seclors, The méthods Such as Bank rate, “open ‘market
operations. variable reserve ratios arc known as quaiititative credit control methods and they
influenice the total volume of credit avaitable in an economny. Besides. the central bank may
also usc qualitative credit cdqtr'ol,mc_thod such as moral-suasion; margin requirements etc. o
control the flow of credit 10 sectors that are potential soviree of inflation in the cconomy.

8.6.5.6 Willingness to lend

A bank may have adequate reserves or ability to make loans but it may not be willing to
advance loans. This is becrise the bank may not have faith in the credit worthiness of
individual -borrowers. Some limes, the business environment may not also be conducive to
create additional credit. There may be recession or gloont in.the economy. In such situations
banks may decide to hold an exceptionally 1argc amounts of reserves in order 10 satisfy. the
desire for liquidity. If it fears a run, it is likcly that it will wish fo have exira _funds
immediately. Thus banks do not always expand credit as-much as they can.

8.6.5.7'..-5Wiftingn'ess to Borrow "

Even if banks have ability and willingness to fend, sometimes there. may nol be demand
for loans..  There may be very negligible demand for joans, particularly Guring depressions.
Even very low interest rates may fail to create enough demand for loans, Credit creation wilj
thus be larger during a period of busincss prospetity and it will be smaller during depressions.

The foregoing discussions clearly reveal that there are scveral practical limits to credit
creation by-the commercial banks. .Given the cash reserve ratio of 20 per cent or 1/5, there is
no guarantec that credit will multiply by five times. The reserve ratio itself is not in the hands
of commercial banks but it is controlled by central bank of a country. Walter Leaf, a practical
banker and Edwin Canaan, an economist argued that banks do not and cannot create credit at
all. ‘Canaan took analogy of cloakroom, Supposing 100 members of an officer club attend the
club regularlv. Each one of them brings one umbrelia and deposits with the cloakroom of the
club. The man at the counter knows pretty well that not more than 10 m:mbers demand
umbrelas during an hour. He may, therefore, lend out 9¢ umbrellas for the day and may make
:some money. In this way, can we sav. that he has created 90 umbrellas? Clearly not. In the
same way when banks lend a part of their deposits,-they do not really create moncy. This

Can create much more credit than the deposits they receive,: -

8.7 SIGNIFICANCE OF CREDIT CREATION By THE
COMMERCIAL BANKS -

Commercial banks are crucial instifutions in the country, Among the financial
~ Intermediaries. they are the only institutions that arc, able to create credit in the country.
Demand deposits, which constituted bulk of nation’s money supply, are primarily produced by
the commercial banks. Commercial banks fike any other corporate bodies are the profit-
oriented institutions. They are nm on commercial lines and they. set examples to other business
units as how to run a business unit on sound lines. The commercial banks are zble to use the
deposit money in productive aclivities, so that real output in the economy increases. Ag a
resull, employment and incomes of (he people will also increase, During depression more
credit is created (o stimulate the cconomic ac tvitics in the economy so that it can move on the

path of recovery, revival and prosperity. Thus consumption and welfare levels of the people
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also increase.  With additional credit made available for traders, businessmen and
industrialists, economic activities move in the desired lines. Credit also plays a ﬁivota'l'in the
corporate: business, which issues shares, bonds, securities ctc Apart from banks, insurance
companies, business, which issues shares, bonds, securities etc. Apart from banks, insurance
companies, trading houses, small business and individuals etc., deal with credit, as credit is the
convenient medium of exchange. Consequently, all the cconomic activities get monetised in
the economy. This increases the effectiveness of monetary policy in the country.

8.8 SUMMARY

In the modern world money plays a crucial role in any economy. One of the components
of money is the demand-deposit created by commercia} banks. A commercial bank operates
on three important principles viz., (i) the Principle of Security, (i) the Principle of Liquidity
and (iii) the Principles of Profitability. As these principles are conflicting in nature, a bank
makes trade-off and chooses a correct combination of three principles. Nevertheless, liquidity
principles assumes a greater importance, because it ensures confidence of the people in the
banking system. The amount of liquidity to be kept depends upon several factors such as legal

. Tequirements, banking habits of the people, structure and development of banking system.
development of money market, nature and size of deposits, and seasonal variations, general
cconomic conditions etc. A bank has to choose a combination of assets and liabilities so as 1o

ensire profitability and liquidity.

One of the important functions of commercial banks is credit creation. The commercial
banks re in a position to create credit which is many times more than the initial deposit. The
amount of additional credit created depends upon the cash reserve ratio. If the cash reserve
ratio is 20 per cent or one-fifth, banking system will be able to create five times the original
deposits. If the CRR is low at 10 per cent, more money will be available for credit creation
and: hence the banking system will be able to create 10 times the original deposits. On the
other hand, if the CRR is high at 25 per cent, the banking system will be m 2 position to create
credit at lower level of 4 times the original deposits. This is only a theoretically maximum
© limit for credit creation. In actual practice, there are several limits to credit creation, such as
abnormal cash dram, necessity for excess reserves, larger proportion of time deposits, absence
of synchronization, tight money-policy, lack of willingness on the part of banks, and lack of
willingness to borrow on the part of borrow on the part of borrowers. Nevertheless, credit

 creation plays an important role in the economy. As noted by R.S. Sayers, “banks arc not only
purveyors of money but also in an important sense manufacturer of money’ .

59 CHECK YOUR PROGRESS }

1. Answer the following questions in about 4 or 5 lines each.

What are the principles of Banking?

What is meant by liquidity of Banks?

What are determinants of liquidity of Banks?

What are the functions of commercial Banks? ' o .
What is a credit creation?

List the methods of credit creations.

Explain the different imitations to credit creations.

S
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8.10 GLOSSARY R

Drinci curit & "The principle of socurity states that bank should
The Pr!lll:lplf'-'s: of_Sgcul l_ y . in\'estp-l;ita _fgnds in secure portfolios since it does the
| o busincss with public moncy. -
inciple of Liquidi : The principle of liquidity states that the bank should
The Prmclple .o qudity keep adequate assets in cash or liquid ﬁ_)g‘ms,_ so that .
it can meet its‘'obligations from the customiers
without any delay and difficulty. _

The Principle of Profita bijity : According to the principle of 'proﬁta'bilily, a
® - commercial bank should operate on soun__q o
commercial or business fines so as to maximize its
profitability, - o

Real Bill Doctrines ¢ TheReal Bills Doctrine holds that a cor'ﬁmg'cifll
' + .. bank should make only short-term self liquidating
loans such as financing seasonal inventories etc.

Money Market _ * Money market is a market where short-term loans
SR - i are borrowed and lent out. -

Assets of Commercial Banks : The most important forms of assets of a commercial
: banks arc cash, money at call and short notice._
Investments, advances, other assets and profit and
loss account, :

Liabilities of Commercia Banks  : Themost important forms of liabilities of 2
commercial ban are capital, reserve fiund, depos-ils_,
borrowings from other banks and profit and loss -

accoun,
- Cash Reserve Ratig : Thepart of deposits of 3 commercial bank which js
: kept with the central bank in liquid form js known as
Cash Reserve Ratio (CRR),
Bank Rate _ | : The rate at which the central bank of 5 country

rediscounts the eligible bills and securities of
commercial banks ig known as bank rate,

Bills Market . : The market in which trade bills of exchange are
bought and sold is known ag biji market.

8.11 MODE]L. EXAMINATION UESTIONS

I. Answer the following questions in about 30 lines each

i Explain the factors that determine the liquidit_v of a commercial bank
2. Distinguish between primary and secondary deposits,

3. Mustrate the brocess of credit creation by commercial banks,
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i1. Answer the following questioﬁs in about 15 lines each

i, ‘What are the basic principles of commerciat banks? -
2. Explain how abanker strikes a balance betwoen liquidity and profitability.
3. What are the assets and liabiliticé of a commercial bank?

4 What are the assumptions of credit creation?

5. What are the l_imi'tations_ on credit creation? |
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3. T.T.Sethi ' . Monetary Economics '

4, SK Basu | - . Current Banking Theory and Pi'acuce

5 Diulio, Eugenc A. . The Theory and Problems of Money and

Baoking (Schaum’s Qutline Series)-

- Dr.D. Krishna Murthy
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9.0 OBJECTIVES

The purpose ofﬂiisumtistotluowﬁghtonﬂleCmuale&iﬁgandhsﬁIMand
credit control. '

After reading this Unit, you will be able to:

 know principles of Central Bank;

» analyse the functions of the Central Bank;

-« examine the ok of Central Banks in developed and developing countries; and
« distinguish between central banking and commercial banking.

9.1 INTRODUCTION

Central bank is an important financial institution in any sovereign independent nation in
modem days. It is an apex banking institution. 1t controls all banking activities in a country. It

plays a pivotal role in implementing the economic poticies. Will Rogers considered Central -

Bank as one of the three great institutions of the World. The other two were firc and the wheel.
Although some economists expressed serious doubts whether Central Banks could occupy such
an exalted position, they agree that central banks do in fact form the arch of the monetary and
fiscal framework in every country of the world. Their activitics are obviously necessary for the
fiscal and monectary operations of a country. The objectives and techniques. of monetary
 management, of course, differ from country to country and also over a period of time even

within a country according 1o a nation’s economic goals and its institutional structure.

9.2- GENESIS OF CENTRAL BANKING

Even though the penesis of Central Banks can be traced back to 1668 when the first
Central Bank viz, Riks Bank of Sweden was established, the concept of Central Bank is only of
a recent origin. The Bank of England established in 1694 performed all essential functions of a’
modern Central Bank. The history of the Bink of England represents the history of the
evolution of the principles and techuiques of Central Banking. On the fines of Bank of England
many central banks were established in Europe during 19% Century. The Bank of France which
was established in 1800, performed all the economic activities refating to the State. The Bank
of Netherlands was established in 1814, the National Bank of Denmark in 1818, the National
Bank of Belgium in 1850, the Bank of Spain in 1856 and the Bank of Russia in 1860. The
Nationa] Bank of Austria which was recognised as the Bank of Austria and Hungary in 1877,
was established as far back as in 1817, The Bank of Japan was established in 1882 to restore
order in the currency system of the country. The Bank of Italy was established in 1893 while

the Swiss National Bank was established at the beginning the 20" century in 1907. Central

Banks were also established in Portugal, Rumania, Bulgaria, Turkey, Java, Egypt and Algeria

during the 19" Century. These banks were vested with the monopoly power of note issue. Thus"

the 19" century witnessed the establishment of central banks in many countries of the world
particularly in Europe with all-powers and functions and privileges. Nevertheless, the concept
of Central Bank was not clearly articulated or understood before the tum of the century. More
over, many casiem countries except Japan did not have central banks. Major counines of East
such as India and China had no central banks. Even America established its Federal Reserve

Bank only in 1913 and the Bank of Canada in 1934. The Interational Financial Conference
held at Brussels in 1920 urged the countrics that had no central banks to establish them as
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. many as possible not ‘only to stabilise their currencysystuns but also to_quter international
" mionetary co-operation. This gave impetus for many countries to establish Cemral Banks
Today there is hardly any country without a Central Bank. The changed economic conditions

and the concept of nationalism entrusted the central banks with a status of each pillars of their

monetary and fiscal framework of their respective countries.

‘9,3 DEFINITION OF_CENTRAL BANK

- Any definition of Central Bank should come from its functions. But the fanctions of central
Bankvariedﬁ'om-cmnmytccmmmmdalsqow_apariodofﬁmwiﬁhrasmnemuntry,
Hence, it is difficult to give a precise and generally acceptable definition of Central Bank.
According to Kisch and Elkin, “a central bank is that bank, the essential duty of which is
maintenance of stability of the monetary standard which involves the control of the monetary
circulation”. M.H. De Kock has given a long definition of Central Bank, which emphasises
several functions performed by the Central Banks. According to him, a Central Bank
lestinxtesﬂ;eapexofthenmetaryandba!ﬂchlgmaureofitscountryanditpetfonns

several functions such as monopoly power of note: issue, regulation of currency, agency

a services for the state, custodian of cash reserves of commercial banks, management of foreign

exchange, inter-bank clearance and credit control. In the opinion of Kent, 2 central bank is an

- institution, which is charged with the responsibility of managing the expansion and contraction
of the volume of the money in the interest of the gencral public welfare, According to R.S.
Sayers, the business of central bank as opposed o that-of a commercial bank is to control the
commercial banks in such a way as to promote the general monetary policy of the state;
Hawtrey opined that a central bank is the lender of Jast resort. The Bank for Internationa)
settlement defined a central bank as “the bank in any country to which has been entrusted the

duty of regulating the volume of currency in the County”. From these varied definitions, it is -

clear_thatacentralbankistheapexﬁnancialinstitutionsmacomltryanditiscntmstedwrth

the responsibility of controlling and regulating the monetary and banking systems of the

country to ensure stability and also to promote growth. -

9.4 TRADITIONAL FUNCTIONS OF CENTRAL, BANK

As noted already functions of central banks vary from country to country and eveﬁ..within '

the same country, it varies over a period of time, Disregarding social, political and economic
systems, traditionally a central bank performs the following seven fanctions, -

9.4.1 MONOPOLY POWER OF NOTE ISSUE

essence of the Central Bank’s defnition. The central banks enjoy much privilege and puiblic
confidence due to monopoly power of note issue: S | o

There are four important reasons for entmstihg the task of note 1ssue to a Central .Bank.. |
They are : ' o : |
_ i.) to ensure _unifonni'ty in the circulation of currency :

ii) to have control over unduc expansion of credit by commercial banks
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i) to give distinct prestige associated with note issue to central bank

V) to have.a share in the monopoly pro'ﬁ_ts.of n.o_tc issue B

'v) to avoide potitical interference and pecuniafy needs in the matter of Issue of notes and
vi) to ensure sound monetary policy. - o

There are several methods of note issue. Under gold staridard, the volume of currency was

- backed by_ 100 percent gold reserves. This system was proved to be too expensive. Later
proportional reserve system was introduced. Under this system, the bank was required to keep
a certain percent of assets (say 40%) in the form of gold coins, gold bullion and foreign
securitics. This system also placed rigid limitations on the Central Bank Hence, another system
known as minimum reserve system_has been in vogue in several countries. Under this system,
a minimum amount of gold, silver and foreign exchnage will be kept as backing.

9.4.2 BANKER TO GOVERNMENT

A Central Bank acts a banker, agent and adviser to the government. As a banker to the
government, it carries out the banking accounts of the government departments, institutions
and enterprises. It performs government’s transactions involving purchases or sales of foreign
currency. accepts deposits of the government, makes disbursements and transfers of funds for
" the governments from one account to another or from one place to another. It makes ways and
- means (short-term} advances to governments in normal conditions and extraordinary advances
during depression, war or other emergency circumstances. As fiscal agent to government, it
collects cheques, drafts on behalf of the government and credits them to government accounts.
The central bank maintains the income and expenditure accounts of the government for the
entire country free of charge. '

The Central Bank also undertakes the administration and management of the national debt,
including floating debt. &t undertakes the issue and redemption of treasury bills, bonds and
receipts. Further. as an agent of govemment, it teceives taxes and other payments on
~government account., It elso administers the foreign exchange control ‘policy of the
government, It represents the government at the specialised financial institutions in the country
as well as at international financial institutions and conferences.

The Central Bank takes suitable monetary steps to regulate the supply of money in the
country so as to ensure stability and growth in the economy. As an advisor to the government.
the Ce;ltral Bank gives advice to the government on important matiers of econqmic poii‘cy such
as deficit financing, devaluation of currency. trade policy, foreign exchange policy eic.
Govemment gets cxpert advice from Central Bank on budget preparations a_md fiscal matters.
But the responsibility of monetary management (nionetary policy) is gntms_ted to the Central
Bank. o :

In the words of De Kock, the Central Bank operates as the govcrnmc:nt’s. banker, not only
because it is more convenicnt and economical to the government but also because of the
intimate connection between public finance and monetary affairs.

9.4.3 BANKER'S BANK

Central Bank of a country acts as a banker to all the commercial banks. All commercial
banks are required to keep a certain proportion of their deposits in the form of cash reserves.
This propartion is fixed from time fo time cither by law or by custom. In many countrics. the
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banks are ;eqqmdtoma.lmmn a certain p

govermest approvd secrie. Tis i known s Sittory Liquidity Rato The Comral B

discounts Bills of commercial banks, making available to them thecredlt bas;edonthwe
ultimate reserves. The centralisation of cash reserves in the central bank is the solirce of greéat

strength, power and prestige to 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

crisis situation. The reserves can be used by the central banks to clca;kinte_r bank qlaqms
through the clearing house. During a slack scason commercial banks may keep more reserves
“with the central baﬁk'wh_ile in busy season the commercial banks may withdraw their _sz‘xrpius
‘cash reserves to mett the claims of the customers. Thus a central bank acts as a’_c_l;_stqdl'an of
the cash reserves of other banks, séfcguarding and protecting the interests of the nation is
general and customers in -})anklllat. This may also help to divert excess referves-frofn the
regions of surplus to the region of deficit. The centralised cash reserves can hélp 0 ach;eve a
more elastic credit structure than if the same amount were scattered among the individual
banks. More over, the commercial banks can conduct larger volume of business even with
relatively smatler reserves if central bank helps them in need of the hour. '

9.4.4 CUSTODIAN OF FOREIGN EXCHANGE RESERVES

' ln.'_aH countries central banks maintain gold and foreign éxchange reserves. As noted

already, the central bank is tequired by law to maintain minimum Teserves against its note -

of their reserves in so\'ennnent or

issue. These reserves help to settle deficit in balance of payments and to maiatain stability in

the external value of the currency or foreign exchange rates. It should be noted that under the
system of fixed exchange rates there would be greater possibility to. have either deficit or

- surplus in balance payments. Only when ‘these deficits or surplus are cleared by depleting.

foreign exchange reserves, the external value of the currency can be maintained at the required

level. It is the responsibility of the Central Bank to maintain stable e:_cbh_ange rates of the
currency. - ' .

Central banks also maintain stable internal value of the currency. It should be noted that
when the money supply is incteased in excess of increase in real output. ‘there would be
inflation in the cconomy and as result the internal value of the currency falls. Similarly, when
‘the money supply-is net increased in tune with the increase in' the real output, there will be
depression and hence real value of the currency will increase. In order to avoid such extreme
situations. the Central Bank of the country adopts the policy of “Controlled expansion” and
there by helps to maintain: stable internal value of the currency. o

9.45 CONTROLLER OF CREDIT

Control of credit 15 considered to be the most important function of the central -bank:
- According to De Kok “It 18 the function which embraces the ‘most important questions of
central bank policy and one through which practically all the other functions are united and
made to serve a common purpose”. The central bank issues currency in circulation and the

commercial banks create credit many times more than the initial deposits that serve as oqually

good as currency. An effective monetary management requires a centralised control over both

Currency and credit. Hence. the central banks exercise control .over excessive expansion of -

credit by the conimereial banks. In modern times credit play an important role in the settlement’
of business transactions, Changes in the volume of credit may bring about changes in the value
of money as well as in valye of cmplovment and income. This may bririg about disturbances.
and maladjustment in the parts of the economic structire. A central bank being a bank of note
1ssue and supervisor of banking activities in an cconomy can legitimately control the process of
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 credit creation in the cconomy. A central bank uses-two types ofcredlt control

i) quantitative credit control mcasures and ii) qualitative credit control measures, You will
know about these methods in the next seetion. . o

9.4.6 LENDER OF LAST RESORT

" Bagehot coinad the term ‘lender of the ast resort” in his book “Lombard Street” published
in 1873. After the publication’ of this book; the respensibilities of Bank of England as the

lender of last resort unequivocally recognised. After this, central banks recognised the function
of “the lender of last resort™ as onc of the integral part of the central banking.

As a lender of last resort, central banks provide short-term credit to commercial banks
mostly by rediscounting their eligible bills. The central banks gencrally impose stringent
conditions and charge higher rates of interest in order to see that such facilitics are nol
misutilised. According to De Kock rediscounting of Bills of Exchange increases the clasticity
and liquidity of the entire credit structure and it should be seen that it is not abused.

9.4.7 CLEARING HOUSE |

~ As a central bank kecps cash reserves of all cormercial banks, it can easily discharge the
gunction of acting as a clearing house of settlement bank for other banks in tha country. Bank
of England pionccred m the discharge of the function of clearing house. Soon central banks of
other countries followt:d suit. Shaw. an authority on central banking, opined that clearing
function is a mere matter of mechanism or pook keeping. Other writers like Kisch and Elkin.
Jauncey and Will consider clearing as an important function of central bank. As alt banks
maintain their accounts with central bank, the claims against one another are easily settled by
simple adjustments m the respective accounts. This system provides economy in the use of
money in banking operations, and strengthens:the banking system.

9.5 INSTRUMENTS OF CREDIT CONTROL

 Aswe have noted already in section 9.4.5, one of the important functions of a central bank
" is control of credit that is created by the commercial banks in the country. Excessive creation
of credit may result in inflationary tendencies in the economic growth. Secondly there may be
also speculative activities in the country that may discourage investiments in socially and
economically productive activities. Thirdly, there ig a need to reduce inequalities in the income
and wealth of the people so that there will not be wide gap between the rich and the poor.
Lastly control of credit is also necessary 10 mitigate the harmful effects of trade cycles.

Central Bank of a country has broadly two types of instruments to control credit. They are
a) quantitative credit control methods and b) gualitative _Credit control methods.

9.5.1 QUANTITATIVE METHODS OF CREDIT CONTROL

The quantitative methods of credit coutrol aim at regulating the cost and availability of
credit in the country. They are the general instruments without targeting any particular sector
" or activity in the country. The quantitative methods of credit control include i) bank rate, i)

open market operaﬁqns, and iii) vanable reserve ratios.
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9.5.1.1 Bank Rate

Bank rate js the rate at which the central bank of a country rediscounts cligible bills and
securities or advances loans against the approved- securitics to commercial banks. When the
cash balances of commercial banks fall below the minimum level. the commeicial banks have
no other option but to approach the central bank. In order to secure funds from central bank.
the commercial banks present the discounted bills of Exchange and other securities to the

“central bank. The raté at which the central bank rediscounts these securities is known as the

bank rate. The bank rate determines the lending and borrowing rates of the commercial banks.
WhEnevér bank rate is rdiscd, the lending and borrowing rates of the commercial banks are
automatically raised. Whenever bank ratc is reduced the borrowing and lending rates are
mstantaneousyy reduced. Thus accordingly, the cost of borrowing by the public increascs or
falls. During periods of inflation, bank rate is raised and during days of recession and
unemployment bank rate is revised downivards, That is how, the central bank mfluences the
cconomic activitics in the country. Hawtrev in his books “Art of Central Banking” and “A
Century of Bank Rate™ stated that variations in bank rate bring about variations in the short-
term iterest rates and the demand for working capital such as holding or buffer stocks. He
argued that when bank rafe gocs up businessmen sell off their stocks and thereby the demand

for working capita! fails. Thus he assumed thmfbus_inessmen are more seénsitive to changes in

short-term interest rates. But in reality it may not be so. Intercst costs may form a very small

proportion of total cost. When business prospectiis are more businessmen will go by profits
rather than by rate of interest. o : S

Keynes in his book “Treatise on Moncy™ holds that bank rate variations show their effect
through changes in long-term rates of interest and the demand for fixed capital. According to
him changes in production, employment and prices are brought about throitgh. changes in long-
term rates of interest, [+ should, however. be noted that besides the rate of iterest the demand
for capital goods like machinery depends upon the marginal efficiency of capital and also on
the demand for consumer goods {Acceleration Principle). But Keypes ignored the latter aspect
completely. : :

The bank rate policy is based on the followi g assumptions:

1L “There is a close relationship botween bank rate and the market rates in the economy.
2. The bills market and the money (short-term credit) market are well dcveioped.

3. Commercial banks do- not have any prejudice to discount their bills.

4

The cconomy is highly flexible and it quickly responds to any changes in the interest
rates. ' i

v

Commercml banks do not Keep excess rescrves so as to avoid or nullify the actions
taken by the Central bank. '

But thesc asswmptions are rarely met iii the real world. The bank may be very Successful In

. s - - N
~developed countrics wWhere Most of the assumptions are fulfilled. But in underdeveloped
countrigs, thc_se conditions are not found and hence the bank rate may not work successfully in
these countrics, In waderdeveloped  countrics. the influence of traditional - non—bzuﬂ;ing

operators such as moncevienders is more powertul. Hence, changes in the bank rate may not be
effective in regulating the CCONOmY., )
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9.5,1.2 Open Market Operations

*Open market operations” 18 another quantitative instrument available at the disposal of
central bank to.influence the volume of money supply in the country. Open market operations
refer to the buving and selling of govermment and other approved securities by the central bank
in the money and copital markets. : '

Money-market securitics mature in less than one year. The instruments traded in the money
market are discountable at the central bank, They are partial substitutions for High Power
Money. Along with the central bank. the participants in the money market transactions are
commercial banks. business corporations, various public agencies, and other financial
intermediaries. The mstruments traded in the long-term capital markets are fixed intercst
 perpetuitics and cquitics that do not have any fixed matunty date. Commercial banks.
insurance CoOMpanies. industrial financial corporations. development banks, investment trusts,
provident funds and other specialised financial corporations. development banks, mvestment
trusts. provident funds and other specialised financial intermediaries participate in the trading.
The instruments traded in this market are not MORCY substitutes for high-powered money. The
mechanism of working of open market operations 18 very simple. During periods of inflation
and boom. there will be excess liquidity with the public and financial institutions. In order to
mob up the excess liquidity. the contral bank sells the government and other approved
securities. Buyers of these seeuritics pay the central bank by drawing on their cash deposits in
the banks. The reduction in cash reserves forces banks to reduce their advances and loans to
the public. This checks the inflationary tendencies in the economy. -

During the periods of depression, the centrel  bank performs  the .xactly opposite
operations. It buys the approved bills and securitics and it issues cheques on it. The individuals
who receive these cheques deposit them in their respective accounts in the banks. The banks
realize the proceeds of the cheques and thereby their rescrve position Improves. They arc now
in a position fo advance morc foans {0 revive the economic activities in the country and thereby

employment. 1Hcome and output in the £CONOMY rise.

Limitations of Open Market Operations

1. In the theory of open market operations. it is assumed that public and banking systent -

possess  Of willing 10 pOSSESS the ncceded approved securities. But if as in
underdeveloped countries. people do 1o have the habit of buying and sclling
government of approved secu rities, the method may not Work properly.

2. In many underdeveloped countries, both money and capital mmarket instruments do not
exist. Under such ¢l reumstances, Open Market_Opcrations will not be successful.

3 {f commercial banks have excess cash reserves. open market gales of securities by the
central bauk may not be effective.

4. During the periods af boom. there will be general optimism about the future among the

" businessmen. Under such circumistances cven if central bank reduces the reserves of

the commercial banks through open market operations, the banks may to be ready to

lend even at the reduced reserve levels. Similarly, during depression any amount of

| eXCesS TESCrves may not stimulate the businessmen to borrow from banks. Thus, credit

‘ ckpansion and contraction arc a matter of business psychology and mood of

entreprencurs.



The bank -rai_e_ and open market 6perations are not competitive but complementary in

nature, While the former influences the cost of credit, the latter affects the availability of credit. -

For successful functioning of the credit control. policy -both the methods are to be pursued
simultaneously. The open ‘matket selling of securities may not be effective unless it is
accompanied by increasc in the bank rate. Other wise banks will take advantage of low bank
Tate to rediscount bills and thereby they will expand credit. e

_9.5.1.3 Variable Ré's'ervef Ratio

Another powerful and direct method of credit control is Aﬁ‘ecnng changes in the reserve
requirements of the commercial banks. In ail countries, the commercial banks are required,

either by the custom or by law to keep a certain proportion of their deposits in the form of cash '

- reserves with the central bank. This ratio varies from 3 percent to 15 percent in different

-countries. When the central bank wants to control credit creation by the commercial banks, the -

former will simply rise the cash reserve ratio. say from 3 percent to 8 percent. This directly
affects the amount of liquidity available with the commercial banks, Similarly,  when the

central bank wants to expand credit, it will simply reduce the reserve requirements of the

commercial banks.

_ The variable reserve ratio is better than the open market operations because in'mé-'casc of
reserve requirements, the commercial banks must comply with the directives of the central

bank by law. But there is 1o obligation on the part of the commercial banks to participate in the .

open market operations conducted by the central bank. More over, open market operations

| -affect the_qredit”creation by only those banks dealing with government and other approved -

securities. But variable reserve requirements affect all the banks.

The variable reserve ratios are also not free from limitations. Like the other two methods,
vatiable reserve ratios also cannot prevent banks from lending especially during the periods. of

boom and prosperity. Secondly, during this period, there will be more inflow of gold and

foreign exf:hangc, which may counteract the shortages in domestic liquidity. Thirdly, ‘frequent
use c_nf variable reserve ratic may Create uncertainty and adversely affect the bisiness prospects.
In view of these, Harry Johnson opined that this method should be used very’ Sparihgly

i.  Regulation of consumer credit, -
‘. Margin requifément,’ B

‘il Rationing of credit

tv. Moral suasion

v.. Publicityand -

vi. Dircet action.
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9.5.2.1 Regulation of Consumer Credit

~ Expenditure on consumer durables is a potential source of inflation and is of strategic
importance. Credit expansion for consumer durable goods becomes danger to the future
stability of the economy. C : ‘
The Federal Roserve Bank of USA first adopted this method of credit control in 1941 in
order to keep the consumption spending at jow level. Under this method, the central bank of a
country is at_':thc_arised to lay down terms and conditions for regulation of credit to consumer
durable goods like Television, Refrigerator, Air-Conditioners, motor bikes, motor cars étc. The
policy covers charge accounts, down payments, duration of time, and number of instaliments
ete. Stiffer terms and conditions are prescribed during booms period and easier terms and
cor.itions during depression. o

9.5.2.2 Margin Requirement

Another important sclective credit control method in the hands. of the central bank is the
margin requircments. Margin refers to the difference between the value of the securities (value
of the projects) and the loan amount. The commercial banks do not generally Jend loans o full
value of the securities pledged or the value of the projects proposed. The loan amount will be a
certain proportion of value say 80 percent of total value of the securities pledged or project
cost. The remaining proportion is to be borne by the borrower. In case the central bank wants
1o contract credit, it will raise the margin requirement say from 20 percent to 40 percent. In that
case the borrowers may be reluctant fo borrow from the banks. Similarly, if the central bank
wants to expand credit, it will lower the margin fequirement say from 20 percent to 10 percent.
This may give impetus for the borrowers 10 borrew from the banking system. “The central bank
may stop advancing of loans to commercial banks against any particular type of sensitive
collateral such as forcign securities, sensitive commodities such as wheat, rice etc., which are
highly susceptible for hoarding. 1n order to control speculative and black marketing in sensitive
cormexdities with the help of bank credit, the central bank regulates the margin requirement.

9.5.2.3 Rationing of Credit

Credit rationing by ceniral banks may take several forms. A centrai bank may put ceiling
on rediscounting facility extended to commercial banks. The commetcial bank in turn may put
ceiling on the total amount of loan sanctioned to a particular sensitive sector or number of
times it can extend loans 10 that particular sector. '

9.5.2.4 Moral Suasion

The central bank may also persnade commercia} banks to exercise restraint on the
advancemient of credit particularly during periods of nflation. It may issue circulars of use its
moral influence to urge commercial banks not to advance credit to sensitive activities that may
lead to specuialive activities. The Bank of England and Reserve Bank of India exercised this
method with a high dogree of SUCCESS. S

9,5.2.5 Publicity
The central bank of a country may disclose its policy through monthly or quarterly 1epors,

circulars publicize throngh radio, T V. and news papers. The information relating to
recoghnition  Or de-recognition  of scheduled commercial banks, noit-banking  financial
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istitutions is gencrally issued through newspapers ‘so that public would be more cautious
about fake financial institutions, | L |
9.5.2.6 Direct Action : |

o W]u:n all the 'abow_: tiethods fail to yib,ld’ rosults,me central 'ba'nk can go for direct acnon
against the eaming commercial banks. Direct action may be in the form of refusal to provide

o

rediscounting facilities to such of those commerciat banks, which do not act in conformity with

the. policies of the central bank. The central bask may also refuse additional financial

accommodation to-commercial banks that do not keep the prescribed statutory liquidity ratio or
 prescribed cash reserve ratic with the central bank. Direct action involves exercise of coercion

9.6 ROLE OF CENTRAL-BANK IN DEVELOPED COUNTRIES

In developed countries money and credit markets are well developed, well co-ordinated

and well integrated. Hence sub-markets can quickly and promptly respond to changes in

money and eredit policies of a central bank. The mlpulstsgenemted in one sub-market

sensitive sectors and the results-get transmitted 4o other sectors instantaneously. For instance, a -

fall in the rate of interest in one sib-market say, in commercial banks will automatically bring

about fall‘in the rafe of interest in-other markets such as co-operative banks,reglonal tural

particular rate of interest known as “Bank rate”. By manipulating the bank rate in accordance
with the_ general economic condition of thé'econm’ﬁiy’,’ the central bank can exercise control
.over. the entire economy. In addition to bank rate, other: methods of credit control such as
variable reserve ratios, open market opezations as well as qualitative credit control methods
would be more effective in these countries, - ' :

9.7 ROLE OF CENTRAL BANK IN UNDER - DEVELGPED
__COUNTRIES o .

credit to bus;'ness-‘apd industry through commerciaj banks and term lending Institutions, 3.

ccntra.l bank has to see t:!:at__ ad‘t_:quate'credit is deployed to agricultire though co-operative
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up in various parts of the country. According to R.S. Sayers, in;-undcrdevhloped countries in
view of inadequate development of banking system, a central bank must tzke up ordinary
banking facilities to the commimity besides the usual supervisory functions. A central bank
must pursue liberal policies to foster banking habits particularly in rural and semi-urban areas
of the country by extending all the encilities. It should facilitate the development of well-knit,
effective and efficient moriey and capital markets. N -

9.8 CHANGING FUNCTIONS OF CENTRAL BANKS _

The functions of central banks particularly for those established after the Great Depression
have widened. In addition to the traditional objectives of regulating the issuc of notes,
maintaining a sound monetary banking and credit system and preserving the external stability
of the national currency unit and acting as banker and financial advisor to the government,
many more new functions were added. The Royal Commission on Australian Monetary and
. Banking System recommended that the Australia Common Wealth Bank’s chief objective

should be the reduction of fluctuations in the general economic activities. These. inclade

contributing to an ordesly and balanced economic development of the country, promoting full
employment. and raising the national income. Amendments made to Reserve Sank of India in

1956 explicitly stated that the objective of RBI was not only to secure monetary stability, but

also to foster the growth of the monetary and credit system in the best national interest and
help in the fuller utilisation of the country’s . productive resources. The objective of
developmental function of RBI has been very clear in the gradual, evolution of its monetary
policy. There may be conflicts among - these objectives. For instrice, the -objective of
maintenance of full employment and promotion of the maximum development of the countiy’s
resources may be inconsistent with the objective of internal monetary stability. In the post—wai'
period full employment had come to be recognised as an important objective of central banking
policy taking precedence -over iraditional objectives even if there is a conflict. In the
‘publications of Federal Reserve System, such expressions as “orderly economic growth’,
steady development of the nation’s resources’ and ‘growth of the country’ arc frequently
found. Such policy objectives could not be found in the statute ks of the central banks of

the pre-war period.

The new objectiye of ‘economic growth’ is not imiplicit in the traditional objectives of ‘ft}ll'
employment” or stabilisation”. The term ‘stabilisaion’ connotes stability at an gbsolutc li:!\.!cl
and without any references to the cconomic potentia existing at different periods. Stability

may lead to growing unemployment and idie capacity as population and invested capitals

continue growing. pursuance of full employment objective alone may not secure the economic

growth. Policies designed to secure full employment may not achieve growth objective.
loyed. Similarly, pursuance of

- Supplementary of alternative policies may have to be empl ar
' may.be possible under the conditions of

growth objective may not result in full employment. It
mass unemployment - and idle-resovree
' conditions of inflation and excess expenditure.

Full employment is essentially ;
run * objective. Hence, there may be conflict between the two at times. As observed by

Whittlesey ‘ideal output under the full employment objective is the country’s €conomic

potential at the prevailing level of technology whereas that under the economic potential at -the
progressive technology. Technological advances, changes in social, economic and political

framework may continuously modify the targets towards economic growth.

s but it may pot be certainly - possible under the

a short-term concept where as economic growth is a long- -
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How does central bé{nk promote: economi¢ growth? Mere creation of money does not itself -

initiate the process of economic expansion. It may be a necessary condition but not a sufficient

ition of economic growth, The process of economic expansion” depends upon a large
number of reat factors. -Nevcrtheiéss, a central bank '-_c':an'."c_pntribute to economic growth by
pursuing an apropriate monetary policy. The monetary policy that maintains a reasonable
degree of price stability and keeps employnient at reasonable level may set stage for economic
development. The objectives of economic growth like the traditional objectives of e’xchangg
and price stability is not an anchor to cling to but a gleam to be-followed. In developing

countries in particular where inflation is a constant threat, one should be careful in making

economic growth an obligation on the monetary authorities. There may be also adininistrative

9.9 COMPARISON BETWEEN CENTRAL BANKING AND
COMMERCIAL BANKING _. -

Keeping in view the objectives and functions of commercial banks and central bank, one
can make distinction between the two, highlighting both similarities and differences between
them. _ -

9.9.1 SIMILA RITIES
The following are the major similarities between commercial banks and central bank.
1. Both central bank and commercial banks are the monetary institutions dealing with
2. The central b_anks as well as commercial banks create money in the economy
3. In recent years like central bank, commercial banks also deal with foreign exchange.

9.9.2 DIFFERENCE

commercial ‘banks: The following are the major differences between a central bank and

“commercial banks.
1. Owuershib

The central bank is generally owned by the state. But the commercial banks may be owned
by the state or by private individuals as shareholders, ' -' ' |

2. Right to note Issue

A central bank has the monopoly power of 'isst';ing legat tender hwney. But a'-connnercia'l

‘bank does not have such a power.- But it has the POWer to create demand deposits by which the

public gets the power to issyc cheques. These cheques are as good as legal tender money.,
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3. Profit Motive

.A..wntral'_ba:ﬁ(- does not operate on profit motive. Profit motive is only a secondary
objective to a central bank. The primary objective of a central bank is service motive and
nauonal economic interest. On the other hand, the overwhelming objective of a -commercial
bank is profit motive. It opérates on sound business principles aimed at maximisation of profit:

4. Foreign Exchange Reserve

It is responsibility of the central bank to maintain foreign exchange reserves of a country SO

as to ensure stable exchange ;atés and there by equilibrium in the balance of payments. But
W.banks deal only with foreign exchange sons without any responsibility to
_ maintain equilibrium in the balance of payments. '

| S. Banker to Government

A centralbank is a banker to the government and acts as an agent of a government in many
economic transactions of the government. It also supervises all banking activities in a country
and henpce:it is called banke to the banks. :

6. Relation with the Public

A central bank does not deal with the public directly. On the other harid, a commercial
pank deals directly with the public. :

7. Supervisory Role

A central bank is given special powers to control supervise and regulate the working of
commercial banks. The commercial banks, on the other hand, have to obey and abide by the
directions given by the central bank in the best interest of the econonty. A central bank acts as
a lender of last resort and as 3 clearinghouse for alt the commercial banks.

In spite of several differances between 2 central bank and a commercial bank, the stability
of the monetary system of a country greatly depends upon the healthy co-operation and co-
ordination between the central bank and commercial banks. Both of them have to play an
important role in the development of monetary and capital markets in a country and for over all
economic development of 2 COury.

- —_—

9,10 SUMMARY

Every sovereign indepen enit country has a central bank of its own. A central bank is an
apex financial institution in a country. The origin of a central bank can be traced back to the
‘Riks Bank of Sweden that was established in 1668.However, Bank of England was the first
central bank to perform all the functions of a modern central pank. It was established in 1694.
During 19® century many European, Asian and African countries have established central
banks of their own. The main principles of central banks are securing pational welfare,
maintaining financial and monetary stability and promoting economic growth and welfare of
the country: Modem central banks pcrform-'scveralj functions such as monopoly power of note
issue, banker, agent and advisor to the governiment, banker of banks, custodian of foreign
exchange teserves of a country, controliing credit creation, clearinghouse and lender of last
resort to banks. ‘Besides, the newly established\oentml banks in developing countries have also

———
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assumed the réspon;ibil_ity of promoting economic growths and increasing generaJ_ cconomic
standards of the people. & is generally believed that central banks would function l!_nore
éffectively and cﬂ‘iéieﬂﬂy in 'cbnh’asf with developed mone;s,f markets t_hat' with underc.ieve oped
money. markets. Hence, development of money and capital markets is another ‘important
function of central banks. In the light of functions of the central banks and_ commercial baqks,
we can distinguish between a central bank and commercial banks. :

9.11 CHECK YOUR PROGRESS.
I Answer the following questions in about 4 or 5 lines each.

. Define a central bank. |
State the function of a central bank.
~ What are the quantitative instruments of crédit cc'n_:trol ? Why are they called so? N
‘What are the qualitative instmr-_nents of credit control? Why are they called so?
What are the assumptions of bank rate po'l'i'cy?
What do ybu ‘mean by margin requirer'neﬁt?:_ _ _ . |
- Why do central banks function more effectively in developed countries?

‘What érc' the major obstacles for the iirdrking'of a central bank in underdeveloped

N AL AL e

9. _.Do.'yon_-__:think that central Jbanks should assume the role of promoter of economic
growth in underdeveloped countries? '

10. Is there any conflict between growth and stability objective?
M. What are the similarities between a central bank and » commercial bank?
 12. State the differences betwees 3 central bank and commercial banks?

—_—
9.12 GLOSS_ORY .

Centrai Bank T A apex bank in a country that js entrusted with the
o ' responsibiligy of controlling the nation’s money

Commercial Bank + - Commercial Banks ar¢ a type of financial institutions

investors. Theyacoept deposits from the p.ub.lic_a.nd
advance foans tothose who need them, -

Monopoly of Note Issue- LA Central bank’s exclusive pﬁ\_rﬂege of iéshing
: : currency in the country is known as monopoly power

of note issye.

Banker’s to Bank * A Central bank which is entrusted with the function
' of Supetvising the activities of all the commercia)
- banks in the country is known as banker’s bank.
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Banker to Government _' ¢ A central bank, which asts as the banker, agent and
~advisor to the government, is known as banker to
- government. o S

Custodian of Foreign Exchange . A central bank is entrusted with the responsibility of
maintaining the foreign exchange resérves of 2
country. Hence, it is known as the custodian of

- foreign exchangg reserves. : '

Clearinghouse @ The transactions of different commercial banks in the
' -@ounwarccka:edﬂuoughthcccntralbankasit. '
maintains the cash reserves of all coramercial banks.
Thus a central bank acts as the ;leari'nghbusé. '

Lender of Last Resort + A Central bank of a country comes to the rescue of
commwrcial banks when the latter do not have any.
other source of finance. Hence, 2 central bank is

known as fender of last resort.

Statutory Liquidity Ratio : The part of deposits ofa comumercial bank, ‘which is
invested in government of government-approved

securities, is known as Statutory Liquidity Ratio.
Primary Deposits . The deposits of the public in the form of cash,

cheques, bills etc., that are deposited in a bank for the
first time are known a8 primary deposits.

Secondary Deposits | . The additiona} deposits that are created from out of
primary deposits are known as Seeondary Deposits.

Cash Drain - The rate at which the public converts the demand
© deposits inta currency as the level of deposits
increas¢ is known as cash drain.

3.3 MODEL EXAMINAT.ION.QUESTIONS

§. Answer the following qu.estions' in about 30 lines each
I Examine origin and principles of modern central banks.

2 Avalyse the major functions of a central bank-
3 Distinguish between & central bank and commercial banks

Il. Answer the fnllo‘_wing 'qixeétio'ns'.in about 15 lines each
1. Define a central bank. |
2. What .a.re the principles of a central bank?
3. Sketch the oﬁgin of modem ceatrat bank.
4 State the functions of 2 modern central bank.
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10.0 OBJECTIVES Iy

Tﬁe me.iin objective of this unii is to explain the objectives of monetary policy and its
mstruments. - o

After reading this lesson you will be able to:

* know the meaning a-nd defiition monetary poh'cy;
. discuss the instruments of monetary policy; -
. _analyée the objectives of monetary policy;
= examine the role .of monetary Policy during déﬁression and inflation;
. assess effectiveness of mongtary policy in promoting growth:
. eﬁal_u_tc the lags aﬁd limitations of monetary policy and,
* understand the applicability of the monetary poljcy to updcrdcvelopcd countrigs.

~* 10.1 INTRODUCTION iR

- Promotion of economic growth with full employment and price stability has- become an
overriding objective of modemn governments. In order to achieve these economic apd social
goals, the governments evolve -appropriate  macro - econortic policies. Two important
components of macro economic policy are monetary policy and fiscal policy. The classical -

high level. The so much of faith was placed on the monetary policy during the- 19?"-century asa.
means of regulating the economy, was largely lost during 19205 and 1930s. During the Great
Depression, even low rates of interest could not bring about revival in the economy. The fiscal
policy oriented- by the Keynesian revolution became more effective in combating the Great
Depression and hence monetary policy was relegated to the background. The devclopment of
mflationary pressure Il most economies after the outbreak of Korean War in 19505 monetary
“policy once agam came to the forefront. Monetary management became an important tool for
regulating cconomic activity, Under the influence of monetarism, the scope of monetary p'oh_cy

| has be;:n greatly widene . _ L .
102 DEFINITION OF MONETARY POLICY

Monetary policy consists of all measures applied by the monetary authoritics with a view -
o producing a deliberate impact - on the cost and volume of money 50 as to achicve the
objectives of general economic policy. It aims at regulating the flow of curtency, credit and
other money substitutes ‘jn an economy with a view to influencing the real variables in the
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objectives of general economic policy”. In other words, monetary pohcy refers to the use of
 official instruments at the disposal of the central bank to regulate the availability, cost and use
of money and credit with a view to achicving the optimat levels of output, employment, price
stability, equlibrium in extemal balance or any other goals of goverument’s economic policy.

70 INSTRUMENTS OF MONETARY POLICY _

“The instruments of monetary policy are same as the instruments of credit control at the
disposal of a central bank. The first category tools consist of quantitative instruments such as
bank rate, open market operations and changes in the reserve requirements. The other category
of weapons is known as _qualitative or selective credit control methods. They -include,
Regulation of “consumer credit, Margin requirement, Rationing of credit, Moral suasion, -
Publicify and Direct action. The quantitative weapons regulate the cost and total quantity of
credit available in the country. The selective credit control methods, on the other hand, aim at
regulating credit to particular sectors of the economy even though plenty of credit available for
other sectors of the economy. For a very long time, quantitative methods. were employed to
' 'thcwmmniémﬁﬁﬁeslhegmwmgwmp[muwofmcsyswnmmtm

necessitated the employment of new and innovative weapons such as selective credit-control

During the pre-Keynesian days monetary policy was the. sole instrument for regulating the
aggregate economic policy. It was designed to maintain gold parity of the monetary units,
stability in exchange rates, and internal purchasing power of money. During 1930s when
. fiscal policy was pressed into service to maintain full-employment, monetary policy also

has to shoulder the responsibility. During 19505 when many countries of the world got
. liberated from the British colonial rule, economic development became an_overriding

objecﬁye-of.both fiscal and monetary policies. I..mer durmg 1970s when. inflation became 3

major P@mmmmﬂwwwmmﬁwﬁhmmv@rmﬂnewweaponswmmba
inflation. Thus the objectives of monctary policy are ot gtationary but changed with the

i. Neutrality of money

fi. Stability in exchange rates

jii. Equilibrium in baance of payments
iv. Maintenance of price stability

v.- Full-cmployment '

vi. Promoting Economic Development

19.4.1 NEUTRALITY OF MONEY

“The advocates of neutrality of money believe that the worstdnsmrbancesm thcmodcm
generatc oscillat _ _ systems.
(bringing down the rato of intere ), it will bring

" 'mjhmemmﬁcswm'ucmamfonowsamm-m_
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if it follows a dear money policy (raising the rate of interest), it will have depressing effect on
economic activitics. Neutrality of money does not mican that money supply (or credit creation)
should be kept constant. The money supply be kept constant. The money supply should be

changed to such an extent as to counter balance the fall or rise in the velocity of money in

circulation. Similarly; the money supply should be increased in tune w:ththe mcrease in the
real output. This'po}_lficy oﬁbn-__ref‘erred-to as controlled expansion. Bconoamsts like _chksla:a_d,--
Hayek and Robertson feol that the main objective of the monetary policy should be neutrality
of money so that crucial economic variables like income, output, employment and prices are
“not affected. ' ; ' ' :

10.42 STABILITY IN FXCHANGE RATES

Maintenance of stable foreign exchange rateswas oqe' of the tmdmonal and unportant
objectives of monetary policy. In view of paramount importance of international trade in the

national economies of countries such as England, Deamark, Japan, Germany etc., the objective -

of stable exchange rate was given precedence over stabihty in output and employment During
the era of gold standard. gold movements across the countries took place in orgler to ensure
stable foreign exchange rates although they distyrbed the internal stability in employment,
output, and income and price levels of these countries. This imposed on-them the periods of
inflation and deflation. With the rise of nationalism, the objective of internal stability' took
precedence over that of external stability. However, in underdeveloped countries, in view of
- rising imports of raw materials, capital goods etc. the need for exchange stability once again
came to the forefront in these countries also, ' o o

10.4.3 EQUILIBRIUM IN BALANCE OF PAYMENTS

Another important 6bj9ctive of monetary policy is achievement of equilibrium in the

balance of payments. When there is deficit in balance of payments, short-term intérest rates are

increased. This will have a two-fold effect, one on the current account and other on the capital

account of the balance of payments. The rise in the rate of interest will have contracting effect

on Investment, employment, output and incomes and consequently the demand for imports also :

declines. Similarly, the rise in the short-term rate of interest will attract more inflow of foreign

capital from abroad ‘and thereby it will have cushioning effict on the capital account of the

balance of payments. Thus there wiil be cushioning effect on the capital account of the balance

of payments.. Thys there will be equilibrium in the overall balance of payments. The opposite
process will take place when the rate of interest is lowered in order to reduce surplus in the

10.44 MAINTENANCE OF PRICE STABILITY

So long as Gold Standard was in vogue, exchange rate stability was the primary objective
of monetary policy. When gold standard disappeared from the Warld, price stability became an
overriding _ objective. Price -instability_"an_,d the fluctuations .in business activ.ity 'produce'
undesirable effects in the economy. An excessive fise in the price level may develop ‘run-

away’ . inflation that destroys economic prosperity. It ‘leads to rising inequalities in the

distribution of income arnid wealth. Simi]:;:-l , falling price level would lead to business failures,
unemployment and curtailment of production. Both the evils must be wiped. out and price
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stability must be enisured. In order to achieve price. stability. monetary policy is employed.
_Mone;ary policy is relatively more ‘powerful to combat inflation than unemployment.

10.4.5 FULL-EMPLOYMENT

. -Mo;k_éi"n states. are Welf_‘aré'j_States. They ‘aim at ensur_iﬁg full employment even in it is
_- moonsastentwtth the objective of achieving ‘price stability. Crowther opined that the main
'?bj_'_e_t_:ti_ve of monetary policy of a country is to bring about equilibrium between savings and
inyestments in the country at the level of full-employment. Keynes clearly demonstrated the

ineffectiveness of monetary policy during depression to generate employment opporrtunities. -

The developed countries generally remain at the full-employment or at near full-employment
“or at near full-employment level. The problem in these countries is how to sustain the economy
at the fullemployment level. But in under developed countries, the problem is how to create
employment opportunitics and how to sustain the economy-at the full_employment level. In
both the types of countries, monetary policy is deployed to create and sustain the economy at
the full-employment level. But a monetary policy is not.as effective as fiscal policy to ensue
full employment in the country. S ' ' '

10.4.6 ECONOMIC DEVELOPMENT

Economic growth has become one. of the objectives of monetary policy in recent years.
Economic growth implics sustainéd rise in the GNP percapita over a long period of time.
Monetary policy. seeks to promote economic growth partly by maintaining. equilibrium
between the total demand for money and total production capacity of the economy and partly
by creating favourable conditions for savings and investment. The demand for money is bound
to go up in developing econories on account of rising investment expenditure.

0.5 ANTI.CYCLICAL MONETARY POLICY

Business cycles are a kind of fluctuations that occur in business activity with a certain
degree of regularity and periodicity. Business cycles are wave like movements around
equilibrium..or trend linc, in the aggregate economic variables like employment, production,
income and prices. According to Borns and-Mitchell, a normal trade cycle consists of four
closely interrelated phases, viz, revival, expansion, Tecession and contraction. The peak’ or
ceiling, on the one hand, and depression or floor, on the other hand, represents crucial tuming
-points in the trade cycle. The overwhelming objective of an economic policy is to mitigate the
harmfui effects of business cycles and to ensure full employment with price stability. Monetary
policy is possessed with adequate instruments to deal cffectively with the business cycles.

{0.5.1 MONETARY POLICY DURING DEPRESSION

Déprcssion is an economic situation characterised by low marginal efficiency of capi_tal_on _
| ut and employment and the resulting uncertainties.

account of declining prices, incomes, outp : _ unce
The interest rates are very fow and there will be hlgh liquidity prefcrmce The objective of th;'
monetary policy during depression should be, ' SR

i. To offset the declining velocity of money, : o

ii. - To satisfy the demands for precautionary and speculative motives for money; '

4ii. Stimutating cash position of banks and non-bank ofganisations; :
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iv. Encouraging credit for investment and counsumption; .
v." Bringing down the structure of interest rates with a.view to boosting investrient;

vi." Creating confidence in the security market by stimulating security prices.

In developed countnies, it is easier to lower the rate of interest than wage rates because
there will be stiff opposition to downward revision of wages by the trade unions. The reduction
in interest rates besides stimulating investment activities also encourage hire purchase and
installment buying of consumer durable goods. But in underdeveloped countries, low interest
rates may discourage savings. :

It is also argued that monetary policy is not effective in pulling the economy out of
depression. The rates of interest are already very low during the depression. Any injection of
money into the economy will not further depress the rate of interest but will be absorbed to
strengthen the liquidity preference of the people and firms. There are waves of uncertainty and
business pessimism. Under such circumstances even very low interest rates may not encourage
 businessmen to go for additional investment -inspite of low interest rates. As noted by
Crowther, “Any amount of water taken to horse-will not make it drink unless if is thrust”, Thus
even very low inferest rates fail to stimulate investment activities in the economy. In view of
this it is argued that the cheap money policy of the central bank hardly has any significant
cffect during depression. The gap between savings and investment instead of lowering will
actually increase. ' '

- Consider diagram 10.1. In the Diagram the rate of interest is measured on the vertical axis,
savings and investment on the horizontal axis. Initially intersection of lo and So investment
and savings curves give the ro equilibrium rate of interest, Savings and investments are equal
and hence theére is no gap between them. But during depression due to general business
pessimism and low prospects for investment the investrnent curve shifts to left. Consequently,
at the existing rate of interest there will be savings and investment gap known as ‘deflationary
gap’ to the extent of PQ. When the central bank takes initiatives and lower the rate of interest

to rl, the deflationary gap narrows down but still it exists. Since due to the liquidity trap, the

intcr’est rate cannot be further reduced beyond this minimum level, the deflationary gap also
continues. Thus monetary policy is not completely effective in pulling the economy out of
“depression. o o
" Rate of
Interest

To

0 Savings and Invéshnent-

Diagram 10,1 Deflationary Gap
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Nevertheless, the monetary policy is considered to be one of the important measures for

maintaining full-employmant. As stated by K.K. Kurihara even if credit (monetary) policy is-

incapabie by itself of turning the tide of depression, it can increase the overall liquidity via
open market operations and other conventional methods. By this way it can create monetary
atmosphere necessary for the successful operation of more effective. mzasui'es of fiscal and
other policies. ' ' |

10.5.2 MONETARY POLICY DURING INFLATION

Inflation is yet another phase of business cycle characterized by rising prices, incomes,
output and employment. In view of these, there will be high marginal efficiency of capital.
There is a general wave of optimism in the economy. Business activities éxpand rapidly.
Henc ., banks are also willing to make additional loans to the public and businessmen both for
Lonsumption and investment activities. Consequently, investments on fixed capital, plant and
machinery expand. Consumption expend iture also rises steadily. '

Unfortunately, all may not go well forever. The steady rise in consumption and investment
expenditures will make credit conditions extremely difficult. Banks would find it difficult to
cope up with the ever-growing demand for credit. Under such circumstances, the monetary
policy should strive to slow down the expansion of money supply, bring about increase in the
velocity of money and raise the rate of interest upwards. By employing the general instruments
of monetary poiicy, the central bank can coatrol the expansion of money supply and cost of
money. The idea is to keep the inflatics: under control and to counteract the boom conditions
and not fo plunge the economy-into depression. N

Monetary policy is more effective during the periods of infiation than that during the
periods of depression. It is easier 1o raise the rate of interest that to lower it. The reserve ratio
can be increased along with the open market operations with ease. The margin requirement and
consumer credit conditions can also be tighteried without much difficulty. If action is initiated
at appropriatc' time, a boom can be prevented - from tourning into a full-fledged inflationary
situation. ' '

. The effectiveness of monetary policy during inflation is severely limited by the following
factors. '

" Firstly, if the inflation in the economy is primarily due to demand pull factors, the
aggregate demand would continue to rise inspite of restrictive monetary policy of the central
bank. Even, if the stock of money is kept constant, the public might succeed in increasing the
offective money suppiy simply by increasing the velocity of money in circulation. This may

seutralise the restrictions imposed by the central bank on the supply and cost of money.
Consequently, monetary policy becomes ineffective. :

Secondly, during inflatioi, the commercial banks might finance the expanding business

activity through the portfolic adjustment. In order 10 Over come the credit crunch imposed by

the central bank by means of open market operation or by means of raising the reserve ratios,
the conmercial banks may sell government securities in the market and the proceeds may be
used to extend credit to the borrowers. This portfolio adjustment many pot increase the total
volume of money in the economy, but it will transfer the resources from government whose
marginal propensity 10 spend is less 1o an agency whose marginal propensity to spend is very
‘pigh. Tt should, however. be. noted that in the process of selling securities, the prices of

securities may b depressed and there may be capital loss. At the same time there will be
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component of outside lag is the production lag. This lag refers to the time lag between the
changes in the spending decisions and their effects on the target variables such as ¢mp._t'93-fment,
output and prices. These target variables may not change imm_cdi_ately after taking decision by
the economic units. It will take some time to readjust production, consumption and prices. This.

time lag is known as production lag, These two lags are outside the purview of the central bank-

and hence these are known as outside lag.

10.7 MONETARY POLICY AND NON-BANK FINANCIAL

_INTERMEDIARIES

Financial intermediaries can broadly be divided into two classes viz., Banks and Non-bank
Financial Intermediaries (NF1). Both types of financial institutions create financial claims and
engage .in-multiple expansipn of their liabilities (credit). The NFI include investment houses,
construction companies Jife insurance corporations, loan assoéiatio_ns, chit funds, credit unions,
postal savings systems, tand banks etc. Banks perform the primary role of purchasing securities
and creating credit in the economy. Non-bank financial intermediaries, on the other hand
perform only intermediary roles of purchasing primary securities and creating non-monetary
claims on themselves, These claims take the form of savings deposits, shares, equities and
other obligations. These claims are close substitutes for money and hence may increase the

interest elasticity of demand for money. Activifies of NFI may affect both money and capital

market transactions. They may also influence the velocity of money in the long run. The
activities of NFI will have influence on the real variables of the economic system as well as on
‘the banking system. There are some important differences between banks and NFI. The time
involved in the process of credit creation by commercial banks is much shorter than that in the
case of NFl. Secandly, there may be important leakage in the credit creation by the NFI. But
there may not be much leakage in the credit created by the commercial banks,

In spite of these differences, the activities of NFI pose g:_-eét danger to,the'effectiveness of

monetary policy because the activities of NFI do not come under the purview of central bank.

They are outside the controf of the central bank. For instance, when the central bank follows a

tight money palicy to restrict credit, the NFI can extend the credit since they cannot be

regulated either by quantitative or by qualitative credit control methods of the central bank.

‘with banks and the tentacles of monetary policy should also be extended to the NFl also, -

10.8 MONETARY POLICY AND ECONOMIC GROWTH

Economic growth is one of the avowed objectives of modern governments pzinicularly m
.underdevew countrics. Economic growth is defined as sustained rise in the real per capita
_income over a long period of time. ' K results in the increase of total output, production of



'an"(.i' t_o;a]_'production capacity of the economy. Secondly, monetary policy creates favourable
environment for mobilizing savings and investment angd thereby capital formation. ' '

1081 HOW DOES MONETARY POLICY PROMOTE ECONOMIC GROWTH?

- Ina developing economy there will be continuous risé in demand for money on account of
" several reasons. '

~ Firstly, there will be increased ._a_:lema_nd for money due to rising investment expenditure.

The monetary authorities should increase the stock of money roughly at the rate of increase in
rate of real output. - ' '

. Secondly, the:monetary policy should be flexible encugh to cater to the needs of economy
in different conditions. When the total demand for money rises in such a way as to threaten the
price level and create coniditions for unsustainable boom conditions, a restrictiv_e' or dear money
policy should be pursued. Similarly, when a deficiency of total money demand causes decline
in_prices, production and employment, the monetary policy should be expansionary so as 0
bring about tevival in the economy. (17 other words, economic- growth can be promoted only

when the mongtary policy averts bath inflationary and defiationary conditions and ensures -

price stability in the economy.

" Thirdly, as noted already 2 growth oriented Monterey policy should create favourable
environment fot savings and capital formation. How could savings be promoted? It is again
by ensuring stabie prices in the economy savings could be promoted. No bedy would- save
during the periods of substantial as the value of money goes down steeply.- Savings is the
principal source of investible resources and capital formation. Hence, without savings there
would be no capital formation and economic growth.

. Fourthly, the growti oriented monetary policy should seek to ensure differential impact
on different sectors of the economy.- Through selective credit control measures if central bank
is ‘able to ensure a moderate rise in the prices in industrial sector and a mild deflationary

-onditions in:agricultural sector, the economy 8s a whole would stand to gain in the form of

substantial structural chianges in the economy.

~ Lastly, itis some times argued that a tight money policy hampers economic growth. But
it is not really so. Only when the tight money poticy is applied during periods of recession, it
-will hamper growth.  When it is applied to prevent an unsustainable boom, a tight policy is
really a boom to economic growth. ' o

709 MONETARY POLICY AND UNDERDEVELOPED COUNTRIES

- The monelary policy_':f is less effective and even secondary to fiscal poliey' to ensure full
employment and price stability in developed countries. Under such circumstances, its role is
- still limited in underdeveloped economies. “This is because, there is no conducive atmosphere

" for the successful working of monetary poficy in these countries. In und_er-deveioped co_untr‘ies
maney and capital markets are immature. The ciedit instruments such as Bills of Exchange.
‘stocks and securities have not yet developed to the full extent. There is.vast non-monetised

sector. The currency component of total money supply is substantial. Institutional credit flows'

' confine oy to industry, iraders; and to com'merc_ial agricuiture ‘'such as plantations. Small
farmers, marginal farmers, small pusinessmen, have no access to money and credit markets.

They still depend upon village moneylenders and other non-institutional sources of credit. The .



10.6.1 INSIDE LAG.

Inside lag refers to the time lag that is within the purview of the central bank. It is the time

gap between the period when the need for taking action arises and the period when the action is

taken actually. Inside lag can broad ly be divided into two types, vi., 1) Recognition Lag and ii)
Administrative Lag. '

Recognition lag 15 the time gap between the time ‘when the need for action arises and the
need for taking action i§ recognised by the raonetary authorities. The monetary authorities are
not so prompt in recognising the changed situations. Some time elapses between the need for
action and its recognition by the monetary authorities. For-instance, a change in the attitudes of
the households regarding consumption may take place during time period t; but it may actually
be 1 ‘cognised by the central bank during the time period t,. The entreprencurs may decide to
invest more on Information Technology sector in time t; but the 'potgntial.danger_of such a
massive investment on a single sector may be recognised by the central bank in time t: The

tength of the recognition lag depends. on the efficiency of the central bank in- collecting,

processing and analysing the requived information.

The administeative lag is tine gap between the period when the need. for ta!_c_ing action is.

resognised and fhe time when action is taken actually by the central bank. The monetary
authorities do not act 5 insiantaneously that no time s lost between the recognition and the
action taken. Since, there are administative procedures in taking decisions, some time elapses.
between recognition and taking action. For example, after the central bank recognises the fact
that the consumers are Qver spending on consumes durable goods such as on Video_-Cotﬁpac"t
Disc (VCD), the central bank may initiate quantitative methods like raising the rate of interest,

open market sefting of securities or raising the resefve ratio or may use selective credit control
measures. The tims that central bank takes administrative decisions to conduct these operations
:s known as administrative lag. The length of the administrative lag depends upon the

‘efficiency of the administrative set up of the central bank.

10.6.2 INTERMEDIARY LAG

intermediary lag-is the tine gap between the period when action is taken b_y the central
bank and the effect of it is felt on the spending decisions, Once policy is changed by the central

bank, it will take some time-to petcolate the changes to the commercial banks. The commgrcia'l
banks will implement the changes in the liquidity ratio, interest rates, and other decision only

some time. Thus the duration of the changes in these variables depends upon the behaviour of .

the commercial banks and other _' players in the money. rnarket that_ are. invol\?ed in the
implementatior;;of the decisions of the central bank. '

10.6.3 OUTSIDE LAG

Outside lag is the time gap between the changes -decision variables affected by the
commercial banks and the initial impact of these changes.on the target variables. Outside lag
can be of two types viz., decision lag and production lag. Decision lag refers to the time period
between the changes in interest rates and the resulting and the msu!ting_ changes in t.hg_
spending decisions by the economic units. 1t should be noted that the economic uﬂit§ viz.,
producers, businessmen and. consumers do not act instantaneously to the changes in. the
economic poticy variables. They take some time to analyse the consequences of changes in the

rolicy variables like interest rate ‘changes and then they take decisions to change their

investment and expenditure patterns. This- time gap is known as decision lag. Another
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increase in the ratio of interest. {(Note that security prices and rate of interest are i-nversgly
related). Unless the banks éxpect that the rise in the rate of interest will be Iong-l:'v_e_:g a_nd
sufficient o compensate the capital loss of the securities, the banks may not go for shifting of
their portfolio. Thus if banks shift out of government securities during periods of restrictive
'nibnetziry'policy ah_d move into government securities during the periods of cheap money
policy, the effectiveness of monetary pol icy is seriously undermined.

* Thirdly, in .recént-ycars. there has béen mushroom growth of non-b:nking financial

intermediaries such as insurance companies, housing societies, savings and loans associations, .

chit fund companies etc. These intermediaries also mobilise savings from pubtic and advance
loans to the public: These institution that do the same functions as commercial banks do not
come under the purview of central bank. The types of loans made and the securities bought by
these financial intermediaries undoubtedly affect the allocation of credit especially during
inflation. . '

10.6 TIME LAGS IN MONETARY POLICY

Apart from the built-in-limitations of monetary policy, and the timitations inherent in each
individual tool, the success of monetary policy also depends upon the absence of time lags in
various stages of implementation of monetary policy. This is because effects of monetary
policy do not work themselves instantaneously. There are time lags in the working of monetary
policy at its various of implementation. No time should be lost between the changed situation
requiring action and recognition of such need for taking action. Similarly no time shouid be

lost between recognition and taking action. The lags in monetary policy can broadly be divided

into three categories. i) Inside Lags,.ii) Intermediate Lags and iii) Outside Lags. These are
detailed in Diagram 10.2, '

4

b ' t3 e b
Inside Lag Intermediate Outside Lag '
. Lag
) t _ : 1z .
Recognition Administrativg . | Decision | Production
Lag Lag | Lag Lag -
tb -~ Action " Need . Action Implemen Decision E C
Needed  Recognised by b by on the target

: o ¥
Cenral Bank  Comm.Banks Economic units variables

| Diagram 10.2 Lags in Mouetary Policy
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interest rates charged by maneylenders and other non-institutional agencies are very high..

They do not come undet the purview of central bank. The nature of vnemployment jn

underdeveloped countries is ‘nof cyclical as in the case of de_velbped_- c(junt!-_ies. Theﬁe is
chronic. unemployment, underemployment and , disguised unemployment, which are due to
unexplored natural and liu

resources move along a vicious circle. Under these peculiar conditions, the i_nsttuments of
monetary policy cannot be applied into the underdevelloped countri_'e's._ ‘The tools of monetary
policy have to be refined and sharpened to suit these peculiar conditions and the needs of the
underdeveloped countries. A Monetary Policy has to perform the following functions in
nnderdeveloped countries; we will study them one by one: '

'10.9.1 INTEREST RATE STRUCTURE

raised in poor countries: for boosting economic development, there is a need to revise the
interest rates for public debt-in downward direction also. Hence, the policy ‘of adopting a

single rate of interest for the entire economy is not suitable. There is a need to have a structure

of interest rates, some moving upward direction, some remaining constant and some of moving

in downward direction.

109.2 EQUILIBRIUM BETWEEN DEMAND AND SUPPLY OF MONEY

In developuy economies, the demand for money is bound to g0 up on accoun_t'of' several

reasons. Firstly, there would be increased investment expenditure; Secondly, non-monetised

sectors get monetised during the process of economic development requiring more money,

monetary policy such as physical controls. Otherwise, there will be inflationsry tendencies in
_the economy, which may stifle the growth instead of promoting it.

Ong of the important limuations in the-working of moneiaty policy .in'undcrdéveloped'_

‘countries is fow development of financial institutions. . Finaricial institutions play an‘important

‘role in the mobiiisatipn of latent sources of savings from urban, semi-urban an ryral areas and
channeling them to productive activities. This i a. pre-requiring for achisving economic

man resources. Low development of natural rescurces, low savings,
low investment, low employment, iow production, low income and low development of natural
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growth. Moreover, the few financial institutions available in these countries cater to the credit

needs of only industry, business, foreign trade and large estates. In this contexi, the monetary

- policy should be devise;d to foster the development of financial institutions in rural and semi
urban areas by providing suitable incentives. So that they can cater to the credit needs of these
neglected sectors. '

10.9.5 CONTROL OF SPECULATIVE ACTIVITIES

Speculative activities are more common in underdeveloped countries in view of frequent
shortages of essential commodities and food grains. Unscrupulous traders take advantage of
the shortages in these items by involving in hoarding and speculative activities with the help of
bank credit. 1n this context selective credit controls of the monetary policy can be used to
control speculative activities in sensitive commodities so that the dangers of inflation can be
averted. As noted al ready price stability is an important prerequisite for economic growth.

10.9.6 ENSURING SECTORAL'IMBALANCES

It was noted already that a mild inflation in industrial sector and stable pric'es_ofibodstuffs
and raw materials would be an ideal enfvironment for promoting economic growth. The
‘monetary policy has an important role to play in ensuring this type of imbalance through its
weapons of selective credit control.

10.9.7 BALANCE OF PAYMENTS EQUILIBRIUM

Lastly, equilibrium in balance of payments is another important factor for promoting
economic growth. Monetary policy influences both current and capital accounts of the balance
of payments through its traditional wcapons such as bank rate. Bank rate is more powerful in
clearing both deficit and surplus in the balance of payments and in ensuring equilibrium. Thus
monetary policy if used judiciously, can play an important role even in underdeveloped
countries and to achieve rapid ec_:onomic growth in these countries.

e

10.10 SUMMARY ‘ S

Monetary policy is one of the macroeconomic policies implemented by the central bank of
a country. [t refers o the regulation of total volume and cost of money and credit in the
economy so as to achieve the general economic objectives of a country such as exchange rate
stability, price stability, full employment and economic growth. Monetary policy was all-
powerful during the 19" century. The classical economists advocated the use of monetary
policy to regulate the economic activities in the economy. But it_miserably failed during the
Great Depression of 1930s. During this period even very low rates of interest could not revive
the economic activities and could not lift the economy from out of depression. Hence. fiscal
policy came to the forefront. During 1970s when inflation was a overriding economic problem
i many countries of the world, monetary policy reemerged with more vigour and vitality. The
instruments of monetary policy are the same as the instruments of credit control by the central
bank of a country. They are bank rate, open market operations, variable reserve ratios and
selective credit control measures such as moral suasion, margin requirement, and regulation of
consumer credit, credit rationing, publicity and direct action. The objectives of monetary
policy varied over a period of time. Nevertheless, exchange rate stability, equilibrium in
balance of payments, price stability, full-employment and economic growth continue to be the
important objectives of monetary policies in various countries. Though the monetary policy is
fess powerful in refation to fiscal policy in reviving the economy during depression, it is more



" powerful too} during inflation and to achiéve éc"[_u_ilibfiu? in' ba}lan_ce -of _paym?nts.f _ The_rt:i are
thmc""types of time lags.in the working of monetary po!rc?y__m' its varlqus_'stag.zes'o operak?n-
These time lags known as inside lag, intermediate-lag and Qutside lag greatly limit the wor ﬁm 8
of mohe't'ary policy. Besides, there are nori-bankin’g financial intermed taries that grefttly a :ect
the 'working of monetary policy. Monetary policy promotes economic g}"omh by equau;g.
money demand to total output in the econony and By-eftatmg congenial atmosphere for

10.11

CHECK YOUR PROGRES

I. Abswer the following questions in about 4 or 5 lines each,

S

. 9'

10.
1.
12
13.
14,
15,
6.
17.
18,

19.
-20.

21,

Give the generally accepted definition of monetary policy.

Are the instrumerits of monetary policy same as that of credit control?

- What is neutfalify of money?

How does monetary policy ensure stability in exchange rates?
What do you mean by price stability?

Why monetary policy is more powerful than fiscal policy to achieve equilibrium in
balance of payments? : .

What are the trade-cycles?

- What do you mean by cheap money policy?

What do you mean by dear money policy?

Why llloneiaty policy is not effective during depression?

What is recognition lag? |

What is decision lag?

What is intennediaiy'lag?_

Distinguish hetwe_en inside lag and outside lag,

What are the non-bank financ ial intermediarjes?

State the simi larities and diﬁcrences between banks ang NFI.

Why does mbnet_a_ry policy fail in the presence of NF12

State the two ways by which mo_netély pol iéy promotes economic growth,

Why does the dem_a_nd for money rise in a developing economy?

State the functions of monetary policy in undefdeveloped €Conomies,

What are the conditions that make Monetary policy ineffective in underdeveloped
countries? B s L
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19.12 GLOSSARY

Instruments of Monetary Policy

-

‘Neutrality of Money

Exchange Rate Stability

.:E'é;uilibriu.m in Balance of Payments:

Price Stability | :
Full Employment

F.conomic Growth

Anti-cyclical Monetary Policy
Revival

Expansion

" The two broad methods of monetary policy viz.,
Quantitative and Qualitative methods by which a
central bank regulates the cost and availability of
money and credit in an economy are known as the
- truments of monetary policy.

A situation in which money performing passive
: functions such as a medium of exchange and a unit of
account but having no dynamic functions which
affect the real variables in the economy is known as
Neutrality of Money.

A situation in which rate of exchange between two
currencies remaining constant is known as exchange
rate stability.

Equilibrium in balance of payments exists when the
total outflow of foreign exchange from a country is
equal to the total inflow of foreign exchange into the
country on account of various economic activities

between the reporting country and the rest of the

world.

Price stability isa situation where the rate of increase
and rate of decrease in price levels in an economy is
equal to zero:

. Full employrnent exits in a country when all those

who are able and willing to work find gainful
employment. :

Sustained-rise in real GNP per capita overa long
period of time is known as economic growth. -

Monetary policy, which is used to counteract both
-nflation and depression (unemployment), are termed
as anti-cyclical monetary policy.

Revival is a phase of business cycle when the price
and cost relations that are SO badly distorted during
depression pegin to restore gradually.

Expansion is a state of affairs in which the real
income consumed and the real income produced and .
the levels of employment are rising and that there are
no idle or unemployed resources. '
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Recession :

"

: Recession is a phase of business cycle that begins to
appear at the end of the expansion phase due to

distortions and lags in price and cost structures. The
economic variables begin to fall during this phase of
business cycle. '

Depression : Depression is a period of business cycle

Pexk

characterized by low prices, low wages and high
unemployment and business pessimism.

Peak is a phase of business cycle characterized by
high business activity, high prices, high wages, low
unempioyment and bright business prospects.

Inside Lag : Inside lag is the time gap between the period when

the need for taking action arises and the period when
the action is taken actually on a chan ged economic
situation in an economy.

Outside Lag : Outside lag is the time gap between the changes in

decision variables effected by the commercial banks
and the initial impact of these changes on the target
variables.

Intermediate Lag E Intermediary lag is the time gap between the period

when action is taken by the central bank and the
action is implemented by the implementing agencies.

Non-bank Financial Intermediaries : Financial institutions such as insurance companies,

chit funds, building companies etc., which do not
come under the purview of central bank but creates
claims that are close substitutes to bank money, are
known as non-banking financial intermediaries.

Structure of Interest Rates : Structure of interest rates refers to a systein of

interest rates where there are more than one rate of

interest depending upon the purpose of economic
activity,

10.13 MODEL EXAMINATION QUESTIONS

L. Answer the following questions in about 30 lines each

1.

S SR

Critically examine the objectives of monetary pol icy.' '
Evaluate role of Mmonetary policy during inflation and depression.

Assess the i hstruments of monetary policy in promoting economic growth.

Evaluate how the lags in the monetary policy affect the efficacy of monetary policy.

Examine the role of Mmonetary policy in underdeveloped countries.
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" II. Amswer the following quek_tions in about 15 lines each

1. Define monetary policy.
What are the instr_uménts of monetary policy?
State the objectives of monetary policy.

What are the instruments of an anti-cycl ical monetary policy?

voR WD

What are the lags in the monetary policy?
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"3, T.T.Sethi ' . Monetary Economics |
4, S.K.Basu : Cui'l:ent Banki#g 'i'he_ory and Practicg
' 5. Diulio, Eugene A. . The Theory and Problems of Money and

Banking (Schaum’s Outline)
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BLOCK - IV : PUBLIC REVENUE'-TAXATION

This block mtroduces the nature and subject matter of public finances,
- you will also know the main divisions of pubhc finances. A companison
'between Public Finance and Private Flnancc is dealth with in the first unit.
‘This block does not only explain about thc scope of public ﬁnance and how
.the state piays the role in the dlﬁ‘ercnt econom:c systems and the Modem
~economy but also explams the bas1s for Public Finance Operatlon through

the Principles of Maximum Socml Advantage
 This block contains the following 2 units,

Umt - 11 Nature and Scope of Publlc Fmance Role of the State .
Umt 12: Pnnclples of Manmum ’Socnal Advantage | o
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UNIT - 11 : NATURE AND SCOPE OF PUBLIC FINANCE

Contents
1.0 Objectives
11.1  Introduction
11.2  The Scope of Government Activity
11.3 Public Vs Private goods — The Exclusion Principle
i1.3.1 Important vharacteristics of merit
11.3.2 Other Distinctions between Public Gt.Jods and Private Goods -
11.4  Interrelationship between various Economic Activities
1141 Unilateral and Bilateal Flows
11.4.2 Positive and Negative Transfers
11.5  Definitions of Public Finance
1.6 Comparison between Public Finance and Private Finance
11.6.1 Adjustment between Income and Expenditure
11.6.2 Market/Budget Principle
11.6.3 Interest and External Borrowings
11.6.4 Internal and External Borrowings
11.6.5 Creation of Legal Tenders _
11.6.6 Public Welfare or Individua! Marginal Utility
11.6.7 Methods of Raié.ing Revenue | '
11.6.8 Secrecy and Publicity
11.6.9  Allocation of Existing Personals
11.6.10 Transfers and Subsidiés
11.6.11 Regulation and Supervision
11.7  Main Division of Public Finance
11.7.1  Public Revenue
11.7.2  Public Expenditure
11.7.3  Pubiic debt . |
11.7.4  Financial Administration
11.7.5  Stabilisation and Growth
I If...8_ Summary
119 Check your Progress
11.10 " Glossary

1111 Model Examinations Questions
11.12  Suggested Books
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11.0 OBJECTIVES

This unit explains the nature of public finance, compariéion between the'public. finance
~ and private finance and also major divisions of public finance.

After reading the unit, you will be able to

& describe the scope of Government activity:

e explain the subject matter of public finance;

¢ define the public finance;

» compare the pub!ic finance with private finance;

» list the branches of public finance.

11.1 INTRODUCTION

Public finance is an important branch of economics. It deals with the study of various
- finanecial activities of the state such.as public revenue, public expenditure, public debt, etc., of
the state. In this unit, let us try to introduce the subject matter of Public Finance in this modern
world. the role of the State has enormously increased, there by increasing the nature of Public
finance. The scope of public finance has widened due to the momentum given to the idea of
welfare state. Different definition given to the Public Finance are explained in this unit. Later
at the end, we try to divide the subject matter of Public Finance into many branches such as
public revenue, public expenditure, public debt, etc., '

11.2 THE SCOPE OF GOVERNMENT ACTIVITY

Public finance is an important branch of economics and deals with the study of the various
financial activities of the State such as public revenue, public expenditure, public debt.
Financial administration etc., of the State. Before we understand the nature of Public finance, it
is necessary to find out the scope of government acitivity in an economy. In olden days. the
classical economists believed that the functions of State should be confined to protection of
people from external aggression and from internal disorders. Such functions were known as
‘Police State’ functions. In course of item, epecially after the Second World War, the
functions of State have enormously increased encompassing production and distribution of

“certain key and strategic commodities, providing social justice to the people and rational
allocation of the nation's scarce resources. In a capitalists economy, the market mechanism is
supposed to guide all the economic activities of consumers and producers. But experience of
many countries in the world has amply revealed that the economi¢ operations, if left
completely to market mechanism, may result in the growth of private economic power which

" will be detrimental to the public interest. Disparities in income and wealth between the rich and

‘the poor might increas¢. Resources may be wasted. They may be either under-utilised or un-
utilised or more often mis-utilised. Economies run completely on market mechanism are prone
to serious fluctuations dug to booms and depressions. Therefore, the need to expand
government activities has been very much felt in order to overcome some of the shortcomings
of market mechanism. Among the countries in the world - apart from the capitalist €Conomics --
we have the other group belonging to socialist economies, where the market mechanism is
assigned a very marginal role. The public sector dominates in tell major activities of
production and distribution in such economties. Between these two economic systems; there are
the mixed economies like the one we have for India. The activities of both private and public
sectors have considerable impact on the functioning of such economies.

134



































































































































































































































































































































































































































































































