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MACRO ECONOMICS 
CLASS XII 

UNIT 2: MONEY & BANKING.

1. What is money?
According to walker, money is what money does.  Anything which is accepted as a
medium of exchange

2. What is money supply (M1)?  What are its components?
Money  supply  is  the  total  volume  of  money  in  circulation  with  the  public  at  a
particular point of time.  It is composed of coins and currency notes with the public,
the demand deposits with the commercial banks plus other deposits with the RBI.  

3. Define the following:
a. High powered money: It is the money produced by the RBI and the government.

It consists of two things: currency held by the public and cash reserves with the
banks. 

b. Fiat money: It is the money which is under the authority of the government to act
as money.  

c. Legal  tender money:  The  currency bound by the  law of  the  land.   It  is  the
currency notes issued by the central bank. 

d. Barter system: It is a system in which goods are exchanged for goods.  There is
complete absence of money. 

e. Narrow money:  It includes the most liquid money namely coins, currency notes
and demand deposits.

f. Broad money:   It  includes  coins,  notes,  demand  deposits,  time  deposits  with
banks and post offices.  It is less liquid. 

g. Time  Deposits:   Deposits  which  can  be  withdrawn  after  the  expiry  of  the
stipulated time for which deposits are made.  

h. Demonetisation
i. Demand deposit: Those deposits which can be withdrawn by depositors at any

time by cheque/withdrawal slip. 
j. Money multiplier: it is the multiple expansions of total deposits from a primary

deposit.  Money multiplier = 1/LRR.
k. Repo rate: It is the rate at which commercial bank borrows money from central

bank for a short period by selling securities.
l. Reverse Repo rate:  It  is  the rate  at  which central  bank borrows money from

commercial bank.  It is the interest rate commercial banks get for parking their
surplus funds with RBI. 

m. Legal Reserve Ratio: It is the minimum ratio of deposits which is to be kept by
commercial banks with themselves (SLR) and with RBI (CRR)

n. Bank Rate: It is the rate at which central bank gives loans to commercial banks
without any security. 
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o. Open Market Operation:  It is the buying and selling of government seurities in

the open market by the central bank. 
p. Cash  Reserve  ratio:  It  is  the  minimum  percentage  of  total  deposits  of  the

commercial banks which is to be kept with the central bank. 
q. Statutory  liquidity  ratio:  It  is  the  minimum  percentage  of  total  deposits  of

commercial banks which they are required to maintain with themselves in liquid
form. 

r. Central Bank:  It is the apex monetary institution of a country which designs and
controls monetary policy of the country. 

s. Commercial banks:  It is a financial institution which accepts deposits form the
public and advances loan for making profit. 

t. Margin  requirements:  It  is  the  difference  between  the  value  of  the  security
against loan and the value of the loan. 

u. Selective credit control: It is a method in which central bank gives directions to
commercial banks to give credit for specific purposes to the priority sector. 

v. Moral suasion:  It is the persuasion, request, appeal, advice and suggestion by
central banks to commercial banks to cooperate with the monetary policy of the
central bank. 

4. What are the functions of a commercial bank?
A. Accepting deposits
B. Advancing loans
C. Agency functions
D. Transfer of funds
E. Creation of credit
F. Discounting of bills & exchange
G. Overdraft facilities
H. Purchasing and selling of securities
I. Locker facility 
J. Payment of bills

5. Explain  how  commercial  bank  creates  credit  with  the  help  of  a  numerical
example.

Commercial  bank acts  as a creator  of credit  in the economy.  Commercial
banks create credit by accepting deposits and advancing loans.  This is based on
two assumptions:

a. All depositors will not come together to withdraw money from the bank 
b. Even if they come, they will not withdraw the entire deposit in one  

single draw.
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The process of credit  creation can be explained with the help of the following
numerical example:
Let us assume that there is only one commercial bank.  Suppose person A deposits
Rs. 100 with the bank.  The bank can give this money as loan to another person.
But the bank cannot give the entire money as loan; a part is to be kept as LRR.  In
this case LRR is assumed to be 10%.  That means from Rs.100, Rs 10 (10% of
Rs.100) will be kept as LRR and the remaining Rs. 90 can be given as loan.  This
is given to person B who approaches the bank for loan.  Now this amount is given
to him by opening an account in his name and the amount is transferred to his
account.  Now Rs. 90 has become a new deposit.  From this again 10%(Rs.9) will
be kept as LRR and the remaining Rs. 81 will be given as loan to another person C
by  opening  an  account  in  his  name.   Now the  total  deposit  of  the  bank  has
increased to Rs.271 (Rs.100+Rs.90+Rs.81).  The entire process will be continued
until the initial deposit nears to zero and the total deposit thus created becomes
Rs.1000.  By the end ten time of the initial deposit (Rs.100) has been created by
the bank.  This depends on the value of the money multiplier.  

Money multiplier = 1/LRR
LRR = 10%
So money multiplier = 1/10% = 10
Total  deposit  created  =  money  multiplier  x  initial  deposit  =  10  x  100  =

Rs.1000

This is shown in the table given below:

Rounds Deposits (Rs.) LRR (%) Loans (Rs.)

Initial 100 10 90

Round I 90 9 81

Round II 81 8.1 72.9

Round III - - -

Round IV - - -

Round V - - -

Total 1000 100 900
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6. Differentiate between central bank and commercial bank

Central bank Commercial bank
It  is  the  apex  monetary  institution  of  a
country

It is monitored by the central bank

It frames the monetary policy of a country It  is directed to follow the monetary policy
framed by the central bank

It main objective is social welfare Its main objective is profit.
It does not have direct dealing with the public It has direct dealing with the public
It  has  the  monopoly  right  in  issuing  of
currency notes

It does not have any such rights

It is owned by the government It is owned by both  public sector and private
sector

7. What are the functions of central bank of a country?

Central  bank is  the  apex monetary  institution  of  a  country.   It  designs  and controls  the
country’s monetary policy.  In India it is done by the Reserve Bank of India.  Following are
the functions of central bank:

a. Banker, agent and adviser to the government :  Central bank act as a banker, agent and
adviser to the government in the following ways: 

It  receives  deposits  from  government,  collects  cheques  and  drafts
deposited in government account and monitors all banking operations of
the government.
It provides cash to government during financial crisis.
It makes payment on behalf of the government
It supplies foreign exchange to the government for paying external debt
It act as a fiscal agent of the government
It manages public debt of the government
It collects taxes and other payments on behalf of the government
It represents government in various international monetary platforms
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It act as a financial adviser to the government in all financial and economic
matters.

b. Banker’s bank:  central bank act as a banker to the banks in the following ways:
As a custodian of cash reserves of commercial banks: All commercial
banks are required to keep a minimum of their total deposits with central
bank as reserve by law.
A lender of last resort:  Central  bank act as a lender of last resort to
commercial banks when they fail to meet their financial requirements from
other sources
As a clearing agent:  Central bank helps commercial banks in transferring
funds from other banks, since all banks are having account with central
bank.
As a supervisor: Central bank monitors, advices, controls and supervises
all  banking  activities  of  commercial  banks  like  expansion  of  branch,
licensing, merging etc.

c. Issue of currency notes:  Central bank is the sole authority to issue currency note in a
country.  Such currencies are called legal tender money.  This is to bring uniformity in the
currencies circulated in the country.

d. Controller of money supply and credit:  Central bank controls credit in an economy
using the following methods

Quantitative methods:

Bank rate policy:  by changing the bank rate central bank controls credit.  Bank rate is the
rate  at  which central  bank provides credit  to  commercial  bank.  In a  situation  of excess
demand/inflation,  central  bank  increases  the  bank  rate  to  make  credit  expensive.   This
reduces the money supply/ credit creation in the economy and controls inflation.   During
deflation central bank reduces the bank rate which encourages commercial banks to take loan
from central bank.   This in turn increases the money supply and corrects deflation/deficient
demand.

Open market operation:  It is the buying and selling of securities to commercial bank and
public by the central bank.  During inflation/excess demand, central bank sells securities to
the commercial bank which reduces the credit creation capacity of the commercial bank and
controls credit/money supply in the economy.  In case of deflation/deficient demand, central
bank  purchases  securities  from  commercial  bank.   This  increases  the  credit  with  the
commercial bank and increases money supply in the economy. 

Repo rate:  It is the rate at which central  banks provide short term loans to commercial
banks.  In order to control inflation/deficient demand, central bank increases repo rate.  This
makes loans from central bank expensive and discourages the commercial banks to take loan
from the central  bank.  This will  reduce the money supply in the economy.  To correct
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deflation/deficient  demand,  the  central  bank  reduces  the  repo  rate.   This  encourages
commercial banks to borrow from central bank.  As a result credit creation in the economy
increases which corrects deflation. 

Reverse Repo Rate:  It is the rate at which commercial banks park their surplus money with
central bank or the rate at which central bank borrows money from commercial bank.  To
control inflation, central bank increases the reverse repo rate which attracts commercial banks
to deposit excess money with central bank.  This reduces the money supply in the economy.
During deflation, reverse repo rate is reduced to discourage depositing money in the central
bank.  This increases credit creation of commercial banks which corrects the deflation.  

Varying Legal Reserve Ratio:  LRR is the proportion of deposits of commercial bank which
cannot be given as loan. It is composed of CRR and SLR.   It is inversely proportional to
credit creation.  To control inflation, LRR is increased.  This will reduce the credit in the
economy.  LRR is reduced to correct deflation in the economy.  This will increases the cash
resources with the commercial bank and thus deflation is corrected.

Qualitative Methods:

Margin  requirements:   Margin  requirements  are  the  difference  between  the  value  of
security  kept to  take loan and the value of the loan.   Margin requirements  are  increased
during  deflation  to  discourage  loan  and  thus  credit  in  the  economy is  reduced.   During
deflation the margin requirements is decreased.  This increases the loan in the economy and
thus money supply increases. 

Selective credit control:  In this method central bank gives directions to commercial banks
to give credit to particular purposes and to certain priority sectors only.  During inflation 

central bank introduces rationing of credit to restrict the flow of credit and during deflation
central bank withdraws the rationing of credit to encourage credit.

Moral suasion: It  implies  persuasion,  request,  suggestions,  advice  and appeal  by central
bank to commercial banks to cooperate with the monetary policy of the central bank.  During
inflation central bank appeals commercial bank for credit contraction and during deflation to
follow credit expansion.  

Direct Action:  It includes cutting of license, charging penalties etc to those banks which do
not abide by the monetary policies of the central bank. 

E. Custodian of Foreign exchange: Central bank is the custodian of foreign exchange in a
country.  It provides foreign exchange to the government for paying its external debt, for
foreign trade etc.

f. Lender of last resort: Central bank acts as a lender of last resort to other banks and the
government.   In  case  commercial  banks  and  government  fail  to  meet  their  financial
requirements from other sources, central bank advances loans and advances to commercial
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banks as a last resort.  Central bank assists commercial banks in discounting of securities and
bills of exchange. 

8. Explain how central bank controls money supply/credit in an economy?
OR

Explain how the following influence the credit/ money supply of an economy?
OR

Explain the role of the following in controlling inflation (excess demand) and
deflation (deficient demand) in an economy. (Role of monetary policy)

a. Bank rake:  Bank rate is the rate at which central bank advances loans to commercial
bank without any securities.  

To control  inflation/  excess  demand:  Increase in  money supply and Excess
demand leads to inflation.  Controlling inflation requires reducing money supply
and excess demand in the economy.   Hence,  bank rate  is  increased to  control
inflation. Increasing bank rate will discourage commercial banks to take loan from
central bank.  This reduces the money supply and excess demand in the economy.
Thus inflation is controlled.
To  control  deflation/deficient  demand:  Deficient  demand  and  decrease  in
money  supply  leads  to  deflation.   To  control  deflation,  money  supply  in  the
economy is to be increased.  So in order to control deflation, central bank reduces
bank rate.   This  encourages  commercial  banks to  take  loan from central  bank
which in turn increases money supply in the economy.

b. Open market operation:  It is the buying and selling of government securities in the
open market by the central bank to the commercial bank and public.  

To control excess demand/inflation:  In a situation of excess demand leading to
inflation,  central  bank sells  the  securities  to  the commercial  bank.   Selling  of
government  securities  to  central  bank  reduces  the  cash  reserves  with  the
commercial bank.  The capacity to create credit by commercial bank decreases.
This reduces money supply in the economy and thus inflation is controlled.
To control deficient demand/deflation:  In a situation of deficient demand which
creates  deflation,  the  central  bank purchases  securities  from commercial  bank.
This increases the cash balances with the commercial banks.  Credit creation by
commercial banks increases.  This increases money supply in the economy and
thus deflation is corrected.  

c. Varying margin requirements: Margin requirement is the difference between the value
of the security and the value of the loan amount.  Increasing margin requirements makes
loan expensive and decreasing margin requirements make loans cheap.

To control  inflation:  To control  inflation,  margin requirements  are  increased.   This
makes  loans  expensive.   People  will  be discouraged  to take  loans  from commercial
banks, reducing the money supply in the economy.  Thus inflation/excess demand in the
economy is controlled.
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To control deflation:  Margin requirement is decreased to control deflation.  Decreasing
of margin requirements makes loans cheap.  This will increase loan and money supply in
the economy.  As a result deficient demand and deflation is corrected. 

d. Legal reserve requirements (CRR & SLR):  legal reserve ratio is the proportion of
total deposits of commercial banks which is to be kept as reserve with the central bank
and commercial banks.  LRR includes CRR and SLR.  LRR is inversely proportional to
credit creation.  

To control  inflation:  LRR (CRR & SLR)  is  increased  to  control  inflation/excess
demand.   This reduces  credit  creation in  the economy and thus inflation  and excess
demand is controlled.

To control  deflation:  LRR (CRR&SLR) is  decreased  to  control  deflation/deficient
demand.  This increases credit creation and money supply I in the economy.  This will
help in correcting deficient demand and deflation.  

9. Explain how central bank acts as:

A.Controller  of  credit:  Central  bank controls  credit  in  an economy using  the  following
methods

Quantitative methods:

Bank rate policy:  By changing the bank rate central bank controls credit.  Bank rate is the
rate  at  which central  bank provides credit  to  commercial  bank.  In a  situation  of excess
demand/inflation,  central  bank  increases  the  bank  rate  to  make  credit  expensive.   This
reduces the money supply/ credit creation in the economy and controls inflation.  During 

deflation central bank reduces the bank rate which encourages commercial banks to take loan
from central bank.   This in turn increases the money supply and corrects deflation/deficient
demand.

Open market operation:  It is the buying and selling of securities to commercial bank and
public by the central bank.  During inflation/excess demand, central bank sells securities to
the commercial bank which reduces the credit creation capacity of the commercial bank and
controls credit/money supply in the economy.  In case of deflation/deficient demand, central
bank  purchases  securities  from  commercial  bank.   This  increases  the  credit  with  the
commercial bank and increases money supply in the economy. 

Repo rate:  It is the rate at which central  banks provide short term loans to commercial
banks.  In order to control inflation/deficient demand, central bank increases repo rate.  This
makes loans from central bank expensive and discourages the commercial banks to take loan
from the central  bank.  This will  reduce the money supply in the economy.  To correct
deflation/deficient  demand,  the  central  bank  reduces  the  repo  rate.   This  encourages
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commercial banks to borrow from central bank.  As a result credit creation in the economy
increases which corrects deflation. 

Reverse Repo Rate:  It is the rate at which commercial banks park their surplus money with
central bank or the rate at which central bank borrows money from commercial bank.  To
control inflation, central bank increases the reverse repo rate which attracts commercial banks
to deposit excess money with central bank.  This reduces the money supply in the economy.
During deflation, reverse repo rate is reduced to discourage depositing money in the central
bank.  This increases credit creation of commercial banks which corrects the deflation.  

Varying Legal Reserve Ratio:  LRR is the proportion of deposits of commercial bank which
cannot be given as loan. It is composed of CRR and SLR.   It is inversely proportional to
credit creation.  To control inflation, LRR is increased.  This will reduce the credit in the
economy.  LRR is reduced to correct deflation in the economy.  This will increases the cash
resources with the commercial bank and thus deflation is corrected.

Qualitative Methods:

Margin  requirements:   Margin  requirements  are  the  difference  between  the  value  of
security  kept to  take loan and the value of the loan.   Margin requirements  are  increased
during  deflation  to  discourage  loan  and  thus  credit  in  the  economy is  reduced.   During
deflation the margin requirements is decreased.  This increases the loan in the economy and
thus money supply increases. 

Selective credit control:  In this method central bank gives directions to commercial banks
to give credit to particular purposes and to certain priority sectors only.  During inflation
central bank introduces rationing of credit to restrict the flow of credit and during deflation
central bank withdraws the rationing of credit to encourage credit.

Moral suasion: It  implies  persuasion,  request,  suggestions,  advice  and appeal  by central
bank to commercial banks to cooperate with the monetary policy of the central bank.  During
inflation central bank appeals commercial bank for credit contraction and during deflation to
follow credit expansion.  

Direct Action:  It includes cutting of license, charging penalties etc to those banks which do
not abide by the monetary policies of the central bank. 

B. Bankers bank: Central bank act as a bankers bank in three ways: 
1. As a  custodian  of  cash reserves:   Central  bank is  the  custodian  of  cash reserves  of

commercial banks.  Every commercial bank is required to maintain a minimum of their
total deposits as cash reserves with the central bank by law.

2. As lender of last resort:  Central bank act as a lender of last resort to the commercial
banks  during  crisis  period.   When  commercial  banks  fail  to  meet  their  financial
requirements  from other  sources,  they  can approach central  bank for  loans  as  a  last
resort.
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3. As a clearing agent: Since all banks have their accounts with the central bank, they can

easily settle the claims of various banks against other banks by transferring funds from
one account to another.  Thus central bank settles accounts of commercial banks with
each other. 

Thus central bank acts as banker’s bank.  
C. Banker to the government:  As a banker to the government central bank performs

the following functions: 
1. It receives deposits from government and does all banking operations of

the government.
2. It provides cash to the government for payment of salaries and wages to

staff and for other cash disbursement
3. It makes payment on behalf of the government
4. It supplies foreign  exchange to the government  for paying its external

debt and for imports

5. It advances loans to the government at times of financial crisis.
6. It advices government in all economic and  financial matters
7. It manages public debt
8. It collects taxes and other payments on behalf of the government. 
9. It act as an agent of the government
10. It sells government securities on behalf of the government.
11. It represents government on various international financial platforms.

D. Lender of last resort: Central bank acts as a lender of last resort to other banks and
the  government.   In  case  commercial  banks  and  government  fail  to  meet  their
financial requirements from other sources, central bank advances loans and advances
to  commercial  banks  as  a  last  resort.   Central  bank  assists  commercial  banks  in
discounting of securities and bills of exchange. 

E. Clearing house  function:  As a  custodian  of  cash  reserves  of  commercial  banks,
central bank acts as a clearing house agent.  Since all commercial banks have account
with central bank, it is easy for the central bank to settle the claims of various banks
against each other simply by transferring funds from their accounts.  This method of
transferring funds from one banks account  to another bank by the central  bank is
known as clearing house function.  

F. Issuer of currency notes: The central bank has the sole monopoly to issue currency
notes.   The  currency notes  issued by the  central  bank are  known as  legal  tender
money.   The  issue  department  of  the  central  bank  is  responsible  for  issuing  of
currency  notes.   However  in  India,  one  rupee  coins  and  notes  are  issued  by the
ministry of finance. 
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G. Custodian of foreign exchange: Central bank is the custodian of foreign exchange in

a country.  It provides foreign exchange to the government for paying its external
debt, for foreign trade etc.

***********


