Money and Banking

Money is the commonly
accepted medium of
exchange. In an economy
which consists of only one
individual there cannot be
any exchange of
commodities and hence
there is no role for money.
Even if there is more than
one individual but these
individuals do not take part
iIn market transactions,
example: family living on an
iIsolated island, money has
no function for them.

¥l fafa 61 e gdu=
HregH 21 THl Srefogaeen, i
fed fagiy @ <+ 8, S9d
a3 &1 iz fafma =t &
Tehal 3R safeT =@T HqST 1
I3 et &l sidt 21 TH 4@
SR Afad 84 9 ot 3R 4
IR o gogdeR H 90 &l
dd €, 39 fo feddt og w
$I3 Th 9RER Wdl 8, af 98l
YT T IS &1d &l &l @)




Money and Banking

However, as soon as there is
more than one economic
agent who engage
themselves In transactions
through the market, money
becomes an important
instrument for facilitating
these exchanges. Economic
exchanges without the
mediation of money are
referred to as barter
exchanges.
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Barter system - Barter is a
system of exchange by which
goods or services are directly
exchanged for other goods or
services without using a
medium of exchange such as
money.
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Thus, to smoothen the
transaction, an intermediate
good iIs nhecessary which is
acceptable to both parties.
Such a good is called money.
The individuals can then sell
their produces for money and
use this money to purchase
the commodities they need.
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Money and Banking

Though facilitation of
exchanges is considered to
be the principal role of
money, it serves other
purposes as well. Following
are the main functions of

money in a modern economy.
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0 FUNCTIONS OF MONEY d 11 & &
As explained above, the sta1 f& 3 afufq 2,
first and foremost role of :
money is that it acts as a gl I I LI b1
medium of exchange. g € fob e fafma &
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Money also acts as a
convenient unit of account.
The value of all goods and
services can be expressed
in monetary units. When we
say that the value of a
certain wristwatch is Rs 500
we mean that the
wristwatch can be
exchanged for 500 units of
money,
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A barter system has other
deficiencies. It is difficult to
carry forward one’s wealth
under the barter system.
Suppose you have an
endowment of rice which
you do not wish to consume
today entirely.
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You may regard this stock of
surplus rice as an asset
which you may wish to
consume, or even sell off,
for acquiring other
commodities at some future
date. But rice is a
perishable item and cannot
be stored beyond a certain
period. Also, holding the
stock of rice requires a lot
of space..
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You may have to spend
considerable time and
resources looking for people
with a demand for rice when
you wish to exchange your
stock for buying other
commodities. This problem
can be solved if you sell
your rice for money.
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Money is not perishable and
its storage costs are also
considerably lower. 1t is also
acceptable to anyone at any
point of time. Thus money
can act as a store of value
for individuals. Wealth can
be stored in the form of
money for future use.
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However, to perform this
function well, the value of
money must be sufficiently
stable. A rising price level
may erode the purchasing
power of money.
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It may be noted that any
asset other than money can
also act as a store of value,
e.g. gold, landed property,
houses or even bonds (to be
introduced shortly).
However, they may not be
easily convertible to other
commodities and do not
have universal acceptability.
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0 Demand for Money O Y9 P T 1T
Money is the most liquid o 399 A § 9t
of all assets in the sense Hufral &1 9ad aRdl ©
that it is universally & a5 ardyife T d
acceptable and hence can el 3 Gﬁ'\'glfrq
be exchanged for other g 3'\‘%\#[ & dgd
commodities very easily. T ¥ 3MTGH-UgH
On the other hand, it has mgﬁm'fal gt
an opportunity cost. If, : AT A d
instead of holding on to a g | afe, To Afda Aadl
certain cash balance, you mwm%m, ,
put the money in a fixed 3T U4 &t fodt b |

can earn interest on that
money.
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0 The Transaction Motive Q gioaRr Aifed

The principal motive for

holding money is to carry U 3@ BT HHHG -
out transactions. If you G BT g Sy GITF'ﬁ
receive your income 3T TP YT BRd §
weekly and pay your bills 3R W AWITE & Ugd ﬁ_"f
on the first day of every 30 gl &1 YT a3 8,
week, you need not hold dl YD wTE & qTl
any cash balance ﬁﬂﬁ%‘mﬁwmwﬁaﬁ
throughout the rest of the ATILADAT 5] 8, MY 3
week, you may as well ask IRRIESURRE R E KIS RS
your employer to deduct dad 3R STHT R I el
your expenses directly 30 @l A Wﬁ?ﬁ DI %
from your weekly salary g‘%ﬁ qhd 8 | 3T deh
| =Y i3

and deposit the balance in
your bank account.
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3 The Transaction Motive 0 giiaRT difeq
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Consider, next, a two -
person economy consisting
of two entities - a firm (
owned by one person) and a
worker. The firm pays the
worker a salary of Rs 100 at
the beginning of every
month.
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The worker, in turn, spends
this income over the month
on the output produced by
the firm - the only good
available in this economy!
Thus at the beginning of
each month the worker has
a money balance of Rs 100
and the firm a balance of Rs
0.
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On the last day of the month
the picture is reversed - the
firm has gathered a balance
of Rs 100 through its sales
to the worker. The average
money holding of the firm as
well as the worker is equal
to Rs 50 each.
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Thus the total transaction
demand for money in this
economy is equal to Rs 100.
The total volume of monthly
transactions in this
economy is Rs 200 - the
firm has sold its output
worth Rs 100 to the worker
and the latter has sold her
services worth Rs 100 to the
firm.
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The transaction demand for AT RIT & T Bt d9-¢9

money of the economy is &t 7T e I 99y &t
again a fraction of the total afy & fdogawur #
volume of transactions in D1 pd HIAT BT TP
the economy over the unit e gl

period of time.
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In general, therefore, the
transaction demand for
money M

T!

In an economy, , can
be written in the following
form MTd = K.T
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Where T is the total value of SIgi T SIS mﬁ

(nominal ) transactions in SJHITIT H (ATHHAT)
the economy over unit A BT Pt Hed 3R K
period and K is a positive UDh HPRTHD A & |

fraction.
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H1 Al & IR

The number of times a unit
of money changes hands
during the unit period is
called the velocity of
circulation of money. In the
above example it is 2,
inverse of half - the ratio of
money balance and the
value of transactions. Thus,
In general, we may rewrite
equation (3.1) in the
following form.

LK.Mrd =K.T,or, W =T
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Where, v= 1/ K is the
velocity of circulation. Note
that the term on the right
hand side of the above
equation, T, is a flow
variable whieteas money
demand, ! , IS a stock
concept - it refers to the
stock of money people are
willing to hold at a particular
point of time. The velocity of
money, Vv, however, has a

time dimension.
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We are ultimately interested
in learning the relationship
between the aggregate
transaction demand for
money of an economy and
the (hominal) GDP in a given
year.
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The total value of annual
transactions in an economy
includes transactions in all
intermediate goods and
services and is clearly much
greater than the nominal
GDP.
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However, normally, there
exists a stable, positive
relationship between value
of transactions and the
nominal GDP.



Money and Banking

An increase in nominal GDP
iImplies an increase In the
total value of transactions
and hence a greater
transaction demand for
money from equation (3.1).
Thus, in general, equation
(3.1) can be modified in the

following way
M_I_°I = kPY

Where Y is the real GDP and
P is the general price level
or the GDP deflator.
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0 The Speculative Motive 1 " 38¥F qA=iSH
a bond is inversely refated O 301 Fww ol
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Different people have
different expectations
regarding the future
movements in the market
rate of interest based on
their private information
regarding the economy.
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If you think that the market
rate of interest should
eventually settle down to 8
per cent per annum, then
you may consider the
current rate of 5 per cent
too low to be sustainable
over time. You expect
interest rate to rise and
consequently bond prices to
fall.
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If you are a bond holder a
decrease in bond price
means a loss to you -
similar to a loss you would
suffer if the value of a
property held by you
suddenly depreciates in the
market.
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Such a loss occurring from a
falling bond price is called a
capital loss to the bond
holder. Under such
circumstances, you will try
to sell your bond and hold
money instead. Thus
speculations regarding
future movements in
interest rate and bond
prices give rise to the
speculative demand for
money.
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When the interest rate is
very high everyone expects
it to fall in future and hence
anticipates capital gains
from bond-holding. Hence
people convert their money
into bonds. Thus,
speculative demand for
money is low.
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When interest rate comes
down, more and more
people expect it to rise in
the future and anticipate
capital loss. Thus they
convert their bonds into
money giving rise to a high
speculative demand for
money.
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Hence speculative demand

Money and Banking
el & fau qg1 &) Wi Sk

for money is inversely
related to the rate of

interest. Assuming a simple

form, the speculative

demand for money can be
written as.
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where r is the market rate
of interestandr__, andr
are the upper and lower
limits of r, both positive
constants. It is evident from
the above equation that as r
decreases fromr, . tor. ..,

the value of
d

M

increases from 0 to «
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As mentioned earlier,
interest rate can be thought
of as an opportunity cost or
‘price’ of holding money
balance. If supply of money
in the economy increases
and people purchase bonds
with this extra money,
demand for bonds will go
up, bond prices will rise and
rate of interest will decline.
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In other words, with an
increased supply of money
in the economy the price
you have to pay for holding
money balance, viz. the rate
of interest, should come
down.
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if additional money is
injected within the economy
it will be used up to satiate
people’s craving for money
balances without increasing
the demand for bonds and
without further lowering the
rate of interest below the
floor r_;.- Such a situation is
called a liquidity trap. The
speculative money demand
function is infinitely elastic
here
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In Fig. 3.1 the speculative

demand for money is plotted

on the horizontal axis and
the rate of interest on the

vertical axis. Whenr=r
speculative demand for
money IS zero.
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O g1 &t qfd

d THE SUPPLY OF MONEY

In a modern economy
money consists mainly of
currency notes and coins
issued by the monetary
authority of the country. In
India currency notes are
issued by the Reserve
Bank of India (RBI), which
Is the monetary authority
in India.
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However, coins are issued
by the Government of India.
Apart from currency notes
and coins, the balance In
savings, or current account
deposits, held by the public
in commercial banks is also
considered money since
cheques drawn on these
accounts are used to settle
transactions.
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Such deposits are called
demand deposits as they
are payable by the bank on
demand from the account-
holder. Other deposits, e.g.
fixed deposits, have a fixed
period to maturity and are
referred to as time deposits

TH S Sl | Sl Ed ®,
St @ &1 J9i1 ) s
g aE 909 gl 21 3
S, S TrEfy S )
qgeradr &1 31afy fAfy=a
Bidl @ 3 8 Yty S
%el Sl 2




Money and Banking

Legal Definitions: Narrow
and Broad Money

Money supply, like money
demand, is a stock variable.
The total stock of money in
circulation among the public
at a particular point of time
iIs called money supply.
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RBI publishes figures for TRaa fod d 1 &1 qid
four alternative measures of F dfoqs Ot F1 IR ©9F
money supply, viz. M1, M2, .

M3 and M4. They are § YHIRIG hal @, H: M1,
defined as follows M2, M3 31X M4.1 & g4t

ffafea @ 9 aftfya
frd St 3
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M1=CU+DD

M2 = M1 + Savings deposits
with Post Office savings
banks M3 = M1 + Net time
deposits of commercial
banks

M4 = M3 + Total deposits
with Post Office savings
organisations (excluding
National Savings
Certificates)

M1 = CU + DD

M2 = M1 SR 99d dhl o
CEGRSE 1Y

M3 = M1 + SAEHIgS sl i
e smafus ST

M4 = M3 + SR 9=d
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where, CU is currency
(notes plus coins) held by
the public and DD is net
demand deposits held by
commercial banks. The
word ‘net’ implies that only
deposits of the public held
by the banks are to be
included in money supply.
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The interbank deposits,
which a commercial bank
holds in other commercial
banks, are not to be
regarded as part of money

supply.
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M1 and M2 are known as M1 3R M2 Tpfaa T

narrow money. M3 and M4 HEdard 21 M3 3Rk M4 &1

are known as broad money. . :
y Y% ST $ed ¢ | 3 hifea

These measures are in \ .
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M1 is most liquid and
easiest for transactions
whereas M4 is least liquid of
all. M3 is the most
commonly used measure of
mohney supply. It is also
known as aggregate
mohnetary resources .
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0 Money Creation by the 0 ofdsr yumTelt gRT |+t
Banking System ﬁm‘\’ﬁ X

In this section we shall ?ﬁ[@fﬁﬁ%ﬂg;[ Il

explore the determinants of WTTQ'PT BFRE'\:@?

money supply. Money supply Bt ‘l-iI)f e a_a cu

will change if the value of DD T Time Deposits $’[

any of its components such gad STdT

as CU, DD or Time Deposits Gﬂﬁﬂmﬂgﬁw

changes.
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In what follows we shall, for IadT & fore, g9 0 &1
simplicity, use the most 99 3fSrd a3 i UTHT B1
liquid definition of money, SUIT Hd %'I M1 + CU + DD,
viz. M1 + CU + DD, as the SrdarawyT # qgr 3myfd &
measure of money supply in g & *q §| Aifew

the economy. Various UTferRor, rRBI 3R aIforfus
actions of the monetary dopl 3t fafus fpame g9

authority, RBIl , and

a¥d
commercial banks are fore formeR 21

responsible for changes in
the values of these items.
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d The Currency Deposit 0 T ST 3T

Ratio
The currency deposit ratio (& OTHT "’qug(mgﬂql"’";)rw
(cdr) is the ratio of money GIﬂTI'I?rI IEII;I;ﬁTa a;rqﬁrl:n&ﬁfr
held by the public in Wﬁ%] HHR =¥ﬂ'{l‘eﬂ'§fl

currency to that they hold
in bank deposits. Cdr =
CU/DD.
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If a person gets Re 1 she
will put Rs 1/ (1+ cdr) in her
bank account and keep Rs
cdr/(1+ cdr) in cash. It
reflects people’s preference
for liquidity.
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J1The Reserve Deposit Ratio 0 f¥ord s STUTd
Banks hold a part of the 3 I ¥ fEuife A
money people keep in their 3 AN ST 4T IEq &
bank deposits as reserve o Ned 7+t & ©q &
money and loan out the IEd g 3R 91h! fa=

rest to various investment uRaIeTS B Fof <d
4

projects.
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Reserve money consists of
two things - vault cash In
banks and deposits of

commercial banks with RBI.

Banks use this reserve to
meet the demand for cash
by account holders.

f¥ord 7 H & S gl 8-
dP! § diec D 3R
R3S & Y HHRIT
dpl o1 feuifere|
GIAIYRS| GRT gl P}

%?W%maas
%\q T STINT HId

|



Money and Banking

RBI requires commercial
banks to keep reserves in
order to ensure that banks
have a safe cushion of
assets to draw on when
account holders want to be
paid.



Money and Banking

RBI uses various policy
instruments to bring forth a
healthy rdr in commercial
banks. The first instrument
is the Cash Reserve Ratio
which specifies the fraction
of their deposits that banks
must keep with RBI.



Money and Banking

There is another tool called
Statutory Liquidity Ratio
which requires the banks to
maintain a given fraction of
their total demand and time
of deposits in the form of
specified liquid assets.
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Money and Banking

Apart from these ratios RBI
uses a certain interest rate
called the Bank Rate to
control the value of rdr.

Commercial banks can

borrow money from RBI at
the bank rate when they run

short of reserves.
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Money and Banking

A high bank rate makes
such borrowing from RBI
costly and, in effect,
encourages the commercial
banks to maintain a healthy
rdr.
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Money and Banking
Q ATTATRIS dF

JCommercial Bank

Commercial banks are the
other type of institutions
which are a part of the
money-creating system of
the economy. In the
following section we look
at the commercial banking
system in detail.
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Money and Banking

They accept deposits from
the public and lend out part
of these funds to those who
want to borrow. The interest
rate paid by the banks to
depositors is lower than the
rate charged from the
borrowers. This difference
between these two types of
interest rates, called the
‘spread’ is the profit
appropriated by the bank.



Money and Banking

d Instruments of Monetary
Policy and the Reserve
Bank of India

. Repo rate

. Reverse repo rate

. Cash reserve ratio

. Statutory liquidity ratio

OO A O N =

. Marginal standard facility

Note : This role of the
monetary authority is known
as the lender of last resort.

a) Bank rate
b) Base rate



Money and Banking

1 Open Market Operation 0 HIHe AT Glal
Another important tool by WW
which the RBI also Qéﬁr‘q?m RBI T F1
influences money supply \;rr?aﬁ'qqﬂ'ﬁd HId] %,
is Open Market dg 2 U= "I
Operations. Open Market TN | 3TT gThc
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buying and selling of W@Wﬁfﬂﬁm
bonds issued by the ¢ dis DI EWRig-faspl
Government in the open PRATel

market.



Money and Banking

1 Open Market Operation

This purchase and sale is
entrusted to the Central
bank on behalf of the
Government. When RBI
buys a Government bond
in the open market, it pays
for it by giving a cheque.



Money and Banking
0 AThe TR @

1 Open Market Operation

This cheque increases
the total amount of
reserves In the economy
and thus increases the
money supply. Selling of a
bond by RBI (to private
individuals or institutions)
leads to reduction Iin
quantity of reserves and
hence the money supply.
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Money and Banking

J Varying Reserve
Requirements

Cash Reserve Ratio (CRR)
and Statutory Liquidity
Ratio (SLR) also work
through the rdr-route. A
high (or low) value of CRR
or SLR helps increase ( or
decrease ) the value of
reserve deposit ratio, thus
diminishing ( or increasing
) the value of the money
multiplier and money
supply in the economy in a
similar fashion.
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Money and Banking

1 Demonetisation d e
Demonetisation was a new 997 2016 H HRd
initiative taken by the IPIR gIRT YUY,
Government of India in 4, Tdhdlc
November 2016 to tackle 3N aaf%qa'\rq'[ pu |
the problem of corruption, :ﬁ,—cﬁ P U
black money, terrorism ) fore ue
and circulation of fake =I€ Ugd ol 11%’-'

currency in the economy.



Money and Banking

] Demonetisation

Old currency notes of Rs
500, and Rs 1000 were no
longer legal tender. New
currency notes in the
denomination of Rs 500

and Rs 2000 were
launched.




Money and Banking

] Demonetisation

The public were advised
to deposit old currency
notes in their bank
account till 31 December
2016 without any
declaration and upto
31March 2017 with the
RBI with declaration
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Money and Banking

] Sterilisation

RBI will undertake an
open market sale of
government securities of
an amount equal to the
amount of foreign
exchange inflow in the
economy, thereby keeping
the stock of high powered
money and total money
supply unchanged. Thus it
sterilises the economy
against adverse external
shocks. This operation of
RBIl is known as
sterilisation.
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Money and Banking

J Key Concepts
Barter exchange
Money

Unit of account
Transaction demand
Bonds

Rate of interest
Liquidity trap

Legal tender

Broad money
Currency deposit ratio
High powered money

Lender of last resort
borrowing

Open market operation
Cash Reserve Ratio (CRR)

Sterilisation

Double coincidence of wants
Medium of exchange

Store of value

Speculative demand

Present value

Capital gain or loss

Flat money

Narrow money
Aggregate monetary resources
Reserve deposit ratio

Money multiplier

Deficit financing through central bank

Bank Rate
Statutory Liquidity Ratio (SLR)



