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Money and Banking

Money s the commonily accepled medium of exchange, In an
econumy which consists of only one individual there cannot be
any exchange of commoxdities and hence there 1s no role for money.

Even if there 1s more than one individoal but these tpdividuals do
nol take part 1o markel transactions, example: family Bving onan
_ Isolated tstand, money has no funclion for them. However, as soon
as there 1s more than one economic agenl who engage themselves
In irnsaciions through the markel. money becomes an impariani
instrument for faciitaling these exchanses. Economie exchanges
without the mediatton of money are referred to as barier
exchanges. However, they presume Lthe rather timprobable doubile
coincidence of wants, Consider, for example, an Individual who
has a surplus of riee which she wishes o exchange for clothing, If
she s not lucky enough she may nal be able Lo find another person
who has the diametrically opposite demarnd for Hoe with a surplus
of clothing to offer in exchange. The search costs may become
prohibiitve as the number of individuals increases. Thus, o
smoolhen the transaction. an intermediate good 1s necessary which
Is acceptable (o bolly parties. Such a good 15 called money. The
individduals can then sell thetr produces or money and use this
money to purchase the commodities Lthey need. Though factlitation
ol m:chm@e& 15 considered o be the princtpal role of money, 1t
servees olhier purposes as well. Followtng are the main functions of

money in a moden economy.

(‘q:ls'ummsurunm

As explamed above, the first amd foremost ole ol money &5 that 1
acts as a medium of exchange. Barter exchanges beconie extremely
difirult tra large economy becsnse of the hish costs people would
have (o imcur looking for sultable persons o exchange their
surplinses.

Money also acts as a convenient untt of account. The value of
#ll goods and services can be expressed m monelary units. When
we say that the value ol a certain wristwatch 1s Rs 500 we miean
that il wristwatch can be exchanged for 500 uniis of money.
where @ unll ol money s rupee In this case. [ the price of a penacil
15 s 2 and that of a pen 1s Hs 10 we can caloulate the relative
price of a pen with respect (o & pencil, vie s pen s worth 1D = 2=
b penctls, The same notion can be used to caloulate the value of
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money itself with respect to other commodiites. In the above example, a rupeeis
worth 1 =+ 2=05penclior | + 10=0.1 pen. Thus if prices of all commodities
imcrease in terms of money Le., there is a gencral increase in the price level. the
value of money in terms of any commodity must have decreased - in the sense
that & unit of money can now purchase less of any commodity. We call it a
detertoration in the purchastng power of money.

A barter system has other deftetencies, It ts dilfteull (o carmy forward one's
wealth under the barter system. Suppose you have an endowment of fce which
you donot wish (o consume today enitrely. You may regard this stock of surplus
ree as an ass¢l which you may wish o consume, or even sell off, for acquiring
othier commaodities al some fulture date. But rice 1s a pertshable ttem and cannot

e stored bevond a certain pertod, Also, holding the stock of THice requitres a lot of |

space. You may Have to spend constderable ttime and resources looking for people
with a demand for rce when you wish to exchange your stock for buying other

commodities, Thts probilem can be solved (£ you sell your dee for money. Money - -

is not perishable and s storage costs are also constderably lower. 1L s also

acceplable 1o anvone at any polnl of tme. Thus money can acl as a store of

value for individuals. Wealth can be stored tn the form of money {or future use.
However., Lo perform (his incion well, the value of money must be snfficiently
stable. A rising price level may erode the purchasing power of money. It may be
noted thal any assel other (lian money can alsgacl as 6 siore of value, eg pald,
larided property. lonses or even bonds (Lo be ttroduced shortly). However.
they may 1ol be easily convertible 1o olher commodiles and do nol lave arniversal
acceptability.

Some countries have made an attempl o move lowards an ecotomy which
use less of cash and more of digital ransaclons. A cashless saclety describes an
coonomic siate wherehy inancial ransaciions are nol connectied with money o
the form of phivsical bank notes or coltis bul rather through tie transfer of digtisl
tnformation (usually an electrome representation of money) between (he
iransacting partlies. [n India governmenl hias besn consistently invesiing in varions
reforms [or greater [nancial incluston, During the lasl few years” illidlves sucl
as.Jan Dhan accounts, Aadhar enabled paymenil sysiems, ¢ -“Wallets, Natlornal
[lnancal Switch (NFS) and others have sitenglhenad (he povernment resolve (o
0 caslless. Todav, financial Inclusion 1s seen-as a realisiic dream becanse of
mobile and smart photie penetration across (he country.

/3.2 Demasp ror Mosey axn Sveeiy or Money

3.2.1. Demand for Money

The demand lor money tells us whal makes people desire a certain
amounl of money. Since money 1s requirad o conduct transactions, the
value of transactions will determine the money people will wanl Lo keep:
the larger 15 he guantum of transactlons o be made, the larger 15 the
quarntity of money demanded. Stnee the guantum of ransactions (o be made
depends on Income, 1L should be clear thst a rise n ncome will lead Lo rise o
demand for money, Also. when people keep (hetr savings in thee fbrm ol money
rather than pulting 1L in & Bank which gives thém tnterest. how much money
people Keep also depends on rate of interest. Spectfically, when mlerest rates go
p, people become less interesied tn holding money since holding money amonanits
to holding less of tnlerest-earning deposits, and s less interest received.
Therefore, al lueher mlerest rates, money demanded comies down.
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3.2.2, Supply of Money

In a modern cconomy. money comprises cash and bank deposits.
Bepending on whal tvpes ol bank deposils are being included. there are
many measures of money'. These are crealed by a sysiem camprising two lypes
of Institutions: central bank of the econoany and the commercial banking syslem.

Central hank

Central Bank !s a very important tastitulion in a modern economy.
Almos! every country has one central bank. Indta got 1ts central hank m
1925, Its name 1s the ‘Reserve Bank of India’. Centmal bank has several
imporiant functions. i issues the currency of the country. it controls
money supply of the country through varous methods, ke bank rate, open
markel operatlons and vanallons in reserve ratios, It acts as a banker to the
governmeni. It ts the custodian of the foretgn exchange reserves of the economy.
It also acts as a bank to the banking system. which s discussed tn detatl later.
From the point of view of money supply. we need (o focus on iis function of
tssning currency. This currency issued by the central bank can be held by the
public or by the commercial banks, and 1s called the ‘high-powered money” or
‘reseTve money’ of ‘monctary base’ as Il acts as a basts for credit ereatton.

Commercial Banks

Commerctal banks are the othier lvpe of Insitintions which are a part of
the money-creating sysiem of the economy. [ the' following section we look al
the commerelal banking system in detatl. They aceept deposits from the publie
andd lend ot part of these lunds Lo those whe want 1o borrow. The miterest rale
paid by the hanks lo deposiiors s lower ilin (he rale charged from Lthe borrowers,
This difference belween these fwo types of inlerest rales, called the ‘spread’ is the
profit approprisied by the bank.

The process of deposil and loan (eredit) ereation by banks is (xplained below.
In order to understand (his process, el us discuss a story.

Once (here was a goldsmith named Lala th s village. In this village,
people used gold and other preclous metals in order Lo buy goods and
services. In other words, Lhese melals wiere acling as money. People In
the village started keeping thelr gold with Lala for sale-keeping. In rétum
for keeping heir gold, Lala tssned paper recetpts lo people of the village
and charged a small fee from them. Slowly, over lime, the paper recetpls
isstied hy Laka began Lo cironfate as money, This means that {nstead of
giving gold for purchasing wheal, someone would pay for wheal or shoes
ar any olher good by giving Lhe paper recelpts ssued by Lala, Thus, the
paper récelpls started acllng as money sinee everyone in the village
avcepled these as a medium of exchange,

“Now. lel us suppose thal Lala had 100 Kegs of gold, depodited by
different people and he had Ssued recelpls corresponding to 100 kes of
gald. Al this tme Ramu cames 1o Lalaand asks for a loan of 25 kgs of gold. Can
Lata gtve the loan? The 100 kes of gold with him already has clatmanls. owever,
Lala eoild decide that everyone with gold deposits will nol come (o withdraw
thetr deposits al the same (tme a5 50 he may as well give the loan Lo Bamuo and
charge him for 1L If Lala gives the loan of 25 kes of gold. Ramu eould also pay All
wiih these 25 kes of gold and All conld keep the 25 kas ol gold with Lala in
relumn [or a paper receipl, In effect. the paper recelpls, acling as money, would

Hee (e o on (be sessures af money sapply ot e end of the chapier,
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have risen (o 1256 kes now. It seems that Lala has created money out of thin atr!
The modern banking system works precisely the way Lala behaves in this example.

Commercial banks mediate between imdividuals or firms with excess fands
and lend (o these who need funds. People with excess funds can keep thelr funds
in the form of deposiis in banks and those who need funds, borrow funds in
form of home Ioans, crop loans, ele. Feople prefer to keep money in banks because
banks ofler (o pay some interest on any deposits made. Also, it may be safer io
keep excess funds tn a bank, rather than at home, Just as people in the example
above preferred (o keep thelr gold with Lala instead of keeping at home. In the
modern context, given chegues and debil cands. having a demand depesii makes

iransactions more corventeni and safer. even when they do not carn any tnierest.

(Imagine having o pay a large amount in cash — lor purchasing a house, |
Whal does the bank do with the funds that have been depostied with 17
Assuming thai not everyone who has deposiied funds with 1t will ask for their

funds barck at ithe same Hme, the bank can lean ibese funds (o someone who -

needs the funds at mterest (of course, the bank has 1o be sure i will get the
funds back at the regutred tme). So the bank will typically relatn-a portion of the
funds to repay depositors whenever they demand thetr funds back, and lean the
rest, Sinece banks earn interesi from loans they make, any bank would like 1o
tend the maximum passible. However, beingable (o repay depostiors on demand
is cructal to the bank's survival. Depositors would keep their funds in a bank
only if they are fully confident of geiting them back on demand. A bank must.
therefore, batance tis lending activities so as Lo ensure that sufficient funds are
avatlable to repay any depositor on demand.

3.3 Money CREATION BY BANKING SYSTEM

Banks can create money In a manner similar 1o that as givent in Lala's story.
Banks can lend stmply because they do not expect all the depositors (o withdraw
whial they have depostted at the same ttme. When the banks lend (o any person,
a new deposit 1s opened tn that person’s narme. Thos money supply Increases Lo
old deposits plus new deposit [plas currency. )

Let us take an example. Assume that there s oniy one bank i the countiry.
Let us construct a fictonal balance sheel for this bank. Balance sheet s a record
of assets and labiliies of any firm. Conventionally. the asseis of the firm are
recarded on the lefl hand side and labilibes on the dght hand side. Accounting
ritles say that both sides of the balance sheet must be equal or Wolal assels musi
e equal to the total tabilittes. Assets are things a firm owns or what a firm can
clatm from others. In case ol a bank. apari from butldings. formiture, elc.. 1ts
assets are loans given o public. When the bank gives oul loan of Rs 100 o a
person. this Is the bank’s claim on thal person for Rs 100, Another asset that a
bank has 1s reserves. Reserves are depositiswhich commercial banks keep with
the Ceniral bank, Reserve Bank of India (RB) and 1ts cash. These reserves are
kept partly as cashrand partly in the form of Bnanoial instruments (bonds and
treasury bilis] issued by thie RBIL Reserves are stimtlar to deposils we keep with
bamls. We keep depostis anid these deposits are our assets, they can bewtthdrawn
by us. Similarly, commeroial banks like Stale Bank of India (SBI) keep their
deposiis with RBI and these are called Reserves.

Assels = Reserves + Loans

Liabilities [or anv [irm are i1s debis orwlial 1 owes o others. For a bank. the

matn Hability 1s the deposits which people keep with i
Liabittes = Deposits
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Thee accountng rule stales that both stdes of the account must balance. Henee
If assets are greater than Habilines: they are recorded on the nght hand side as
Net Waorth.

Net Worth = Assets — Liabilities

3.3.1 Balance Sheaet of 8 Ficiionsal Bank

Let our et bank stan with depostts (Mabilities) egusl (o Bs 100, Thts could
be becanse Ms Fernandes has depostted Rs 100 tn (he bank. Let (his bank
deposit the ssame amount with BBl as reserves, Table 3. | represenis 1ts balance
sheel.

3.1 Balance Sheel aof a Bank

Assels C Lmbmes
Reserves Rs 100 Deposits Rs 100
Net Werth Rs O

Tolal Rs 100 Total Rs 100

If we assume that therets no curmrency In airealation, then Lhe tolal
money supply n the cconomy will be equal to Rs 100,

M = Ciorenicy + Depasits = 0 +100:=100

3.32.2 Limits to Credit Creation and Money Multiplier

Suppese Mr. Mathew comes (o this bank for a loan of Rs 500. Can our bank
give Lhis loan? I£1L gives the loan and Mr Mathew deposits the loan amount
in the bank wsell, the total bank deposits and thereflore, the lolal money
supply will rise. [t seems as (hough the banks can go on creating as much
money as they want.

But 1s there a Itmit to money or credit ereation by banks? Yes, and this 1s
determined by the Central bank (RBI). The RBI dectdes a certatn percentage of
depostts which every bank must kesp as reserves: This 1s done Lo ensure that nio
bank 1s ‘over lending’. This 1s-a legal requirement and is binding on the banks.
This 1s called the 'Reguired Reserve Ratlo’ or the ‘Reserve Ratle’ or Cash Reserve
Ratio’ [CRH).

Cash Reserve Ratio (CRR) = Percentage of deposits which a bank must
keep as cash reserves with the bank.

Apart from (he CRR. banks are also reguired Lo keep some reserves
wy lgquid form in the short Lerm. This ratio s called Statutory Liguidity
Ratlo or SLR.

I our fictonal example. suppose CRR = 20 per cent. then with depesits of Rs
100, our barik will need to keep Rs 20 (20 per cent of 100) as cash reserves. Only
the rematning amount of depostis, 1Le.. Rs 80 {100 - 20 =80 can be used to give
loans. The statulory requirement of the reserve ratio acts as a lmil to the amount
af credit that banks can create.

We can undersiand this by going back (o our fictional example of an economy
with one bank. Let us assume that our bank starts with a depostit of Rs 100
made by Leela. Thereserve ratio 1s 20 per cent. Thus onr bank has Rs-80 (100 -20)
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to lend and the bank lends oul Rs 80 to Jaspal Kaur, which shows up in the
bank's deposits tn the next round as Uabilities, making a total of Rs 180 as
deposits. Now our bank s requitred to keep 20 per cent of 180 L.e. Rs 36 as cash
reserves. Recall that our bank had started with Rs 100 as cash. Sinee it is
requitred to keep only Rs 36 as reserves, it can lend Rs 64 agam {100- 36 =64).
The bank lends out Rs €4 {o Junaid. This in turn shows up in the bank as
deposits. The process keeps repeating tiself till all the required reserves become |
Rs 100, The required reserveswill be Rs 100 only when the total deposits become
Rs 500. This is hecause for depostts of Rs 500, cash reserves would have to be
Rs 100 (20 per cent of 500 = 1001, The process s flilustrated in Table 3.2,

Table 1.2: Money Muitipiter Process

Columin i 2 | Column ~ Coltimn &
Round Depositin Required Loan made
Bank Reserve hv Bank
1 100.00 20.00 BO.00
2 180.00 36.00 £4,00
it
Last 500,00 100.00, 400.00

Thrﬂr&tmhnmtﬂslsraﬂlmmtﬂ.mmmmdfp&ﬂﬁlhnmhl
dq:nﬂ{swﬂhmnhankaluwhngmnmgﬂmhmmid Twenly per cenlof these
depestis need (o be deposticd with the RBI as required réseves lcolumn 3), What
‘Ahie bank lerids tn each round gels added Lo the depestis with the bank in the
next round. Column 4 dicates (be Loans made by the hanks, 4

Tabidi 3.7 Balapce Sheet of the Bank

iabilities.
e, — X
:Ln?ﬂn's Rs 400 . l - '
Total Rs 500 Totat Rs 500 N ::"x )
A
S '“”--.:H.'.:.F_k |
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Sinee the bank is only expected Lo keep 20 per ceni of its deposits as reserves,
thus, reserves of Rs 100 [20per cent of 500 = 100] can support the deposits of Rs
500). In other words, our bank can give a loan of Rs 400. Table 3.3 demonsirales
ii=s balancoe shieoi.

M, = Currency + Deposits =0 + 500 =500

Thus, money supply increases from Rs 100 (o Rs 500,

Given a CRR of 20 per cent, the bank cannot give a loan beyond Rs 400,
Hence, requirement of reserves acts as a limit (o money creation.

I

Canlv-Reserye Ratin

Tdoney Muluplior =

In pur example, money muldplier = ? = ‘0_1 =3, Thus. reserves of Rs 100

creale deposils of Rs (5 X 100)=Rs BIK),

/3.4 Poucy Toovs 10 CoNtroL Money Suppiy

Reserve Bank ts the only mstitution which can issue curmency, When commercial
banks need more finds tn order (o be able (o ereale more eredil. they may go (o
market for such funds or go to the Central Bank. Central bank provides them
frnds through varieus instruments. Thits role of REL that el betng reaidy Lo lend
Lo banks 4t all tmes 1s another impartant function of the central bank, and due
(o this central bank ts said (o be the lender of last resort.

The RBI controls the money supply tp the cconamy m varous ways. The
tools used by the Central bank (o control money supply can be guantitative
or qualitative. Quantitative tools, control the extent of money supply by
changtng the CRR, or bank rate or open markel operations. Qualitalive tools
incinde persuaston by the Central bank tn order Lo make commercial banks
discourage or pucourage lending which is done through moral suaston, margin
regquirement, elc.

It should be evident by now that o the Central ank changes the reserve
ratlo, this would lead to changes in lending by the banks which, tn turmn, would
impact the deposits and hence, the money supply, In the previously discussed
example, what would the money multiplier be if the RBI increases the reserve
ratio (o 25 per eent? Nottce that in the previous case, Rs 100 i reserves could
support deposits of Rs 400. But the banking system would now be able to loan
Rs 300 anly. I would have o call back some lpans (o meel the increased veserve
requirements. Hence, money supply would fall.

Anstherimportant Lool by which the RBI also influences money supply ts
Open Market Operations. Open Market Operations refers to buying and selling
afbands tssued by the Government in the open markel. This purchase and sale
15 entrusted Lo the Central bank on behall of the Government. When REI buysa
Governmenl bond in the open market, 1t pays for i by giving a cheque. This
cheque inereases the tolal amount of reserves m the economy and thus increases
the money supply. Sclling of 2 bond by REI (o privale individuals or institutions)
leads to reduction tn quantity of Teserves anid henee the money supply.

There are two ypes of open markel operautons: outright and repo. Cutright
apen markel sperations are permanent in nature: when the eentral bank buys
these securitles (thus infeciing money todo the sysbemy), 1 is withoul any promise
Lo sell them later. Stmilarly, when the central bank sells these securitles (Uns
withdrawing money from the svstem), iU ts without any promise to buy them
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later. As a result, the infection/absorption of the money is of permanent nature. \ *ﬁé T
However, there 1s another type of operation in which when the central bank buys \ ot
the security, this agreement of purchase also has specification about date and - 4
price of resale of this security. This type of agreement is called a repurchase |, - e '\‘1 0 o
‘agresment or repo. The interest rate at which the money 1s lent n thisway s »

calied the repo mte. Similarly. instead of outright sale of seeurities the central /o~ ™ . "'k-"\._,-
bank may sell the securities through an agreement which has a spectfication (

about the date and price at which tt will be repurchased. This type of agreement

{s called n reverse repurchase agreement or reverse repo. The rale al which v

e money is withdrawn in this manner 1s called the reverse repo rate. The Reserve

Bank of India conducts repo and reverse repo operations al various malurittes:

overntght, 7-day. 14- day, etc. This type of operations have now become the o i

main (ool of monetary policy of the Reserve Bank of India. = \
The RB! can (influence money supply by changing the rate at which il gives

toans to the commerctal banks. This rate 15 called the Bank Rate in Indta By ~ , ') - 7y

imereasing the bank rate, loans laken by commercial banks become more | ( ,_[L'- g Z>’

expensive: this reduces the reserves held by the commerctal bank and hence | B o /

decreases money supply. A fall in the bank rate can increase the money supply. /9 '! et

= o~
= N f,f‘ ‘
Box 3.1: Demand and Supply for Money : A Detailed Discussion .EQQ 4
Muoney 15 the most Bguid of all assdls in the setse a1 s aniversaily L
acorplabile and henee can bie exchianged for ather commoditfes very eastly. r ‘\T(‘ |
Om Lhe other hatid, 1L Tias an opporiunity east, L instead of holding an tp
a cortam cash balasee, you pul e money I a Mxed deposils i some
bank yott can earn mlerest on thal moncy. Witile dectding dn how moch
money (o hold al a cortiin point of tme one las 1o consider the trade off
between the advantage of Hguidity and Lhe dissdvaniage of the foregone
nterest. Demamd for money balance 1s thusofton referred to as Igusdity
preferenice: People desire to hold money balanoe broadly from iwo motives. =

The Transaction Motive

The principal molive for holding money 1s (o camy ont transactions, U
yous recedve vour tncome weekly and pay your bills on the first day of
every week, vou need not hold any eash balance \hroughout the rest of
the wirck: you may as well ask your employer (o deduct your expenses
directly trom your weekly salary and depostt the balance in your bank
account, ful our expendiiure patterns do nol normally maleh our
reotipls, People carn eomes al discrete points 1 (ime and spend 1L
cantimuousiy throughout the interval. Suppese you eamn Rs 100 an the
nrst day of every month and ron dowr s balanee evenly over the rest
of the montl. Thus your cash balance al e begimning and end of the
month are Rs 100 and 0, respeciively. Yoirr sverage cash holding can
tlren be calenlated as [Rs 100 + Rs 0) = 2 = Rs 50, wilh which vou are
making Iransactiohs wortli Rs 100 per montli. Hence your average
ransaction demand for money s equal to halfl vour monthiy moeome, or.
in other words, hall the value of your monthly fransactions.

Cons{der, next. a two-person economy consisting of two rofities -
itrm fowned by one person) and a worker. The (irm pays (he worker &
salary of Bs 100 at the beginming of every montth. The worker, o lurm,

iy
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spends this tncome over the month an the output produced by the trm -
the aniy good avatlabic i this cconomy! Thus, at the begloning of cach
muonth the worker has 4 money balanee of Bs 100 and the firm a balance of
Hs 0. On the last day of the month the pleture 1s reversed — (the nm has
gthered a balance of Rs 100 through is sales 1o the worker The aversge
money holding of the ftrm as well as the worker {s ¢qual (o Rs 50 cacht, Thus
the total lransaction demarid for money i thiis coononsy s equal Lo ’s 100,
The toial volume of thonthly imnsactions in this economy Is s 200 — ie
firm hkas sold 1ts ovipal worth ’s 100 o the worker and the latler has sold
hier services worth Rs 100 to the Arm: The transaction demand lor money of
the pronomy 1S agan a fraction of the tolg] volume of ransactions in the
econumy over the unil period of time,

In gemeral, thorefore, the tansaction demind formonoy 10an cconomy,
MY, can be wrilten tn the followimg form

M =kT 3.1)
where, Tis the totlal value of (nominal) transactions o the economy
over unit period and ks a posttive fraction.

The two-person econamny deseribed above can be looked &t from another
angle, You may perhaps (nd it surpresing (at the soinomy uses money
balatice worth oty 18 100 far making tminsactions worlh Bs 2000 per mionth.
The atiswer o s riddie s stmple -each rapee ts chiangtng hands (wice a
motith. On Wie frst day, 1L s belng transferrid from Lhe employer's pocket
Lo Lzt of the worker and somettme diuring the month, 1L s passtng from e
worker's haryd (o the employer's. The number of Umes a unit of money
changes hatuls dunng theunit peniod 18 called the velocity of clreulation
of money. [n theabove example. 1t1s 2. inverse of half - the raoe of money
balanee and (he value of transactions: Thus, in general, we may owrdio
equation (3. 1) in the following form

M= Ton o ME=T 3.2)

whete, = 1/k ts the velocity of ctreulation. Note Ut the term on e ighit
hand stde of the above equation, T, 15 a fow variahie whereas money demandd,

ML s astock comeep! — 1L refers (o the stock of maney people amwﬂﬂug in
hold # partionlat poind of tme. The velocily of money, o however, has a
time dimension. 10 melers o Uw nuniber of times every 1l of stoek changes
hand during a ol pertod of tme, say. & monil or a yeat. Thus, the left
hand side. v MY, mcasiies the lotal viloe of monekary transaclions it
higs beent made with this stock tn the unit period of itme. This 18 & Oow
variable and ts. therefore, equal to e right hand side.

We:are ullmately mieresied 10 leamiag e relatonship between ie
pigregate [ransaciion demand for monoy of as eoonomy andd the (nominal)
GIP s given year, The total value of annual transactions in an economy
incliles iransactions o all intermediate goors and services andd is clearly
much greater than the nomtnal GDP. However, normally, there exists a
siable, postive relattonship between value of (fransactions and the nominal
GO An nerease m nomitnial GDP implies an inerease in e total value of
fransatitons and hepee a greater iransachion demand for money from
equation (3.1}, Thus, m general, equation (3.1) cin be modited 1 the
following way

M. = kPY (3.3
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where Y is the real GDI and P is the general price level or the GDP
deflatorn. The above equation (ells us thal impsaction demand for meney 15
positivedy Telated to ihe real Income of an cconomy and also Lo 1ts average
priee level.

The Speculative Motive

An individual may hold ber wealih in the form of landed property, bullion.
bonds, maney eto. For stimphiciiy. let us-cluts alf forms of assets other than
money together tnto & single category called ‘bonds’. Typieally, bonds are
papers beartng (the romise of o fMiure siremn of Mmonetary relinms over i
certatn period of tme. These papers are tssued Ly governments of (immns for
berrowtng momey from the public and they ane tradable tn e markel. Consider
e followirig two-period boned. A fiom wishies Lo ratse 3 Joan of Rs 100 from e
publie, 1t tssues 4 borid that assures Rs 10 at the end of the 0rst year and Rs
10 phus thie prinepal of Bs 100 &t the ead of the seconi year: Stch a bond 1s
salil to lave a fee value of Bs 100, a maturity peried of two years and a
coupont rite ol 10 per cent. Asstmee (hal the rate of Interest provalling
your savings bank accounit s equal to 5 per cond. Nadurally yon would like (o
compan Lhe eaming from this bond with the iInterest carming of your savings
.bznk avcoumil. The exact question st vou wonld ask is as llows: How
much maney, i kepl in my savings bank account. will generate Rs 10 at the.
end af one year? Let this amount be X Therplore

X1 +-~1%].= 10
in odler wortls,
x=_10
ﬂrﬁil

This amount, Rs X, is called the present value of Rs 10 disconnied af
the marke! rate of mterest, Simtlariy, et ¥ be the amount of money which
Il Kept o the savings bank accoumt will generate Rs 110 at the end of two
Lm Thiss, the present vatue of the stream of Teturms from e bond shonkd

s eqqual o

1+:| uu+ 100)

i+ ml 1**1?'.‘61'l

Calculation roveals that 1t 1s Rs 100,24 (approx.}, it means s that if you
put R 10929 In your savings bank account 1 will feteh thie same retum as
Ui bond. Bui the sslier of the bund ts offering the ssme at a fce value of
only Rs 100, Clearty the band s more attractive than the savings bank
acrount and people will rush to get hold of the bond. Competitive bidding.
will raise the price of the bord above s face value, il price of the bond s
equal o its PV price rises above the PY the bond becomes less aliractive
compared Lo mrmngﬁ bank acceount and people wonlk] itke to get rid o'l
The bord will b 'in exciss supply and there will be downwand pressure on
Ihe bond-price wiiteh will bring it back to e PV, 1L 1s clear (hat ander
compeliive assets miarkel condittosi the price of 4 bond must atways be
equal (o 1ts present value i equilibrivm.

Now conslder an Inerease tn e murkel rate of Interes! from 5 per cent
to £ per cent. The present valne, and henee the price of the same bond. will
become

W:.x-l-' Y=
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lﬂ' . B0 +100)

0+ 189 O+160"

I follows (hat e price of & bond 18 tiversely related (o the market
rale ol interesl.

Different people liave diflferenl expeéctatlons regarding e foturne
movements in e matkel rate of inlefest based o Lhelr private informeation
regardmg Lhe ccopomy. Ifyou think Lhat the markel rate of literest should
eventually sellle dowr Lo B per cenl peratinom, Lien you may consider Lhe
ciumenl rate of 5 pef cont (oo low th be sustainable over Ume. You expect
Inleresl rate o fise amd consequently bond prices (o (811 Fyou ane o boned
halder a decrease n bomd price mesns a loss Lo you —similar (o a loss vou
wonld suffer i the value of a property held by you suddenly deprectiles tn
the markel. Such 4 loss otcurding from a Bling bond price s called o
capital 10ss (o e bond holder. Under such clroumsances, you will iy o
sell your bond and hold money instead, Thus speculaiions regarding Dulune
movements tn interest mte and bond prices give tise to e specalative
eemand for IEIJIH”:-’

whien the interest rate 1§ very tugh evervone experds 11 o @H o future
and hence anticipales caplial gatus from bond-holding, Henee peaple cotivert
thetr money nto bands. Thus, speaulattve demand (or money 15 low. When
tterest rate comes down, more and more [u-npl-n' expect 1t Lo rise tn Lthe
fature and anlictpale captial loss, Thus they convert Lhetr bonds into maney
giving rise o a high s_pemﬂ attve demand for money. Henee speculative
demand for mongey 1s inversely related to the rate of mterest. Assuming a
stmple form, he speculative demand for money can be wrillen as

.
M= —'E-—r = (2.4]

whiere r1s (he markel tate oftutierest and 7, and 1 are the upper and
lower 1imits of r. bolli
posilive corslaniis, It 1s
evident from Lhe dbove
equation thalas r decreases
fromr,_ o1, e value of
M mcTeases o 010 .

As merilloned earlier,
Intorest mie can e thoogll
Llas anopportunily cosl or
‘price’ of holding moncy

© bakance, Fsupply of money
In the sconomy NCTPases
il people purchase bads
with Lhis extra money, N
demand for bonds will ;1 ip- 31
up, bond prices will fise and T Speculattve Demaned for Money
rale of interest will decline.
[ sther words, with an inereased supply of money in the economy the price
yous bidve 1o pay (0r holding money balance, viz. Lhe rate of interest, should

= 107.33 (approx)

—
3
=
=

I

Tl

Lol BT e
=

[y

L

IH_H
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come down. However, I e markel mite of Interest 18 already low enough

50 (hat everybody expects 1L 1o rise tn future, cansing caplial losses, nobody
will wish to hold bonds, Everyone in Lhie ceonomy will hald thetr wealth i
maoney balznee and If additional money 1s injected within the cconamy 1L
will be used up lo satlale pnu-;]!r*q craving lor money balances without
inereasing the demamd for bonds amd without further lowertng the rate of
interest below the floor r . Such a sttuation is calied a Uquidity trap. The
speculative money demand fnetlon is nlinitely elastic here.

in Fig 3.1 the speculative demand (or money is plotied on the
horizontal axis and the rale of interest on the vertical axis, Whenr=r,_.
speculative demarnd for money 1s zero, The rate of interest §s so high thal
everyone expects o (4l o future and henoe Is sure about a future
capiial gain. Thus everyone has converted the specnlative money balance
tnto bonds, When r=r,, the tconomy 1s 1n the Hgqutdity frap, Everyone is
sure ol 4 Miure fise in interest rate and a fll in bond prices. Everyone
puts whatever wealth they acquire in the form of money and the
specuiative demand for money 1S Inlindte,

Tolal demand for money In an economy 18, therpfore. composed of
transaction demand and speculative demand, The former Is direclly
proporitonal to real GDP and price level, whereas the lalter ts nversely

related to the markel rate of interest, The aggregate money demand

an eeonomy can be summansed by the following equigtion
e = ML

or, M= ky+ = T 3.5)
r T,

Tois o Moy + VARIS Milasviss

Ina mudtlm mummy ey cr.mals{s matnly of currency noles amd colns
wssued by the monetary authonty of the mamh:.'. In India currency notes
are Issued by the Reserw Bank of India (RBI), which is the monetary
anthority 1n Indta. However, calns are tssped by the Governmient of India.
Apart rom curreney notes and oomns, the balanee In savings, or cument
aconunt deposis, hekd b the publiedn commeraial banks 15 also constdired
maney since cheques drawn on these accounts are used Lo settle
transactions. Such depostts are called demand deposits as Lhey are payable
by (e bank om demand from the aceoumt-holder, Other deposits, e.g. Sxd
deposits, have d lxed period to maturly and ame refermed (o s time
deposits. _

Though a hundred-rapee note can be used to obiatn commodiites worth.
Rs 100 from & shap, the valne of the paper itsell ts negligible — cortatniy
less than Rs 100, Stmikirly, the value of e metal In & Ive-supee oo is
probably ol wirth Bs 5. Why then do people accept such notes and colns
tn exchange of goods which are apparently more valuable than these? The
value of the currency notes and coms 1s dertved fom the guarantee
provided by the 1ssitng authanty of these ttems. Every curmency note hears:

on 1is face a promise from the Governor of RE| that If someone produces
the note to RBL of any other commercial bank. R will be responsthble for
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givinig the person purelhasiig power egual Lo (hevalue printed on the note.
The same Is also e of cotns. Correney notes and colns are Werefore
called et money. They do tot Lave intrinsic value ke a gold of stlver
colt. Thoy sre also called legal tenders as [hey cannol be refised by any
cilizen of the country for seillement of any ki of tmnssciion. Chegues
drawn on savings of current accounts, however, can bi‘ refused by anyorne
a& a mode of payment. Henee, demand deposits are not legal tenders,

Legnl Definitions: Narrow and Broad Money
Maney supply. lke money demand. 1s a stock varfabile. The tolal stock of
maney m ctreulation among (e puble @t a particulsrpoml of time §s called
ey sipply. ROL publishes Rares fir fourallernalive measures ol money:
stipply. viz. M1, M2, M3 and M4, They are deflned as follows

M1 =0CU+ DD

M2 =M1 + Savings deposits with Post OMce savings banks

M3 = M1+ Nel tme deposits of commercial banks
M4 ='M3+ Total depostis will Posl Ofllee savings organisaticas fexeludiig
Naliopal Savings Ceritflcates)

whire, CU 1s carresicy [noles plus cottis) held by the publie amd DD is
ael demand deposils lield by donunerctal banks, The word ‘nel” lmplies
that onty depostts of the prlilte eld by this batiks are lo be hcluded i
mogiey supply. The tniterbank deposits, wihich 8 commercial bank holds i
other commeretal banks, are tiol (o be reganded as part of maney supply.

M1 and M2 are Known as namow money. M3 and M4 are known as
broad money. These measures ase W decrvasing order of Dquidity. M is
most iquid and asiest for (ransafions wheress M4 s least lquid ofall,
M3 15 the most comrtonly used meastire of naney supply. It 15 also known

A% nggragate monetary resources’,

-

TG A]lp:.'lu.'l_i.:. 8.3 for mi estiumbe of the wwriitioms by ML and MY ey ngs
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Summary

Box No. 3.2: Demonetisation

Demotietisalion was 3 now iniiaiive tiken by (e Government of India in
Novertrber 2016 W Eekle (1w problem of cormaplon, biack money, lerrorisin
and ctrenlution of fake corrency (o' Lthe seonomy. Old currency noles of
R= GO0, and Rs 1000 were 1o longer legal tender. New: cuorency notes o the
denomination of Rs 500 and Rs 2000 were launched. The pablic were advised
to depostt old currency notes tn thetr bank acoount W 31 December 20146
without any declaration and upio 3iMarch 2017 with the RBl with
dechmtion

Further Lo avold a complele breakdown and cash crunch, noles
‘sovernment had aljowed exchange of Rs 4000 ald currency the by new
currney per person and per day, Further til 12 December 2006, old curmeticy
notes were acovptabile as legal lender al petrol pumps, govermument hosplials
and for paymient of govermmment dues, ke taxes, power bills, ole.

This move recetved both apprectation and crtitetsm. There weee long
gueurs ouiside banks and ATM booths. The shorage of cormency in
ctroulniion bad an adverse impact on the coonomic activittes, However, things.
improved with ime and normaley relumed.

This move Bas had posttive impact also. 1L tmproved Gx compiianoe as -
large number of people were boughl n \he tax ambit The savings of an.
ndhividual were channelised mito the formal Ananelil system. As & resull,
banks have more resources al their disposal which can be used Lo provide
mare loans al lower inferest rates, {1 s o demonstralion af Stale's dectsion
Lo puil 2 cnrb on blsck motiey, showing hat L evasion will go longer be
Loleraled. Tax evasion will resull n Nnanclal penally and soclal
condemuation. Tax compliance will improve and corrupton will decregse.
Demonetisation conld aise help tax administration fn another way. by shifiing
transactions oiil of the cash economy 1nio the formal payment system.
Households and (irms have begumn (pshilt from cash to elecironic payment
technologes.

Exchnnge of commeodities without the medintion of monoy is colied Barter Exchomge,
It suffers from lack of double coincidence of wants. Money faciiitates exchanges by
acthng asx u commaonly soceptable mediimt of exchunge. In o modemn comnomy. people
hold maney braadly for lwo molives — trussaction molive and speenlative motive.
Supply of money, on e other hund. comsists of currency notes orid coins, demand
and time doposits held by commercind boanks, et W is classificd ns norrow and
broad moncy according to the decreasmy order of Hudity, In India, the supply of
memey s regnlated by the Reserve Bank of India (RB1) which srets as the monetary
anthority of the country, Yirious actions af the public, the commercial banks of the
country and RBL ure respotisible for chinnges in Lie supply of money in the econdmy.
RBI regulates motiey Supply by controliing (he stock of High powered money, the
bank raie and-reserve reguitements of the commenial banks, Il also sterilises the
moncy supply o the coonmmy mgainsi exiornnl shocks,
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Fxercsses

IE}' Comeepts

P

Harter exchange Double coincidence of wants

- Money Medium ol exchange
Unit of ueeount Stere af value
Honds Hate of mmr'r.'ai
Liguidity trap Fini monay
Legal ténder Narrow momey
Hroad' money Cumrency deposil rilio
Reserve doposit matio High powered money
Money multiplier Lender ol lasi resort

Open market operalion Bank Hute
Cosh Reserve Ratio (CRR]  Repe Role
Reverse Repo Rate

[

B RN ® P

10

Whatl is i barter system? Whial are its drowbacks?

What are the muin functions of money” How does money overeome the
shoricomings of a barler sysiem?

Whal is transsetion demund [or money? How s 1l refaled o the value of
transaciions over a spectfied period of Ume?

Whitt are the altermalive deflnftions of money supply in India?

What is a togal dender? What is fiat moncy?

Whuit is High Powered Money?

Explatn the functions of a commerefal bank.

Whal s moncy multiplier? What determines the value of this multiplicr?
What nre the instrumimis of monelary polioy of KRB

Da you eonsider o commercial bank ‘creator of money” in the economy?
Whitt mile of RBL S known as lender of last resort™

Suggested Readings

Dornbusch, It and S. Fischer. 1990, Macroeconomics, (fifih edition) pages 345 -
427, MeGrasw Hill, Paris.

Sikdar. 5., 2008, Principles of Macrocconomics. pages 77 — B9, Oxfprd
University Press. Now Delbil, '
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‘Appundiz 3.1

Appondiz 3,2

'ﬁlf Sum of an Infintte Ceometric Senes.

‘We wanl lo find ot the sum of an infinile geometric series of the following

{orm
S=a+tartar+al+.,..+Far+.,,.. Fim

where @ ond ¢ are real numbers and @ < r < 1. To compute (he sim, muliiply
the above equation by r lo obtain

rS=ar+var el + . i B i S S
Stbitruct the second egiootion fom the Brs Lo gel
S-r8 =a
o [1 -fS=a
wirich yields
. u
== =t
n the example used for the derfvation of the moncy multiphier, a = | and =3
0.4, Hence the walue af the fiflpile serics s
1__5
i—04 =3

Money Supply In Indla
Table 5.4: Changes in M1 and M3 Over Time (in crore)

L P e 0
198400 3417496 1124174
2000401 A7 D1s18e04
2007 -2 A22R24 . 1408336
2002-03 ‘473558 1717936
200:3-04 HTARYY | 2005854
2004-05 BAG7H6 22UGET |
2005-06 Eaﬁaaﬂ 2714403
200708 1155810 461 7855
200808 1259671 | 4794775
200510 14Ra268 | RRIZBIR
2010-11 16368345 6504116
2011-12 1747304 7384831
2012-13 lm BARGR10
2008-14 | 2050762 4517946
2014-16 2202404 106560168
2015-16° | 2602538 11617615
2006-¥7 || 2881957 12741940
201718 3267431 13062587
201819 4710484 15432067
20014520 4125048 16790063
2020-21 AT04299 18E44575

Sonrce: Flamibosknf Stottsties on [ndton Pegnomy, Reserme Bank of inslia, 2020-27

The differenee in values botween the two colimms s atinbuatabie o the tme deposits
held by commercial banks.




Appendiz 3.3

Changes in the Composition of the Sources of Monetary Base Over Time

Components of Money Stock

Table 3.5: Sources of Change in Monetary Base (in T Crore)

Coroulation Public | with the RES m:&-ﬂ e
1981 -82 16411 937 14474 68 | sa1a
1991492 637358 2640 61098 A85 34882
2001-02 | 250874 | 10179 240794 2831 84147
2004-05 JEHGGT 12347 36R3 14 64504 d 1135966
2005-06 | 420578 | 17454 112124 as49 | 145511
H0E-07 nOa0g9 212444 ARIRGY T4RT '“I 107295
A07-08 | BAGEO1 | 22390 568410 o7 47
2008-09 | 691153 | 25703 BE3450 , 5533 | 20127%
2006101 7UA540 | 32066 767402 3806 352206
2010-11 49659 | _E_!,'?EEH, h;.’iﬂiﬂ; ) 3653 4913500
2011-12 | 1067230 | 44560 120670 2822 | 856201
2012-13 | 1190475, 49914 1141061 3240 320671
2013-14 | 1901074 | 55255 1245819 1965 | 420703
201415 1445212 62131 1385182 14580 A65661
:.Iﬂl-il_'n_ 1RGH63 | BB200 1507954 15451 SO S26
2016-17 | 1335266 | 71142 124124 21081 | 584127
2017-18 _lfgﬂg:%il'ﬁ' UG 1759712 23907 HHGHL5
201519 ‘21'!6?’?1] 84561 2062200 31742 H01965
2016-20' | 2447279 | 97563 2949748 RE507 543848
| 202021 | 2853783 | 101935 2751 828 47351 BOSRAT

Somree: Handbook of Staitstics on Indian Economy. Resarre Bank of Tndia, 2020-21




