Chapter 3 Money and Banking

Money

Money is the commonly accepted as a medium of exchange. According to D.H.
Robertson, money is “anything which is widely accepted in payment for goods or in
discharge of other kinds of business obligations”.
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Functions of Money

Now a days, no economies can sustain without money. Money performs the
functions of medium of exchange, measure of value, store of value and the standard
of deferred payments. The functions of money are classified into primary functions,
secondary functions and contingent functions.

A) Primary functions:

i) Medium of exchange: The most important function of money is that it acts as a
medium of exchange. It acts as a link between the buyer and the seller. Money
mostly solves the issues of barter economy.

i) Standard of value: Money acts as a convenient unit of account. When we
purchase or sell goods, its value can be expressed in monetary terms. We express
the value of goods in terms of money. Examples are: price per kg of sugar is ¥ 30,
price per meter of cloth is ¥ 25 and price per liter of milk is ¥ 20, etc.

B) Secondary functions:

i) Standard of deferred payments: Deferred payments are those payments which are
to be made in the future. Money is used as a unit of deferred payments. It helps in
credit transactions. The money helps the consumer to purchase goods and services
when they require it and the payment can be made in the future.

i) Store of value: The money can be stored as an instrument for storing the value.
The purchasing power of money can be transferred to the future from the current
period. Thus, wealth can be stored in liquid form.
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Demand for Money

Money is the most liquid of all assets in the sense that it is universally acceptable
and hence can be exchanged for other commodities very easily. Demand for money






balance is often referred to as liquidity preference. People desire to hold money
balance broadly from two motives.

1. Precautionary motive People hold liquid cash with them in order to meet the
emergencies. This is known as precautionary motive. For example, people keep a
certain portion of their income to meet the cost of treatments in the hospital.

2. The Transaction Motive: The principal motive for holding money is to carry out
transactions. In general, the transaction demand for money in an economy, MDT,
can be written in the following form

Mt =Kk.T

where T is the total value of (hominal) transactions in the economy over unit period
and k is a positive fraction.

The number of times a unit of money changes hands during the unit period is called
the velocity of circulation of money. In general, equation can be modified in the
following way

Mt = KPY.

where Y is the real GDP and P is the general price level or the GDP deflator. The
above equation tells us that transaction demand for money is positively related to the
real income of an economy and also to its average price level.

3. The Speculative Motive: An individual may hold her wealth in the form of landed
property, bullion, bonds, money, etc. Everyone in the economy will hold their wealth
in money balance and 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
level. Such situation is called a liquidity trap. The speculative money demand
function is infinitely elastic here.
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(MdT = Demand for money, transaction motive)
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Liquidity Trap

A situation in the economy may arise when everyone will hold their wealth in money
balance. If additional money is injected into the economy, it will not be used to
purchase bonds. It will be used to satisfy the people’s drawing for money balance
without lowering the rate of interest. Such a situation is called ‘liquidity trap’. The






liquidity trap is given in the diagram below.
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Supply of Money

Total stock of money held by the public at a particular time is known as total money
supply.

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. However, coins are issued by the Government of India.
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Measures of Money Supply in India






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 is called money supply. RBI
publishes figures for four alternative measures of money supply, viz. Mi, Mz, M; and
M.. They are defined as follows

M. =CU + DD

M. = M: + Savings deposits with Post Office savings banks

Ms = M: + Net time deposits of commercial banks

M. = Ms + Total deposits with Post Office savings organizations. (Excluding National
Savings Certificates) 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.
The inter bank deposits, which a commercial bank holds in other commercial banks,
are not to be regarded as part of money supply. M: and M. are known as narrow
money. Ms and M, are known as broad money.
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Money Creation by the Banking System

In this section we shall explore the determinants of money supply. Money supply will
change if the value of any of its components such as CU, DD or Time Deposits
changes. In what follows we shall, for simplicity, use the most liquid definition of
money, viz. M, = CU + DD, as the measure of money supply in the economy. These
influences on money supply can be summarized by the following key ratios.






The Currency Deposit Ratio: The currency deposit ratio (cdr) is the ratio of money
held by the public in currency to that they hold in bank deposits.
cdr = CU/DD.

The Reserve Deposit Ratio: Banks hold a part of the money people keep in their
bank deposits as reserve money and loan out the rest to various investment projects.
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. There is another tool called Statutory
Liquidity Ratio which requires the banks to maintain a given fraction of their total
demand and time deposits in the form of specified liquid assets. 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. A high bank rate makes such borrowing from RBI costly and, in effect,
encourages the commercial banks to maintain a healthy rdr.

High Powered Money: The total liability of the monetary authority of the country, RBI,
is called the monetary base or high powered money. It consists of currency (notes
and coins in circulation with the public and vault cash of commercial banks) and
deposits held by the Government of India and commercial banks with RBI.
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Instruments of Monetary Policy and the Reserve Bank of India

The instruments which RBI uses for conducting monetary policy are as follows.

1) Open Market Operations: It refers to the sale and purchase of government
securities by the central bank. RBI purchases government securities to the general
public in a bid to increase the stock of high powered money in the economy.

2) Bank Rate Policy: As mentioned earlier, RBI can affect the reserve deposit ratio of
commercial banks by adjusting the value of the bank rate — which is the rate of
interest commercial banks have to pay RBI — if they borrow money from it in case of
shortage of reserves. Alow (or high) bank rate encourages banks to keep smaller (or
greater) proportion of their deposits as reserves, since borrowing from RBI is now
less (or more) costly than before.

3) 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.

4) Sterilization by RBI: RBI often uses its instruments of money creation for
stabilizing the stock of money in the economy from external shocks. This operation
of RBI is known as sterilization.
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