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cnable the custo be promptly paid out to a customer g ok
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money o8 .
Tbust, and bills drawn by his c
© of its branches, agencl

e —Itis not uncommon for jo; |

riting loans.—1t 18 1O - |

© Undff“mkers to some local authority or otper pu:;k |

ctimes to manage and issue 2 loan on thejr beh c |
foreign government. In G

. England, even for ‘i |

< or'ras :;cifiﬂd “'Ofld war, many banks ete often mem&rsngl:

be orcg;change and acted as investment bankers underwriting -

. F:::; T stocks and bonds. Banks in India, often act ag bankey, |

l .

to local and municipal authorities or other public bodies, com.

panies and corporations.

(d) Collection and distribution of .Enforman'on__.._Many of
the big banks possess a scparate information and statistical depay,
ment which collects information relating to trade and business apg
statistics from the bank’s various branches and agencies, both at
home and abroad. Such information is placed for the benefit of
customers and commercial community. )

or any

CREDIT CREATION

" {Money as a medium of exchange includes in its wider sens,
+not only currency notes and coins which are legal tender, but
also bank deposits which are transferred from one individual to
another by way of the ¢ cheque ’. In a modern economy, witha
well developed banking system, bank deposits form the larger
part of the circulating medium. The volume of bank deposits,
the rate at which they are created, the rate at which they are it
‘“’]ftfd have an important effect on the level of prices, economi¢ |
activity, employment and income in the economy. The impor
tance of banks would not have been so great as at present, if their |

wor

Ly ankiﬁé ,
com“‘“ml z 911

y ended with the collection and mobilisatiog g yp,

; dividﬂﬂ]ﬂ- But, as it is, “ the banks are po, only purveyors

i put also manufacturers of money,» They aet i abif'oj
M;;uracl“fc or create money. This ability of yhe banks I:;

pfacture money makes then economically al the more signifi.

ince changes in the level of their activity, affect the eneral
d economic acitivity,) 2

savings of

, since
jevel of prices &%

ess of credit creation :

ﬁoncy is said to be created when the lending activity of the
panks Jeads to a met increase in the total supply of monev or

purchasing power within the economy. Similarly, money is said

fo be destroyed when there is decrease in the total supply of money
6r'P“ rchasing power within lhe‘e.conomy when the loans are repaid
by the borrowers and the additional credit created by the banks
is being wiped out. Thus, the lending of a loan by the bank in
the form of deposits leads to the creation of money and the repay-
ment of the loan leads to its destruction. It should be remembered
that in this context ¢ money * is taken to mean ¢ bank money* or
s pank deposits * or credit and not legal tender money or currency.

" The power of commercial banks to expand deposits through
expanding their loans and advances is known as credit creation.
At one time it was considered that the commercial banks cannot
create credit, i.e., the banks could never lend more than the
amount which had been entrusted to them by depositors. For
example, if a person deposited Rs. 10,000 with a bank, the latter
could lend up to Rs. 10,000 and not more. In fact, it should lend
far less since it has to maintain a small margin of cash reserves
against the withdrawal of money by the depositors. It is true
that a bank cannot lend more than what it has got. But itis also
true that what is lent out by a bank may come back to the bank
by way of new deposits which may again be lent out, and so on.
Thus, a deposit can become the basis for loan or investment,
Wwhich again by returning to the bank as fresh deposit becomes the
basis for new loan and so on. Thus, the banks can multiply loan
And investment and thus multiply deposits. Loans create deposits
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9. Credit creation can be deﬁned

. te loans: . h
o deposits cr-‘-"f:l i deposits through the process of m"rc? t |

jon © ts.
“pﬂnSIOn d iﬁm‘mcn
ces a0
and adv2”

pgstratiod ©

explain this credit creation by an i[l‘ustraﬁon
Let us !

f banks, X, Y
are a number O » X, Z, et
suppose there of depositors and every bank is ey >

i diﬁ'grent sets
Fep 107 f s 0

o
according to law. iy

tart with, 8 new deposit of Rs. 1,009
fter the new deposit, the balance shest

ion, as below :  (Onl
Bank X vill show the transaction (Only new tragy,
into account)

Balance Sheet of Bank X
e
Liabilities Assets
Rs. Rs,
New Deposit 1,000 New Cash 100 |
* Total 1,000 Total 100

The bank has to keep only 20% reserve, i.e., Rs. 200 338
the new deposit and the balance of Rs. 800 can be profitably K
Suppose the bank lends this Rs. 800 to Mr. P who may us ™
moaey 10 pay off his creditors. After the loan is made ta: Bab®
Mﬂf&_nk X, will show the transactioa as uader !

cﬂmmgrcia! Banking

913
Liabilities
Assets
-—-‘"'..—_-__
Rs.
Rs.
peposit 1,000 Cash 200
Loan to Mr. P. 800
Total 1,000 Total 1.000
-'""-—-__

Now the creditors of Mr. P. who got Rs. 800, may be assumed
to deposit this amount with their Bank, viz., Bank Y and conse-
quently the balance sheet of Bank Y will be shown as under :

Balance sheet of Bank Y
Liabilities Assets
Rs. Rs.
Deposit 800 Cash 00
Total 800 Total 800

Now, the Bank Y, after keeping 209 reserve, ie., Rs. 160,
will buy Rs. 640 worth bills and after transaction, the Balance
sheet will be as follows ;



:‘_‘,/’/: Y =5
cswet o BF |
Bals® Assers
Lushilizicd —’—\
et R,
Cash '
- 500 l&y
Depesit Bills S
”"g).?- Total =
809
Total i \a\
he sellers of bills who receiv'ed ‘Rs. 640 from 4
Now. l-!‘d be depositing the amount in ‘their bank apq 5
Bask Y SO0 v deposit for Bank Z which wil leng p, '
Rs. 0w

55 as 209 reserve.  Thus, the process wil} °°n£inu¢
mount gets exhausted. .
PR 3 d a new deposit of
25 initial deposit has cre:fte posit of Rs,

. Rs-'nl?:iu created another deposit of Rs. 640 which in tury
umft:dta deposit of Rs. 512 and so on. Thus, Rs. 1,000 become
2dd all-these deposits, the total will be Rs. 4,999.99 o Dearly
Rs. 5,000. This is the process of deposit multiplication through
the process of credit creation.

Deposit Multiplier formula :

As credit creation depends upon the ratio of cash reserves
deposits, the deposit multiplier is:

keeping Rs. 1
ol the entire am

Where K = the deposit multiplier; r =ratio of cash reserve |
to deposits. If cash reserve ratio is 209 or 0.2, the deposi |

multiplier is :

| 1
Ke —=—_ =5

r 0.2

i From this, we can understag ¢ 213

. . tt
41 be larger if the ratio of cagy m:’ Value of 1he multiplier
w Ccnlm.l Bank insists on hrECT ¢ to POt iy smaller,

the cash
: reial bank, then the PrOcm‘ FRIVE 10 deposity of

comme of crediy : -
¢ impeded. creation wi

um]uﬂons of credit creation ;

There are many .ra.ctors on which the volume i i
oo ds. The _ﬁrst !mportant factor js the m;ﬂ:ﬁgmm
mercial banks possess. The banks haye to rm‘&:‘?
14
amount of cash with the banking system

credit creation. Crowther says: «The yooue cash is the lever
with which the whole gigantic system is manipulated »

Secondly, the ran'rf of cash reserves 1o deposits is another
jmportant factor on which the volume of credit creation depends

Higher the percentage of cash reserve ratio to be kept, the smaller
will be the volume of credit creation.

Thirdly, the volume of credit will depend upon the amount
of cash with the banking system. This will in turn depend upon
the desire of general public to hold cash. If for any reason, they
decide to have more ca_sh (assu_mi_ng the total amount of currency
notes and coins to be constant) the banks will be left with smaller
amount of cash and thus credit creation will be smaller. In fact,
large expansion of deposits will add to the total amount of money
supply in the country and this will be accompanied by an increased
volume of business, rising prices, wages, retail trade and so on.
The' depositors will like to keep more cash in the form of coins
and currency notes. This will mean reduction in. the volume of
cash reserves with the banks.

Fourthly, credit creation will depend upon the nature of
business conditions. Generally, during boom period credit crea-
tion will be larger and during depression it will be smaller.
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Fifthly, there may be 2 difersmcs Betwesn . N\
potential credit expansicn &nd _;L‘e actual Sxpansiog . "*%
certain leakages in credit crestiom. These E% 3::’5& ¥
omitted in the ilustration of credit expansion given 3Beve %
important leakages are: (z) The t"’“' may §ot Be 12‘:&; ) %

Joans and investments exactly according o surplus fiung 34"‘&1‘%'
Any short investment is a leakage. (&) The amounes at

Wy
made by the banks have been assumed to return ¢ ey

e -3
. --LE:}I En. r%‘

‘of new deposits.  But they may not. as the pudlic may wigy o o
some cash with themselves. Agaim, therefors, the pey %%
at every stage may not be by the fell moEmt of the loge
earfier. Credit creation therefore will be bmimeg 1@&%

Lastlv, the extent of credit creation Iargelyv deoeng:

the monetary policy of the Central Bank of the coupry '15'-?;

Central Bank has the power to influence the volume of mome 1
the country and it can directly or indirectly inSuence t3e “'m 0
expand or coatract credit.

Thus, bank deposits in modern communities form e
predominant type of money and hence expaasion of bank depesis
Will mean expansion of money supply and comtraction mems
contraction of money supply.

-
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p Con ntries, £ will
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Maonetary Ecometrscs

G ial stri Nk . @3\
(ﬁ:': of fi biems of financial stringency throyyy, I:l&“‘:" Nk T —hod (Quantitative)
:o?"‘ the PT° gk 7O ate Policy

T : e Bank ha y §
cion din, the RCSCI‘\C' : S Spec .
fﬂ‘;‘:m cast ?f !&cy arc: (i) to ni.allgnte the ch,_.,;:;‘ :
ot T by mopping P liquid resources !
inflstions”y W_W.M,m. in ensuring the legitimate credy
(i1 be dﬂi’m’;&m for development purposes ang asgjgy

ferade 80° T order tO realisc these objectives, the e market rate is the rate of discomnt which prevails »
0 If:u regulate the quantity of credit 3“%]22""\ N giscount: but a el raic 1 act
India m;wscﬂ for which credit is c:lc;nded and alsq lhcq:\ the mﬁ“gnk rate i:;dcfmcd as “the varying of terms and of the conditoms
and the is the primary mechanism avaifap The

it control 15 : ¢ to

'\ dest sense, under which the market mav kave temporary
C—"""‘rum the objectives of monetary managem, & " tral bank through discount of selected short-tarm assets
0

eat - Cen
mdi,aismu‘:h better placed than many of the Tﬁ)\ Ml:ﬁﬁ*ﬁm advances.” In a narTower sense, i the “mmrmuT
pank of of svailability of powers of credit control. Th, m"“\l of ﬂ"f:;‘m « at which the central bank, 2s 2 bank of discount rediscounts
::;n’cm | of the credit system by the Reserve Bany g%ji offic jass bills of exchange brought to it by the discount bouses and

Pars o eate is the rate of discount st which the centrsl hark will
The ban first class bills of will advance loars to commersial banks
/ ”f:: th‘; minimumn rate at which the central bank of a country s

“

;ﬁ rale discount first class bills of exchange or will advance loans
to dv’

f(.q
fh:\: p“-'f"ﬂdpp;oﬂ?d securities to commercial banks or member banks. In
st appee
By

spinst 2P it is also known as Discount Rate. Rank rate is the rate

s <
of India Act, 1934 and the Bank; g B S cial banks™.
Ve Rﬁx‘mmmmwow pow:sorgg;,%* m;::ﬂ* bank rate policy of reserve bank regulates the bank crodit
1949. jatter Act provides special powers of di %\ ffecting the cost and availability of credit. The cost s affected by
: while the N asaerclil banks i Cosoperativg bm’g“’%:, by ‘mﬂ,"mordisommt 1 a bank rate is raised ( e . rate of discosmt),
P METHODS OF CREDIT CONTR e cos of obaining credit gocs up and if he bank rat & lowered, e
M ; oL of obtaining credit comes down. Sa, by making the cost of cradit
,_haﬁgmregumcmemdlhﬂlCRmalnkofmm oo or cheaper, the Reserve Bank tnes o inflocace the demand for
~ of the well known weapons which.can be classified into: ::: At the same time, the availability of cred®t will also de restrcred
(i) General or quantitative credit control measures; and (i) ey o regulated by imposing conditions of credit. By prescrideng sompent
or qualitative credit control measures. cligibility rules (securitics it accepts for granting lams), the Reserve
The measures undertaken under the former category are: (i) pank makes bormowing difficult for the commencial hanks. By sdopeng
e policy; (b) open market operations; and (c) variable cat rew  Jeient rules of eligibility, it can also make Normowing eany Thes. the
These are called “gencral methods’ because the effects of theseqpeni  Reserve Bank with the help of the hank rate tries 1o miluence e oo

‘would affect the whole economy indiscriminately and even theprodisy  of credit and availability of credit and thereby regulate Norrowing
investments would be hit hard whenever contraction of credit s évese

3 Requirements for successful operation of bank-rate policy

under general methods. It is a method to control quantum of ceétt : . X
For the effective f Nl ‘
genuﬂdsou;boulthemnom!. rather than it i or the effective operation of the hank rate podwy, DeXai has

L or quastintive control of credit mentioned the following nevestan anditnac
. . l mem ¢ 3 R - ey .

The latter category is called qualitative or selective control e © should be a high degree of sessiiveness of olbes tnoney
by which care is taken to sce that the nroductivo sectorsolberisn TS 10 variations n the bank rake
are ot dvesselyaffected by the curtailment of credit and heyseasst () TS SC0RAIIC struieture of the country arast B elas s e
of credit in the r "o bt changes i monetary and cradit conditons ae promped reflectad
unprodac ol economic growth, while flow o in the chang : ; N
v U0 il be curtailed and diverted to RS CESURE TN Dt o0mts, Ben, §Uutiioh SR SRR

{ (i ot " AN 3
WE: 1) directive, S ures adopted under qualitative or selectives™ ) :\M steady ow of intemational capial i sallad fode inpadad
wuves; and (i) moral suasion. Y arbitrary amd artificial reatvaine
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Credit L . itions, the variations in bag),
o e eredit si‘matimi of the country i, ':;::1-“1"&\ '~
all VOO conditions in general. by N
imitations of Bank Rate Ry

2 ihe comnercial banks do 1ot come g,y

ook Tate policy cannot be effective,

1F the gap between the rate of interest ang I
inereasing: then a change in the discount rate d's%
g N
1 Non-bank financial intermediaries may noy
? in the bank rate. ' * WMl
 Whenever a bank rate s raised. the lability of gy,

i< also increased. "ty
In an unorganised money market, a chan
will not change the money market rate,

6. The bank rate policy cannot properly work
underdeveloped nature of money market, and al il
rigidities in the structure of the economic systnm.n ey

7. Bank rate palicy cannot be effoctive if the comn
have surplus cash with them, Fredly

g Investment is not always influenced by Y
rate. ' ASINAES

The effectiveness of bank rate policy as a woapon of credit ey

* depends on the importance of the Central bank as the source of by
and the extent to which the commercial banks approach the te
bank fnr‘ funds through the rediscounting of approved bills,

In this respect, the bank rate policy of the Roserve Hank of b
was ot very effective for a long time since ts establishment n 194
commercial banks had littlo recourse to it for getting funds, Ity
remembered that the Reserve Iiank makes uso of tho bank ratephor
ul}\ :huznmmt of eredit control ot in isolation but with the conbs!

methods as well, to make it affoctive and sueeessful

C'Tﬁ“:)r fullure of bank rate policy tn India
Mb\'hs‘:;ﬂ:;‘“k rate policy has not been very sued .
® ;ho Indian money market iy characterised by it d h'hmmu\:
“:l\l:l:mhm banking system and the Indigenom banking®
could not b efoctively controlled by the Rest

e “ntm '

L&

80 in the hlll‘

oxsfll duen

|5 xlwtl‘\ 5 ™ }
W:ﬂmn and the banking habit have p(..mj '—;‘“‘“"‘»"‘
and as such the bank rate policy is (neffectiv e 0
influence only on bank credit A e
The non-availability of eligible short term assets for redise
in suflicient volume renders the bank-mte palicy ;nfrm-cl::vmm
The prmluu\innncc of currency aver credit and the nah': f
Keeping surplus cash reserves over and above the minimum Ilr l‘.1
requirt‘“\l““‘ﬁ by the commercial banks reduce the need ?:r
secking financial assistance of the Reserve Bank. :

()

{l!)

Open Markel operations
ol .
Another method of credit control by the Central bank of the country

js what is called *Open market Operations’ which means buying and
selling of securities h_)' the Central bank. In a narrow sense, the term
Open Market Operations means the sale or purchase of government
papers like government bonds and treasury bills, ete, by the Central
bank s & deliborate measure to exercise control over the availability of
credit and the liquidity position of commercial banks. In a broad sense,
however, it means the purchase or sale of any papers like the govemment
securitles, or any other public securities or trade bilts The Reserve
pank of India Act empowers the Rescrve ank ™ to purchase and sell
socuritios of the Government of India, of various State Governments ol
any maturity and such securitios of local anthority as may be specified
{n this bohall by the Contral Government on the recommendations of
fts Central Noard.™ The open market operations lead to an increase of
decrease ln the volume of oash reserves of commercial banks when they
buy or sell seenrit les oflered In the open market. This exchange affects
the total volume of credit created by the banking system.
Objectives of the Open Market Operations

1. Whenever thote is a shortage of money, the Contral Dank vai
purchase seeuritios in the open market 50 that mote woney can be
injected into the veonomy. This fs undertaken to remove the shortage ol

money in the money market
2, Open market operations ¢

[mport of gold, In the case of impot
price lovel ineromses. L this has bo checkedd, the Contral bank cansell

the securitles and mop up the extra purchasing poset simitarty, i the
case of  pold-oxporting country, the price Jovel devroanes, 1T his has b
b checked, the Contral bk van puichase e socurities I the market
and ean Ineroase the price level

an eliminate the effects ot expoit Ao

tof gokl lnto acountty, the doteatic

ey



.Od Telps (0 check the export of Capita]

= " neaged in the export of capital, .&D_fna
| a countrd f;‘)‘:nfm capital flight can be check};fl':“ %‘??A
in“-rcISf. 0 - market by the Central bank. ¥ seu%t
umws-mmethﬁ 4 helps 10 strengthen lhe. bank Fate . Y
4. Th;s‘ ks do not change the rate of interest, 5 o ley,
commercid k rate, open market operationg w3 b:%e? é,

of change 10 ‘e ey b e
0 su?pk“t]ei‘:;;:; after the bank rate is raised, ma:ks n{;:m&&%
the rate I;:E cash reserves of commerc;al banks by selling lb“«‘i
mduwrket’ In this way, the commercial banks would p, ci e:
i the rate of interest. mmhét
mC"‘fag market operations can check the run on the b,
mei-;lmz‘:: spreads of a bank failure, naturally, a daﬂgem&sw%
may emerge. [0 order to save the banks from such a Situatiop {S%
of 'liquidity), the Central bank can purchase the SeCurifie f:%t
market. This gives enough money in the hands of the bank s, tht:: &
situation like the run on the bank can be saved. &

6. Through open market qp_eranons, !.he central bank can "
market for government securities from time to time whenever ecm:;
The Theory of Open Market Operations

When the securities are sold, they are purchased by the compe
banks and private individuals. Therefore, money supply is owin
the economy. Open market selling of securities is done during 2 perid
of inflation so that the extra purchasing power can be mopped up, Why
the securities are purchased, money goes to the commercial banks
the customers. Thus, money supply is increased in the economy, Thisy
done during a period of depression. Credit is contracted by the seiy
of securities, and credit is expanded by the purchase of securities nf
accordingly, the market rate is changed as a consequence.

Limitations of Open Market Operations

The effectiveness of the open market operations is contingent ut
a number of conditions. Unless these conditions are fulfilled, the o
market operations are unlikely to achieve the desired ends.

1. The Central Bank’s open market operations are based upon &
assumption that an increase in the cash reserves of commercial balllb
. as a result of the purchase of securities will result in credit expansit
and similarly the sale of securities through reducing cash reserves®
commercial bank, will bring about a contraction of credit exactly
* extent desired by the Central Bank. But in reality, the increas inc&

1.7 Mone

1 == sabsequent 1o open marker oo oactary Economics

f‘f‘c wal of notes for increased currency e, m2y be affset by the

“.,mdra Y ¥ requirements_ or $or boardine
ses or by a net unfd¥ourable balance of g, pacing

P gimilarly, the off-setting forces mav yment or by an outflow

ofgo!d- : ; May operate. when the Cen

. attempts 0 n:strl'ﬂ credit through the sale of securities -.:ai
ihe 0PN m;';rket operations do affect the cash reserves it !;‘:U;E:::::
that they will Fhangc by an extent adequate to enable Central bank m

chieve its olijects. Thus, dhe impact of off-setting forces may nullify
the effect of open market‘ operations. ; =

2. Secondly, the ‘att_lt:l.lde of commercial banks towards credit
Jariations may stand Ilmrltmg the objective of open market operations.
Even if the cash reserves increase or decrease to a desired extent, due 10
open market 'operauons, there may not come about upto a desired limit.
puring a period of slump the pl_:rchase of securities by the central bank
may fail to induce the commercial banks to extend their loan operations.
The commercial banks bemg the custodians of public deposits, do not
like to involve themselves in avoidable risks. As a result, the banks
choose to operate with exce-ssive cash reserves, rather than expand credit
operations. Moreover, during depression, the pessimistic outlook for
the future prevents the prospective or existing entrepreneurs from
securing advances from banks despite very low lending rates. During
boom, on the other hand, the over-optimism on the part of business
community does not completely restrict borrowing, even though the
interest rates are high. For the commercial banks, credit contraction is
easier than credit expansion. Thus, the open market operations can
stop booms, but it cannot prevent slumps.

3. The success of open market operations rests on the assumption
that the demand for credit is highly sensitive to the changes in interest
rates. As a matter of fact, the demand for credit is relatively less interest-
elastic. The entrepreneurs are induced to secure more or less credit
from the banking system by the consideration of profits rather than the
lending rates. During a period of slack business activities, the investors
are in so.low spirits that they are not inclined to contract borrowings in
spite of very low lending rates. In this connection, Crowther observes
that the Central Banking authorities can put more water before the
public horse, but cannot force it to drink.

4. Inadequacy of securities stands as a limitation of open market
operations. The current supply of eligible securities with the central
P"‘“k poses as a limitation upon the capability of the Central Bank to
influence the conditions in money markets. If the central bank has got
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s vet the accumulation of
Micient to ofte of'¢
-ﬁ mwsdm ing contraction, the open Markey h”&\h
the ux“‘“‘“'fmml inadequate to ittt e expansion, kn“%
ove miserdly ¥ \ on the open market Operations is iy,
5. A furthet 2 0 { such operations in countries which hn\l:wb;
, qvstem. Large sales by the C Fntml bank de
hanking 8 ote soverely the assets of both Centry E‘:f thy
have 8 very unsettling effect upon (he bo, ' by
£ the government. The tunsidemti-._ms like thig‘m)““'%
gmnhnges o s of Central bank t0 control credit in an eflectiye i
greatly ¢ m:::wﬁ“ Bank Rate and Qpcn Market 0'"'"‘“1!0 ;
c°mplri50;”kd eration is a more direct method of ¢regj to:‘
. O:*:snk rate is an indirect method. Bank rate depepg o
wherea ial banks; on the other hand, open market operationg depz::
the monetary authority. i
on b Bank rate dircctly affects mc_sm?n-term rate of interest, Th, log,
term rate of interestis affected only m‘."."’° tly. The open market Operuj
affects the prices of long term securitics, and therefore long-tery e
of interest. Open market operations directly influence money Supply,

credit and rate of interest.

¢. Open market operations can really achieve little by itself, ;|
* used to supplement the bank rate. However, Keynes maintaing (hy |

extensive open market operations serve the purpose without a discoyy

rate policy. _
d. Open market operations has been found to work successfully,

without the help of bank rate policy. But a bank rate policy can hardly

" work successfully without the help of open market operations.

¢. Open market operations can be used very frequently without any
harm; but, this is not the case with the bank rate. Frequent variations in
bank rate is neither possible nor desirable.

Thus, it is found that open market operation is superior to bank
rate. But for achieving the ideal result, both the instruments must be
used simultaneously. If credit is to be restricted, bank rate has to be
raised and at the same time, there should be selling of securities.
Similarly, if credit is to be expanded, bank rate can be lowered and

securities can be purchased, Thus, the efficiency of these two instruments -

of credit control is interrelated.

- In India, open market operations have little significance as we dono!

have well-developed market in sccurities like United States and Unite
Kingdom. Mostly, the operations are done in Government bonds raih

Muonetary Economice

) reasury bills due to the absence of 3 well-developed treasury bill

e
hi:‘l\:rt in the country. Further, dealing in Government securities has
A ~ome rather 'OREWaY, £ &, there has been more selling of Government
rities (O l'ﬂhlt‘(“lhv budgetary deficits and the capacity to absorh these
!ﬂurilirs flowing from the Reserve Dank pool is much limited
B With the limitations, the ‘Rrs‘cn-c Bank adopts this measure to make
o bank rate policy more effective; to relieve seasonal stringency in the
oney market and to create cheap money conditions to make the
;‘;m ation of Government loans successful,
3 Varinble Roeserve Ratio or Ca;tsh Reserve Ratlo
) This is another method of credit control applied by the Central Bank
10 an organised money |‘1u.trkct. Cmnmcn:i‘nl banks keep cash reserve
with the central bank, T ln_s reserve is mmnmincd»fmr the purpose of
liquidity and also for p_nw,dmg t!w means for crcd:t'comml. The cash
reserve that isto be mmnlmncd‘w.uh the central bank is called Airimum
legal Reserve Requirement, Th.ls is xl-mlc. on the basis of central banking
rule. The minimum reserve rauo. which is a percentage can be changed
legally by the Ccnt.m[ Bank, 'I‘hlslrescwe ratio is, therefore variable,
The variations in reserve requirements are the most drastic tools in
the kit of Central banks. It should be noted that when credit expansion is
desired, variable reserve ratio is reduced and when credit creation is to be
reduced, VRR is raised. Thus, by varying the reserve ratio, the lending
capacity of commercial banks can be effected. This method affects the
volume of cash reserves with the commercial banks and therefore, it afTects
the credit-creation multiplier of commercial banks, VRR is raised during
the period of inflation to reduce the credit-creating power of commercial
banks. VRR is reduced during the period of depression so that commercial
banks can create more credit for the economy, /

Superiority of VRR to Open Market Operations

Variable reserve ratio is a more direct and prompt method of credit
control. It can achieve the desired result almost immediately. This
reduces the time lag, whereas open market operations involve time lag
and delay, Secondly, open market operations cannot be practised in a
narrow security market. But VRR has no such limitation. Thirdly, in
the case of open market operations, large-scale transactions may cause
loss to the government and Central bank. The VRR may get the same
result, but without any fear of loss. The VRR does not require any
security. It also does not increase or decrease the supply of earning
assets. Fourthly, VRR simultancously affects all the banks, but open
market operation affects only those banks which deal in securities.
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1 The mathod of variable [ESEIVE T8I 15 discriminarory, ;
it aﬂ:ccrs the credit mﬁm capacity ,Ofblg and small bankg mné:%t
B Banks with excessive cash rescrves are notadversely aey,
tmlks with smaller cash reserves are severe_ly hit by 1. This iy,
thus is inequitous and causes jpreaiter Kardslifps foe simal)

2 The variable reserve ratio poh{:}' can be of little oy
panking institutions posSess excessive cash reserves. Upg, | ¢
conditions, an increase 1n the reserve ratio will not chegk ‘hcr%.‘
expansion activities of the commc_rclal banks. Credy

3. The effectiveness of this device may be only margina)
cash reserves alone are not the only basis for the lending e
banks. They may determine their lending policies on the basis of of
ratios of total advances 1o deposits or on the strength of foreigy OF e

4 The reliance upon this device of credit control, in a way, faa,
that the credit-creation by banks is determined exclusively b;‘ the
of money and credit. Unless the demand for credit alters in the yy,
desired by the Central Bank, the variations in reserves may prove to k.
an exercise in futility. During depression, when the demand for el
is low due to dull business conditions, no amount of reduction in resene
ratio can revive the demand for credit. Similarly, during prosperity, e
prospects of large profits exert so strong an influence upon the demand
for credit that the latter is difficult to be curbed, despite drastic restrams
on bank reserves.

5. This device is clearly inappropriate when only minor adjustmens
in the supply of credit are required, since it is capable of creating ven
sizable variations in the volume of credit. It should therefore, b
employed only in such circumstances in which larger variations incredt
situation are 10 be made.

6. This device will have a disturbing impact u
of the country. I the Central bank, with a view to
1o raise the reserve ratio, the commercial hanks may be
of their holdings of securities in order to maintain that rat

pon the security mane
restrict credit, decids
forced to disps
jo. This selieg

activity may cause a decline in security prices. k
7. This method may have adverse effects both upon the 1R
position and the profitability of the commercial banks el
ann=0e

; 8. This method cannot be regarded as a dependable
mstrument. This device can be useful only to countersct impartant 5‘:;'
inflows and outflows. or in an economic system where central B
holdings of govermnment securitics are very small
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eminent authority on monetary Olthis device, Milton Freas
a Y theory cat <
ariable TeServe reqUITENS are 3 technicaly sepgy e
for controlling the stock of money and should bc clhnm:dlﬁmm:
rve Bank of India and Variable Resery. ‘. ,'
Rﬁ;ﬁording to the Reserve Bank efm;md;:“ L'qudn) Ratio
are required 10 keep with the Reserve Bank a mini ::’jmﬂtulhmks
5 per cent of their total demand liabilities (dmdqu“‘-:;:]mr:t of
> P of their total time liabilities (time deposit). ecatenr i o
t of the Act, the minimum statutory T'ESICT\c nn;mth:
changed by the Reserve MOfmmii.\msmﬂmn;
the reserve ratio upto 20 per cent in the case of time 5 By the
Reserve Bank Amendment Act and Banking Companies ‘?mu A
Act of 1962 this double ratio system was replaced by a single and simple
ratio of 3 per cent against the total time and demand deposits taken
t and Reserve Bank was given powers to vary this upto 15 per
cent. In December 1995, this was kept at 14 per cent.

The Reserve Bank of India made use of this weapon for the first
time in March 1960 to curb expansion of credit. All scheduled banks
were required to keep with the Reserve Bank addinional balance equal
to 235 per cent of the increase m their demand and time deposits over
and above the minimum requirement of 5 per cent and 2 per cent. This
was subsequently revisad in May 1960. ‘

In September 1964, by amendment of the Reserve Baok Acy the
banks were required to maintain 8 minimem amount of figeid assets of
not less than 25 per cent of their liabilities. (Liquid assess include ol
money, gold, approved securities and halance with the Stane Banlls of
India and other notified banks). In 1968, this Bgwidiy: racio was raised

to 30 per cent.

Using the powers extended by the smendment of the Act, the RBI
raised the Statutory Liquidity Rato to 32 percentin 1973 md o Hper
cent in 1974, Since the economy was under tremendons milanaNY
mr.rhesmuasrﬁgdmjs.Spaman-ummmeJﬁ
March 31,1992, The Narashiman Committee  did ro f::-c—-.u'
maintenance of 8 high SLR. According to the Commines- oo SLR
had become an instrument mmwcfh&umetﬂ_:::ﬂ:z

- R !
mmmwmcﬁﬂmm&hﬁﬁm‘ e

of recommendations of Narashiman i
e el

l.ﬁie\hn.M:.{m_ﬁvm‘w‘
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Credit Contro -
S.L.R in stages over a three-year Periog g ||{

the ; :
::111[:‘1?825 er cent. This do“in“;;;d adjustment Was% 3
er cent in 1996-97.
£203-94 onwards 10 25 Per et by

s stgm Of Mndi"g

; Sll:l')Sc;tember 1960, the Reserve Bank introduceq ),

nding by which overy scheduled bank was assigned gy, ey

on its wn TEserves with RBI) for borro].a.rmg in a quarter, ) (d%‘d'u
cent of their statutory depo-s itsu }’E

quota Was fixed at 50 per

panks exceeded this quota, the excess funds were subjeqy,. - Ity
cent additional interest; if borrowing exceeded 200 per o ed 1, Iy
quota, the porrowing bank had to pay 2 per cent more ovgorlhe :
rate for the excess amount. Though this system wa; crﬂ‘eb%
increasing the bank rate through the back-door, it hag c;:ucu'dt
porrowing propensity of the banks which was the ultimae ckeq g,
slab system was abolished aim, 7

in 1964 when the bank-rate wag r,;
per cent. Instead a differential rate system was introduced b Faseg g
borrowing bank should pay a progressively higher rate for im’;ﬂ Which
the rate depending on the extent to which the liquidity of the b':ﬁ?'f"ﬂz
been affected due to borrowing. By these methods, the Resery ki
tries to check indiscriminate lending by the commercial ;Bm
unmindful of their liquidity position to earn more profits. -

II. Selective Method (Qualitative)

Apart form the above mentioned methods of credit control, the Centr
:iar:l_ﬁi fn:;)lrl ‘t‘;l:: up selective -t:_r qualitfat.ive credit control with the ultimz:
i e eg ;02101:1 ;p:[ecl ic f;ensltwe spots of the economy. This i

ded to co certain selected fields of credit activities.

The main qb_]ecuve of selective control of credit is to curtail th
;;g:m:c;f credit flowing into unproductive channels and diverting
e Iidi::::; clllha::v.tls of ﬂltf economy. For a developing econom
Jjudicious use of risc " VA g dhe semmy EE S0
e urces. The country requires enormous developmert
quick caphal fomgopmgrame which should be made avail2ble fir
too much credit in t];1 R s
Rebaicainy rindi, & e economy will lead to harmful effects I
credit will not deliver ;o?dspnc“ and instability. A blanket wn?-ol_‘;f

ity fSo the general method or the quanti=™

excessive consumer exper or a developing economy. For .
credit wil tend to gy iture on consumer goods through i85~
affect the general price | up the prices of consumer goods which ¥
evel. This is a spot where control of credit*
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-ced in the interest of price stabilj
pe exercised 11 ility. Suppose the i
¥ acuté deficits in balance of payments which has 1o be m‘;‘:‘:‘grymd“

:gr@ugh exports, then credit should be diverted to export production
y through s.c[ectl\r‘c meth?d, in developing countries, the flow gf
spedit to undesirable spefulatwc fields can be prevented,
The Banking Regulation Act, 1949, empowers the Reserve Bank of
[ndia to make use of selective measures to control credit. This can be
one either indepepdemly ?r in combination with the general method.
Ac cording 10 Sectlon.36 (i) of lhf: Banking Regulation Act 1949 the
Reserve Bank of Ind::a can caution or prohibit banking companies
g enerally o7 any banking company in particular against entering into
Jar transaction or class of transactions and generally give
anking company. On this basis the Reserve Bank can

advice 10 any b p
e directives t0 the scheduled banks in their lending operations.

jssu
A. Directives

Under selective method or qualitative method of credit control,

re drastic and punitive weapon to restrain credit

jves form a mo
Under this device, the Central bank issues directives to such

lending policies are in contravention of the general credit
tral bank or in case of whom the borrowings from the
ther excessive. The directives may assume any of

Direct
expansiﬂn-
panks whose
policy of the Cen
cgntl'ai Bank are ral

the following forms:
(a) The Central Bank may refuse the rediscounting facilities for

those banks, the credit policy of whom, does not conform with
the monetary policy of the Central bank. This method was
employed by the Federal Reserve System in the United States
during 1929-33 slump.
The Central bank may impose upon defaulting banks a penal
rate of interest over and above the bank rate.
The Central bank may refuse to grant further financial
accommodation to banks whose borrowings are in excess of
their capital and reserves.
The Central bank may issue directi
excessive lending against the pledg
specific types.
Limitations or Drawbacks of Directives )
Though this method is highly effective, it suffers from inherent
drawbacks: (i) This method has tinge of coercion and vitiates the
atmosphere of co-operation and goodwill between the commercial banks

(®)
©

ves restraining them from
e of securities of certain

@



it Control : T :
Credit C S institution. (i) Tt is not alwgy,
< to make a clear distinction bélwzos“h!-

a
i & AN
commcrclla atial and non-essel‘fllal and productjye andn p%;k
impm;;cn it. Thus, it is very dlfﬁcul_t fﬂf__banks to avunp,%;,‘_
ses OI Z‘__cr the ultimate use of credit. (iii) The ey €a %*-\
contro ain of penalty and refusing 1o o, % or;fs
n

- erjves On P g
direct :;g;a:ion to commercial ba.n[.-;s by the Reserve Bank r'ﬂa :l
accom tent with the function of the centra] bank a; any EQ;

¢ is inconsis ; y
‘t;n!}:aﬂ Resort. The commercial banks, wheneyer Press:(];' £°<-.
financial stringency have to approach the Centrap | ¥y

accommodation. The refusal by‘Central bank to exteng e, b
not in conformity With its function as the lender of (e last . 1 gy

Directives of the Reserve Bank of India

The Reserve Bank of India made use of this methog g,
time in 1956 when it felt that the bank .credit in 1955.5¢ Sy &
misused for speculative purposes. It .dlrected the banks oy
fortnightly returns of their advances against the securities o keep -
over their lending activities. Again it issued a number of direct,
the banks to restrict advances when hoarding of foodgrains 51
prevalent. The Reserve Bank issued directives to check advanges A~
. paddy, rice, gram, pulses etc., to check hoarding. It also issued direy, -

- raising the ‘margin requirements’ for giving advances. Later op, hnm &

directives were extended to other essential commodities. Whep supgh F
situation of essential goods became normal, these rigorous directives
« lending were withdrawn. Thus, whenever required, the RBI tries
curb the inflationary symptoms appearing in certain vulnerable o
of the economy.
B. Morzl Suasion

In addition to the various statutory methods, the Central bank of ¢
country may issue circulars of suggestive and recommendatory naw:
and persuade the banks to meet the financial situations. Normally, b
accept these recommendations. By making appeals to the banks, &

RBI enlists co-operation of them in making its effort in credit coi™ /BANK RATE

successful. The RBI places before the member banks the pl'e"ﬂﬂl"'-f L
credit situation in particular, and economic conditions in generdl &
Suggests to them the most desirable course of action which fhe}'a:
expected to follow in the prevailing circumstances. This method m*?f:a
o coercion and as such it is unlikely to produce any adve?
PSYCI'Jological effect upon the banking community. In addition, lh_e -
of this device is relatively wide and brings into its fold the insti

11.1: *
7 indigenous bankers and other finyng;
beyond the control of the Centra)
d successfully in large number of coure-

UDtries
weden, Canada, Australia, New Zeatang o,

jike i

maln
tmp]ﬂy ¢
Fra,l‘lcei S
ﬁnanr:ial
The s

M

and moral leadership of Centra) ay ;.
uccess of this device depends upon the

aj houses which
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bank. This Tethiod ke bee

rrx.!:d':::g Eoglmd,
ad India whers e

STongly establiched

12t of Ceooral

st

and the prestige it commands 2mong the memper Gt e

<ition of Central bank is rather weak and the
1o count upon the financial accommodar
ion will not yield desired results.

11.1 illustrates various methods of credit comerol.
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Monetary Poj;,
y

The term * Monetary Policy> can be defined ip a
sense, as well as in a parrower sense. In a broader
refers to the measures taken by the monetary authoritjeg “ﬁhu
view to producing a deliberate impact on the nature and volnu:
of money so as to achieve the objectives of general €Conomic policy
It aims at regulating the flow of currency, credit and other o
tary substitutes in an economy with a view to affect the tota] stock
of such assets as well as to influence the demand of the commupity
for such assets. In other words, the monetary policy is used ma;
instrument to achieve certain economic aims outside the moneian
system. In this sense, the monetary policy does not constituts a;;
end in itself, but rather a means to an end.

broag,,

In 2 narrower sense, monetary policy refers to steps taken by
the government and the banking anthorities to manage the moasy
2nd credit supplies including the steps taken from time to time t
cmtml and regulate the interest rates:  Non-monetary messurs
hmng 2 bearing on the monetary situation may not find a diret
placcina mml’y‘poﬁcy definzd in a narrow sense,

W

At

M

. monetary policy of the couny
Lt of the country and is carrieg Out through the
‘_cc ccﬂ”“] pank of the country, |y, f'omml.-mngath--l ;
the government will be in constant 1oy y
authorities and most of the decisions v,
ent of the Central bank O!j the EoRblry.

= ._n lone, may “Cft be effective in controlling an inflas f
ake fationary situation and hence the monetary polic ha:onar)
or d¢ ‘ented in conjunction with fiscal and d‘:bt m:l:na:--:no-‘rt-:c

Ty is formulated by the
y agency
 the monetary
.ch with the central
il be taken with the

Monetary palicy,

pgliﬂ"
panking

jmple™
while formulating mom?tar}' policy, the government may have

o or more abjectives an_d it may also be possible that there wijl
on clash of objectives while implementing them. In those cases
{he monetary author.ities have to take firm decisions on the Basis
v ].“-inrilics. depending on the economic situation of the country.

OBJECTIVES OF MONETARY POLICY

fhough monetary objectives vary from countny 1o country,
proadly speaking, 1her§ can be five objectives of monetary policy.
They are: (1) Neutrality of money: (2) Price stabilisation: (3)
Exd.'la“ge stabilisation; (4) Full employmeat; and (5) Economic
srowth. Letus discuss these objectives :

1. Neuntrality of Money

This objective of monetary policy was first sugpested by
wicksteed and later on supported by Hayek and Robertson
According to these economisis. the monstany autherities should
aim at neutrality of money in relation to the economy.  ACSOT-
dine 1o them. the root cause of all economic fluctuations s the
dm;'lgts in money supply and these monstary changes cause trade
ovdle. fluctuations and disturbances in the sconomy. :
inthe supply of money causes change in prices, outpul and emplov-
ment and according to the advocates of meotralist cosirmz. m:'r::_'_l‘
is the real villain of the pisce of economiz m»m*bam :.::.::i
money supply is kept constant and neatrsl, ﬁ: ::::::a:zr._:.m the
cconomy will be smooth. Money, acsording @ t‘x-:n_ \h.anf..
strictly remain neutral and should not causs say changes =2 poes

e
0 Caange

el

i

’ =



iopetary PO
entities. It is not expected ¢4 by
sumption in the ceon:’ﬂcour‘

Zt%
bl
L

cconomic
pmductinn or con
a neutral role to play in the funcy; <

Onip

or othet

money should take
economy.
We kno

remain neutrd
cannot be main

w that this concept is wrong, Hos
17 Firstly, the supply of money jp " mg
tained at a constant level. It hag ¢, zc not)
from time 0 time. Depending on the other factors jn th "bi
i i i ill change and the Cegq
the velocity of circulation will change and the same o Ny
money with different velocity will have different crrcc,"'!‘b'
economy. The neutralists are of ‘thc view that the s: in g,
money should have to be changed in such a way thay j,, Yo
remains constant ; otherwise, moncy would cease g pl:: ’
1

neutral role expected of it. N

The neutrality of moncy is based on wrong assumpy;
placing implicit faith in the Quantity Theory of money “Eich"
itself unsatifactory. Secondly, it is very difficult to make ad'--s
ments in the money supply so as to make it constant, a5 dc:':““
by the neutralists,. We do not have any instruments 1o mcas-f.
the hoarding of money by the people or the vclocitf ofcircu!wo.-
of money. Hence, itis impossible to maintain the supply omeB;

* at constant level. Thirdly, even if the money supply is e
constant, there is no guarantee that the prices will remain subi
A change in technology will reduce the cost of production and Ihn.
will create a wave of price fluctuations. Fourthly, this concept
is self-contradictory. Based on the principle of Laissez-faire and
non-intervention by the State, the ncutralists want a neutral rok
of money; and at the same time they want the government to coat-
rol the money supply by making frequent adjustments, Ths
role conflicts with the philosophy of Laissez-faire. Fifthly, ths

concept of neutrality of money fails to explain why prices fal
during the depressionary period even though the supply of money

Is 'kCFl constant. Further, during the depressionary period. U

prices do not rise even if the supply of money is expanded; ths
evidently shows the ineffectiveness of neutrality of money.

Monclary E‘“’nom.iu

p4 _
bepolicy of neutral money is unrealistic and also impractica)

altogethe’ impossible 10 keep the money supply constans
dyﬂamic changes in the economy warrant frequent changes
onetary System- Thf)ugh this policy was a.dvoqneds?s
20th century, DOW, this has become very obsolete con o
1o be considered as an objective. g ey

I
The
is
y
{he worth
N rfl“ st’bﬂmﬂon
¢ havoc caused d:ring the period of * Great Depression *
nomists an administrators realise i
made th:‘:;?ﬁty in the economy to be cmbodicd!:;g::p:m
£ give of monetary policy. The countries of the world were
Obj:;td hit during the * Great Depression” of the ¢ thirties? with
- es falling 10 the rockbottom Iqtl and the attendant evils in the
" Similarly, the countries had equally experienced the
1 adverse effects due to soaring prices at the time of world
uop A rising price level creates problems and hardships to the
e group. A declining price level creates complicated
plems of production and distribution.  Another danger in
e instability is its cumulative effect. When once the instability
carts, it will gather momentum, threatening in course of tims the
entire economic order as well as political stability. World econo-
mic history gives ample proof to show that periods of fucteating
prices bave been the periods of political and economic upheavals.
Keynes advocated price stability as the major poal of mon=-
tary policy. Price stability received officizl recognition during the
Depression and it was embodiad in the ‘ New Deal’ programme
of U. S. A. during the regime of F. D. Roosevelt

fixed incom

Economists criticise price stability, as a monstary policy.,
on the following grounds : (a) Internal price changes not oaly
dut to monetary causes, but also due {0 nOD-MODSIATY SRS and
hence it cannot be treated exclusively as a goal of monetary poticy.
() If prices are kept stable for a long time, it will not give propet
incentive 10 investment and ultimately this will Jead to sconomK
stagnation. () Hayak criticises the objective of price stability 33
ignoring the real requirements of dypamic society. Accondingto

.
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- (on of monetary policy in U, g »  Mometary Bomamis

fopt
him, {he ue depression lasted longer, | 0 .
e depre + He ", f .
position and !t' i in cconomic Activity wiy fell i, k"‘; g . rate 15 101 ComsiBersd 15 b & very Smgontant memstary
rtien Inte or much later than it s ne Ly n:k"- ﬂfﬂ*‘h’"‘ ather, malrienancs of Aomestis priony uwn-xq
cither mueh T ::I: the objective of the mnn:mf ' ”1!;' ‘ o tw?fﬂffw' With the establishimant of the /ﬂrn;:’;w:
riticised th i ; 8YY potie,, Vo p irapottancs of this ohjani 7 :
il[;:‘;m"nn of the prices of factars of l“"’lhn.|in:;:'£“h'\ ‘Mﬂrﬂf}' Fund, e Hape W e 1 oA sominerd
of commodities: ‘In fact, changes In prices j, dife g, ﬂ”‘n'
of (lic cconomy in TESPONSE IT ‘l:hﬂnwm| n suppy, n:tm “, pull gmplryment
nilE S hclpfil'”ljl‘: c{:nrurc{:ul:]lﬁl:::‘n?;j:lr::j':t:l‘:r: ' the eg, :, " grith the pubtication of Keynes * Generad Thasory*, futs
() Price mhl .V". caolonliugal s 'h;r 5 Suitgpy, f'?i; W ent has beeh advocated w8 Whe imgartaet goal of r;m,,
countrles which #re RE e foniBon ll-"-“- In iz g f"‘q tf“PWT‘ Weynes himself has said; ¥ the ohjact of mmometar,
forclgn trade plays an TnElE W rolo, An gy, Y gy PO 1o reduce the ebb and flow of the trade a:;uv:

. ’ 1058 4 , ould be 1o TECHT
stubility of prices does not neeessurlly lead (o stabiligy uf;::"- l’“’uzﬁ’:ﬁ about equilibrium belwesn s&dng wnd insestmants
conditlons, i '"fh,,poi ptof full emplayment,

#t ‘
3, Exchange atabillsation i the pre-Yoeynesian diys, the manetary policy 1ed 10 e

Srability of forcign exchange rate Iy considerey o} he depreselon by making more funds svailable at the low rates
L]

*the oldest and traditionul objectives of monctary Pl ey of fereste But the }nmlr:q:.:uy of such a policy was dermenistratiad
government of every country In faced with the probje, ni, I during the period of Great Iepression whien the desies for epaldiny

tuating forelgn exchunge rites, TUI8 i question of h e it jmpossible to increase funds for investment,  Purther,
homingy, v nes analysls brought to light the need for wtilising the availabis

ween n stable domestic price level and a stable foreign
rate, For countrics depending mainly on foreigy ,,mh“i sesources 10 full employment level,  He pointed out that the
importance of i stable exchange rate need not be stresse g: monetary policy should be nimed at solving the unemploment
in the rate of exchange will lead to o number of di!ﬂcullici problem by expanding mrm'm:::lmn and investment expenditure,
gave rise to speculative activitien in forelgn exchange maTr:: flocs consurnpi oo i s e ot it

This will hinder the Inflow of forelgn capital and drain the dyne, P00 16 MONCIE policy should stimulate investrnent exgzndis
resources and foreign exchange accumulations, O e, T order to increase the volume of investment, cheap money

policy should be followed to stimulate borrawing and increass

}l\ a!ﬂblc exchange rate is imperative in ensuring sucesy the level of employment through multiplicraceelzeation effect
functioning of international trude, stimulating favourabls jrs When once the level of full cmplayment is reached, then the
(r;‘lernttan;i ln]uo of the operation of Gold Standard. The gra monctary policy should aim at maintaining the full employment
efect of this policy is that prices and employment would fluze level through equality  between savings and investments,

widely with the movements of

Under the Gold Standard, cxc}f;lur::ci:u:ll?icljitnu\:f::rntlj::i:::rjl Though the concept of full employment hiss atixined full

heavy price of unstable domestic prices and t} JHWRESNEIS o recognition 1o be the objective of monctary policy, It is somewhat

lity had led many countrics :2 b “‘I: ‘hw fc“'c;c pra;ae’:: " vague, 1t would be better if we use the term ¢ Optimum employ-

standard,’  With the fall of th ey t Bt onite 9 h"lﬂ ment * instead of ¢ full employment’, The former denotes the
¢ Gold Standard, the $89% tevel of utilisation of cconomic resources which leads to the

bighest national income,
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s Economic Growih
Thcconcﬂ"“’r' Economic Growth ' as the o1

ary policy is the outcome of modern wc]r“rb e ive
by Socialistic States: It is a step forward in csez Aimg f%'!
ideals in the ccon?mY- It has been recognised bllshin:%u\
states that achicving full employment level js ,,mycm"dcrn ::]’a
n{)ugh m

standard of living of the people should go | :
economy grow up atan accelerated pace, P by "’aliul\
'

Economic Growth implies qualitative and quany
in the volume of goods and services produced Ntitatjy, i
It signifies the sustained increase in the per ¢qy N the 0n:"
of the people. For this two things are csscﬂﬁ:‘f reg Inc;
cconomy’s productive capacity should increase: o (a) t
should be a corresponding increase in demand 'rand u'lu:
services whose supply has increased. If the progd or‘ q'
is larger and the demand lesser. there will be idle llc]lwc S
resulting in unemployment.  On the other hand il:_ant Y
is in excess of productive capacity of the na[i‘m- ‘thed |
and ultimately the economy has to face i“ﬂalio:;al,;nm. Wiy
the monetary policy should aim at maintaining smr_,?, N
between total money demand and total productive Cﬂ:::tl;bﬁn

 Growth with stablity * has become the new  obje
developing economies. The monetary policy is ﬂimedﬁ:n”
lating the money supply on one side and encourage produ?
®

activities on the other side with care to see that speculative actiiiy

arc curbed.’!
RECONCILIATION OF CONFLICTING OBJECTIVE:

es of monetary policy discussed may be inces
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nctary policy

Wh
Depression ?

To fight depression, everyone would suggest cheap money
policy in the belicf that such a policy would promote new invest-
ments in the cconomy. [t is on this ground a low rate of interest
was advocated during the depressionary period.  But in actual
practice, the cheap moncy policy with low rates of interest fail
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An impon
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function of the Reserve Bank of India, i e
and

capacity of th
e
regulate the volugl?ﬁ-al Bank of the country, is to control
. currency and credit in the ecopomy: 1B



