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About theUniver sty

Ragjiv Gandhi University (formerly Arunachal University) isapremier institution for higher education in the state
of Arunachal Pradesh and has completed twenty-five years of its existence. Late Smt. Indira Gandhi, the then
PrimeMinister of India, laid the foundation stone of the university on 4th February, 1984 at Rono Hills, wherethe
present campus s located.

Ever sinceitsinception, the university has been trying to achieve excellence and fulfill the objectives as
envisaged in the University Act. The university received academic recognition under Section 2(f) from the
University Grants Commission on 28th March, 1985 and started functioning from 1st April, 1985. It got financial
recognition under section 12-B of the UGC on 25th March, 1994. Since then Rajiv Gandhi University, (then
Arunachal University) has carved a niche for itself in the educational scenario of the country following its
selection asa University with potential for excellence by ahigh-level expert committee of the University Grants
Commission from among universitiesin India.

The University was converted into aCentral University with effect from 9th April, 2007 as per notification
of the Ministry of Human Resource Devel opment, Government of India.

The University islocated atop Rono Hills on a picturesque tableland of 302 acres overlooking the river
Dikrong. Itis6.5kmfromthe National Highway 52-A and 25 km from Itanagar, the State capital. The campus
islinked with the National Highway by the Dikrong bridge.

Theteaching and research programmes of the University are designed with aview to play apositiverole
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There are fifteen colleges affiliated to the University. The University has been extending educational
facilities to students from the neighbouring states, particularly Assam. The strength of students in different
departments of the University and in affiliated colleges has been steadily increasing.

Thefaculty members have been actively engaged in research activities with financial support from UGC
and other funding agencies. Sinceinception, anumber of proposals on research projects have been sanctioned
by variousfunding agenciestothe University.  Variousdepartmentshave organized numerous seminars, workshops
and conferences. Many faculty membershave participated in national andinternational conferencesand seminars
held within the country and abroad. Eminent scholarsand distinguished personalities have visited the University
and delivered lectures on variousdisciplines.

The academic year 2000-2001 was a year of consolidation for the University. The switch over from the
annual to the semester system took off smoothly and the performance of the students registered a marked
improvement. Various syllabi designed by Boards of Post-graduate Studies (BPGS) have been implemented.
VSAT facility installed by the ERNET India, New Delhi under the UGC-Infonet program, provides Internet
access.

In spite of infrastructural constraints, the University has been maintaining its academic excellence. The
University hasstrictly adhered to the academic calendar, conducted the examinations and declared theresultson
time. The students from the University have found placements not only in State and Central Government
Services, but also invariousinstitutions, industriesand organizations.  Many students have emerged successful
intheNational Eligibility Test (NET).

Sinceinception, the University hasmade significant progressinteaching, research, innovationsin curriculum
devel opment and devel oping infrastructure.
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INTRODUCTION

Money is any object or record that is generally accepted as payment for goods and
services and repayment of debtsin agiven country or socio-economic context. The
main functionsof money are distingui shed as. amedium of exchange; aunit of account;
astore of value; and, occasionally in the past, a standard of deferred payment. The
money supply of acountry consistsof currency (banknotes and coins) and bank money
(the balance held in checking accounts and savings accounts). Bank money usually
formsby far thelargest part of the money supply. One cannot begin to understand how
money iscreated and how it workswithout agood understanding of the banking system,
and thespecial roleof the central bank. Bankingin Indiaoriginatedin thelast decades of
the 18th century. The first banks were The General Bank of India, which started in
1786, and Bank of Hindustan, which started in 1790; both are now defunct. The
Government of Indiaissued an ordinance and nationalized thefourteen largest commercia
bankswith effect from themidnight of 19 July 1969. A second dose of nationalization of
six morecommercia banksfollowedin 1980.

The concept of international trade theory and policy deals with the different
standardsof internationa trade conceptualizedto explainthedifferent ideas of exchange
of goods and servicesacrossthe global boundaries. Thetheoriesof international trade
have undergone rapid changes over time. The basic purpose of tradeistoincreasethe
gainsfromtradefor the benefit of the partiesinvolved inthe buying and salling of goods
and services. Whether domestic or international, the underlying motivation for trade
remainsconstant.

Thisbook, Money, Banking and I nternational Trade, hasbeen designed keeping
inmind the self-instruction mode (SIM) format and followsasimpl e pattern, wherein
each unit of the book beginswith the Introduction followed by the Unit Objectivesfor
thetopic. The content isthen presented in asimple and easy-to-understand manner, and
is interspersed with ‘Check Your Progress’ questions to reinforce the student’s
understanding of thetopic. A list of Questionsand Exercisesisalso provided at theend
of each unit. The Summary and Key Termsfurther act asuseful toolsfor studentsand
aremeant for effectiverecapitul ation of thetext.
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UNIT 1 MONEY

Sructure

1.0 Introduction
1.1 Unit Objectives
1.2 Barter Economy and Money Economy
1.3 Functionsof Money
1.4 Quantity Theory (Cambridge and Fisherian Version): Money and Price Level
1.5 Money Supply and its Components: Currency and Bank Deposits
1.6 Summary
17 Key Terms
1.8 Answers to ‘Check Your Progress’
1.9 Questions and Exercises
1.10 Further Reading

1.0 INTRODUCTION

Anobject or record that iscons dered as payment for goodsand services and repayment
of debtsin agiven country isknown asmoney. The primary functionsof money can be
seen as amedium of exchange, aunit of account, astore of value and a standard of
deferred payment. Inflation isregarded asan increasein the general level of pricesof
goodsand servicesin an economy over aperiod of time. Each unit of currency buysless
goods and services as the general price level rises. Inflation’s effects can be positive or
negative.

Inthisunit, you will learn about the concept and functionsof money. Thisunit will
a so discussquantity theory, money supply and itscomponents.

1.1 UNIT OBJECTIVES

After going through thisunit, you will beableto:
- Understand the various definitions and concepts of money
- Discussthefour important approachesto the definition of money
- Explain theimportant functionsof money
- Analysethe quantity theory of money
- State the concept of money supply and its components

1.2 BARTER ECONOMY AND MONEY ECONOMY

Money ranks firstamong man’s most important inventions and its evolution through
timeisan epitomeof thehigtory of human civilization. Supporting thisview, John Maynard
Keynes has stated that ‘money, like certain other elements in civilization, is a far more
ancient institution than we were taught to believe somefew yearsago. Itsoriginsare
lost inthemistswhen theicewas melting, and may well stretch back into, theparadisaic
intervalsin human history of theinterglacial periodswhen the weather was delightful
and the mind free to be fertile of new ideas—in the Islands of the Hesperides or Atlantis
or some Eden of Central Asia.’
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Theseriousshortcomingsor inconveniencesof the barter system convinced people
of the great necessity of finding some alternative efficient method of managing the
affairs of the economy. The too many arbitrarily fixed separate exchangeratios; the
frequent waste of substantial time and effort inlocating the persons and transactions
requiring the doubl e coincidence of wants; thewant of some common measure of value
and lack of asuitable store of val ue caused unbearabl e hardshipsto people. It did not
perhaps matter much solong as peoplewere satisfied with their primitiveway of lifeand
living. Barter was, however, outmoded asaway of lifefor those who werekeen to grow
and wereimpatient to conduct tradein many commodities.

Thebirth of money cameasamultifold blessing to mankind. It wasfirstintroduced
as the unit of account—numeraire—to do away with the necessity of having to state
separately the val ue of each good and servicein termsof the other goodsand services
cresting an unmanageable number of separate exchangeratioseven inasmpleeconomy
where peopl e produced and consumed only afew goodsand services. It wastheingenuity,
perhaps, of somelazy manwho wastired of remembering aneedlesdy large number of
Separate exchangeratiosin apure barter economy, who by serioudy thinking to determine
the values of different goodsand servicesin termsof asingle good or servicewhose
value being determined initsown termswas afixed unit, becametheinventor of money
which has showered numerous blessings on mankind. Thus, by acting asthe unit of
account—numeraire—the valuesof different commoditieswere stated in termsof some
chosen central commodity—money—and the confusion resulting from a senselessly
large number of arbitrarily determined separate exchange ratios was removed. For
example, in apurebarter economy, to make the transactions possibleevenwith assmall
anumber of commoditiesasten, it needed 45 separate exchangeratios. When everything
isvalued in terms of one commodity chosen as money, only nine separate exchange
ratios emerge. Consequently, 45 isreduced to nine, asit were, by amagic wand. The
magi ¢ becomesindeed astounding when the number of commoditiesmeant for exchange
isoverwhelmingly large. For example, if there are 10,000 commoditiesavailablefor
exchange, in the absence of money acting asthe accounting unit therewill be 49,995,000
separateexchangeratios. However, themoment money beginsto function asan accounting
unit or asameasuring rod, these vast exchangeratios are drastically reduced to only
9,999 separate exchange ratios. The strategy worked and society moved out of the
shackles of barter. The invention of money liberated the “inferior’ orders of people from
servile or semi-servile conditionsand substituted val uesexpressed in terms of money for
obligationsexpressed intermsof custom or tradition. Equating the birth of money witha
great invention, Geoffrey Crowther has stated: ‘Let us suppose that this one commodity
isgoat (asitistoday among some East African tribes). Everythingisvauedintermsof
the goat, and the termsof exchange between any pair of commoditiescanthusbeeasly
established. A hunting-knifeisworth ten goats, fifty bananas are worth one goat, five
bushels of corn are worth two goats, awife, if sheisyoung and comely, isworth six
goats and so on for every commodity. To us thisinvention seemsvery smple. It is
merely the application to the sphere of the value of the sameideathat has produced the
foot or the metre to measurelength, the pound or gram to measureweight, the degreeto
measure temperature, and so forth. However, at the time it was doubtless radical—the
invention, perhaps of some lazy geniuswho found himself oppressed by the task of
calculating how many bushel sof corn should exchangefor onetiger-skin, if threebushels
of cornwereequal to five bananas, twenty bananasto one goat and twenty goatsto one
tiger-skin. And it undoubtedly wasan invention; it needed the consci ous reasoning power
of man to make the step from simple barter to money-accounting.’



Concept of Money

The concept of money isvery difficult to define. It belongsto the category of things
which are not amenabl eto any single definition. It ispartly so because money performs
not one but four important functionsin the economy with each function providing a
criterion of moneynessand partly becausethese criteriaare satisfied in different degrees
by different assets. Since moneynessisat best amatter of degree, it ispossibleto draw
only anarbitrary dividing line between money and the other non-money assets. Money is
only one among many kinds of financial assets which consumers, business firms,

governments and other economic units hold in their asset portfolios. However, the
economists” emphasis on money per se isjustified because unlike the other financial

assets (savings bank deposits, government and corporate bonds) money isthe essential

ingredient in conducting most of the economi ¢ transactionsin theeconomy. Furthermore,
the demand for money, likethat for aninput, isaderived demand.

Money is a species of a large genus—one among the class of things which perform
monetary functionsin the economy. Somegoods perform all thefour essential monetary
functions—act as the unit of account, a medium of exchange, a store of value and a
standard of deferred payments—and no other, e.g., paper currency, while other goods
perform one or more monetary and non-monetary functionsin the economy. TheVenn
diagraminFigure 1.1 clarifiesthepogtion. Inthediagram, A isthe classof thingswhich
perform one or more monetary functionsin the economy while B isaclass of things,
includedinA, which performall thefour monetary functionsintheeconomy. Itiseasier
to understand what money consistsof than to give any universally acceptable definition
of money. AsHarry G Johnson hasrightly stated, the definition of money isone of the
three unresolved issuesin the monetary theory. Consequently, economistshave beenin
open disagreement on theissue of defining money. According to Harry G Johnson and
Edgar L Feige, there arethefollowing four important approachesto the definition of

money:

Fig. 1.1 Monetary Functions

Each one of these four principal approachesto the definition of money may be briefly
described asbelow.

1. Conventional approach: The conventional approach to thedefinition of money
isthe oldest known approach. According to this approach, the most important
function of money in society isto act asthe medium of exchange. Money iswhat
money uniquely does. It paysfor all the goodsand servicesthat aretransactedin
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the community. Consequently, anythingismoney which functionsgeneraly asa
medium of exchange in the economy. According to Ralph George Hawtrey, ‘money
isoneof thase conceptswhich, likeateaspoon or umbrella, but unlikean earthquake
or a buttercup, are definable primarily by the use or purpose which they serve’.

Following this approach, Geoffrey Crowther has stated that money is *anything

that isgenerally acceptable asameans of exchange (i.e., asameansof settling
debts) and that at the same time acts as a measure and a store of value.” The

important wordsinthisdefinitionarethoseinitaics. Thus, anything can bemoney
if itisgenerally acceptabl e by the community in payment for anything. Theonly
essential requirement, according to this definition of money, is the genera

acceptability of athing asameans of payment.

John Maynard Keynes has defined money as ‘that by delivery of which debt
contractsand price contractsare discharged and in the shape of which general
purchasing power is held.” Dennis Holme Robertson has defined money as
‘anything which is widely accepted in payment for goods, or in the discharge of
other kinds of business obligations. If things which are intended to be money—
the notes of certain governments—cease to be widely accepted in discharge of
obligations, they cease to function as money,” According to Raymond P Kent,
‘money is anything that is commonly used and generally accepted as a medium of
exchange or as a standard of value.’

To be money, athing need not itself be valuable. It must, however, berelatively
scarcesinceit would hardly do if money could be plucked off every tree. Provided
steps are taken to keep it relatively scarce and invariant in quantity, things as
worthless as a scrap of paper or atree leaf can serve as money. Historically,
many thing like cigarettes, bananashells, goat, metals, stones, etc., have served
asmoney. Anima money had, however, the disadvantage of indivisibility and it
was susceptible to disease, old age and death. It was also expensive to store.
Minted coins, on the other hand, had the advantagesof durability, divisibility and
cognizability. Paper money also has some of the advantages of being a good
money material.

Defined on the basis of its function as a medium of exchange, a nation’s total
money stock would comprisethose thingswhich are generally accepted asthe
meansof payment. Thisdefinition of money includesonly the currency and the
demand depositsin commercial banksas congtituting the supply of money,i.e,M
=C+D. It excludesthetimedepositsin commercia banksand postal savings
bank deposits. The reason for excluding the time deposits from the aggregate
money supply isthat such deposits must be converted into either currency or
demand deposits before these can be spent. Many other assetslike short-term
treasury securities, prime commercial papers, savings, bonds, etc., possesshigh
liquidity in asmuch asthese can be converted into cash or demand depositswith
littlelossor risk. Thus, itisargued that if time depositsareincluded inthe money
supply thereisno justification for excluding all these other near-liquid assetsfrom
themoney supply.

. Chicago appr oach: The Chicago approach to the concept of money isassociated

with the views of Professor Milton Friedman, his students, including David
Meiselman, Phillip Cagan, David Fand, Anna Jacobson Schwartz and other
monetary theorists of the University of Chicago. The Chicago economistshave
adopted abroader definition of money by includinginit, besidesthe currency and



chequeable or demand deposits, the commercial bank time deposits—fixed interest-
bearing deposits placed with the commercia banks. Obviously, the Chicago
approach to the definition of money conflictswith the conventional approachto
the definition of money since the commercial bank time depositsare not directly
spendable—these do not function directly asa medium of exchange in the economy.
For example, if aperson ownsafixed time deposit receipt worthX 2,000ina
commercia bank and wantsto useit to buy arefrigerator, he must first exchange
histimedeposit for currency or demand deposit which can be used to makethe
payment for making the purchase of the refrigerator. The economists of the
Chicago School have advanced two reasonsfor including thetimeor term deposits
placed with the commercia banksin their definition of money.

First, according to the Chicago School theorists, national incomeismore highly
correlated with money as they have defined it than with money when it is
alternatively defined. Since, the Chicago monetary theorists have hypothesized
that changesin themoney supply bring about predictable changesin the national
income, their definition of money, it isargued by these theorists, come closest to
satisfying theempirical criterion of putting the monetary theory inagood light.
Secondly, the Chicago approach isbased on thetheoretical criterion of including
inthe definition of asinglecommodity al thosethingswhich are perfect subgtitutes
for each other. It isargued by the supporters of the Chicago approach that the
commercid bank time depositsare very close substitutesfor currency and demand
deposits. In practice, thetimedepositsarea most asreadily availablefor spending
asarethedemand depositsor currency since most commercial banks makethe
timedepositsavailableto their customerson demand, although they may require
awaiting period of 30to 60 days. InIndia, thetime depositsare encashablewhen
money isneeded by the deposit hol ders provided they arewillingto forgoasmall
percentage of interest income accrued on such deposits. Consequently, itisbetter
totreat thetimedepositsin banksasif these were perfect substitutesfor currency
and demand depositsrather than not to treat them so. Therelatively timelessand
costless ease with which time deposits can be converted into currency or demand
depositstogether with the universally held notion that asavingsdepost accountis
‘money in the bank’ lends credibility to the close substitutability argument. However,
itisstill correct to say that the time depositsheld with the commercia banksare
not perfect substitutesfor the currency and demand depositsbecause had it been
so people would not have preferred holding the zero interest-bearing currency
and/or demand depositsto holding the positiveinterest-bearing time depositsin
thebanks.

. Gurley and Shaw approach: This approach, associated with the names of
Professors John G Gurley and Edward S Shaw, was evolved through a series of
articles and the book titled Money in a Theory of Finance by the two |earned
professors. According to the Gurley and Shaw approach, currency and demand
depositsarejust two among the many claimsagainst thefinancial intermediaries.
They emphas ze the cl ose substitution rel ationshi p between the currency, demand
deposits, time deposits, savings bank deposits, credit institutions’ shares, bonds,
etc., al of which areregarded asaternativeliquid store of value by the public.

The Gurley and Shaw approach to the definition of money isakinto the Chicago
approach in itsobjective. Both the approachesinclude in money the means of
payment and those assetswhich are close substitutesfor the means of payment.
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Despitethissimilarity, the Gurley and Shaw approachis, however, different from
the Chicago approachinitsanadyss. Unlikethe Chicago approach which consders
only thetime depositsheld with the commercia banksasclose subgtitutesfor the
meansof payment, the Gurley and Shaw approach includesin the close substitutes
for the means of payment the deposits of and the claims against all types of
financia intermediaries.

Itisnecessary for taking account of the substitution relationship to definemoney
supply asthe weighted sum of currency, demand deposits and their substitutes,
with the weights being assigned to each item on the basis of the degree of
subgtitutability. Thusaunit weight would be assigned to currency, demand deposits
and their perfect substitutes, if any. Zero weight would be assigned to each one of
those assetswhich were completely unrelated to currency and demand deposits.
Weightsranging between one and zero woul d be assigned to those assetswhich
wereimperfect substitutesfor currency and demand deposits. Asanillustration
of this approach we may assume that the public’s total assets consist of (1) 200
crore in the form of currency; (2) Y400 crore worth of bank shares; and (3)
1,000 crore worth of ceiling fans such that public’s total assets are worth 1,600
crore. It may befurther assumed that the asset demandsfor currency and for the
ceiling fansare quiteindependent of oneanother whilethe degree of subgtitutability
between the bank sharesand currency is0.50. The weighted sum of the money
supply would be equal to X400 crore or 25 per cent of the total assets because
currency would be assigned aweight of one, bank sharesaweight of 0.5 and the
ceiling fansaweight of zero.

The Gurley and Shaw approach is superior to the Chicago approach because
unlikethe Chicago approachinwhich currency, demand depositsand timedeposits
all have been lumped together, the Gurley and Shaw approach refusesto lump the
currency, bank depositsand close subgtitutestogether; instead, it circumventsthe
problem of making arbitrary assumptionsregarding the degree of substitutability
by assigning the weightsto different assets on the basis of their closenessto the
means of payment. No effort has, however, been made by the authors of this
approach to test the operational merit of the weighted sum definition of money.
The concept hasneither been used for testing the monetary theory nor for applying

themonetary policy.

. Central bank appr oach: Thisapproach, which hasbeen favoured by the central

banking authorities, takesthe broadest possible view of money asthough it was
synonymouswith credit-fundslent to the borrowers. The supportersof thecentral
bank approach have argued that similarity between money and the other means
of financing the purchasesjustifiesthe use of amuch broader concept of money
measurabl e or immeasurable. Asan exampl e of the measurabl e concept, they
mention thelong established theory of the Federal Reserve Board according to
which what mattersisthe total amount of credit outstanding with the quantity of
money exercising itsinfluence only because bank credit isapart of total credit.
The example of the unmeasurable concept is the Radcliffe Committee’s concept
of liquidity of the economy and credit can be substituted for money without limit.
Consequently, money isidentified with the credit extended by awide variety of
sources. Thereason for identifying money with credit used in the broadest possible
sense of the term lies in the central bank’s historic position that the “total credit
availability” constitutes the key variable for regulating the economy.



CHEcK YOUR PROGRESS

1. What arethe four important approachesto the definition of money?
2. What isthe conventional approach to the definition of money?

1.3 FUNCTIONS OF MONEY

It isinconceivableto imagine amodern economy operating without the use of money.
Money serves asthe great instrument of commerce and industry in the economy by
performing the four essential specific functions which have removed the manifold
difficulties, more particularly the ‘double coincidence of wants’, of the pure barter system.

Thesefour functions of money emerge fromitsserving in the economy as.
- A unit of value or account
- A medium of exchange
- A standard of deferred payments
- A storeof value

Thefirst two of thesefunctionsareusualy caled the primary functionsof money while
the remaining two are called the derivative functions of money asthese are derived
from the primary functions. We may now discuss each one of thesefour basi c functions
of money.

1. Money asunit of valueor account: Thisfunction of money hasbeen variousy
called the “unit of account’, ‘standard of value’, ‘common measure of value” and
‘common denominator of value. The common idea present in all these terms is
that money unit serves as a unit of measurement in terms of which the “values’ of
all the goodsand servicesexchanged inthe economy are measured and expressed.
Assoonasamoney unit, such asarupee, dollar, or francisadopted asanumeraire
inthe economy, the value of each commodity and serviceisexpressed asaprice
which expressesthe number of money unitsfor whichit will exchangeor sdll in
the economy.

Theintroduction of the unit of account in termsof which thevaluesof different
goods and services were to be assessed and stated was as important for the
devel opment of economiclife of the community aswastheinvention of thewhed!
for the devel opment of technol ogy. The existence of acommon unit of account is
quite indispensable for the emergence of an orderly pricing system whichis
essential both for rational economic cal cul ation and choice by theindividua sand
for transmitting the economic information between individuals. For arational
individual choice, it isessentia that different goodsand servicesnot otherwise
comparabl e should be rendered comparable. By serving asacommon unit of
account—numeraire—money has made such a comparison possible because
pricesof different goodsand servicesexpressed in termsof money asacommon
unit of account are comparable sincetheworth of different goodsand servicesis
converted into acommon scalefor purposes of reckoning.

A common unit of account and prices stated in terms of this unit facilitates
transmission of economicinformation between people and consequently extends
the scope of specialization and division of |abour beyond the narrow confines of
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the family or household. The prices of different goods and services stated in
termsof money enabletheindividua to decide onwhat he should specidizeasa
seller and in what proportions he should buy and combine different goodsasa
buyer. The importance of money prices as the efficient means of economic
communication in enabling the peoplein society to decide what to produceand on
what to spend the proceeds of their economic effortsisrealised only when these
ceaseto fulfil thisfunction. For example, in the German hyperinflation when

money prices ceased to serve as the means of economic communication, the
Germanswere separated from one another living like solitary predatory beasts.

Giving agraphic description of the state of Germans, Richard Hugheshas stated
thus: ‘Money was rapidly ebbing away from between men, leaving them

desperately incommunicablelike men rendered voi ce essby anintervening vacuum:

millionstill hegped ontop of each other in human citiesyet forced to live separate,

each like some solitary predatory beast.”

No less than the househol ds, the producers also depend on money to provide
them thelines of communication. They look on the money prices of goodsand
servicesto furnishthemvital information on thebasisof whichthey makeproduction
decisonswhich maximizetheir profits. Inthe absence of money or when money
ceasesto function asaunit of account, it becomesmuch moredifficult and costly
to obtain thisinformation. Again, the German hyperinflation can be cited asan
illustration. The German hyperinflation had created an environment in which the
money pricesand values had become virtually meaningless. Consequently, the
German firms had to expand their office staff in order to deal with the greatly
expanded task of procuring and interpreting the market information. It raised
greatly theratio of the non-productiveto productive workers. For example, inthe
famous German firm of Siemens-Schuckert producing the electric goodsthis
ratio had increased by 43 per cent.

It shows that the existence of money is a necessary condition for an efficient
economic organization and devel opment. Money pricesare essential for aperson
toknow in order to decideinwhich one of hismany possible activitieshewould
bemost productivefor the economy. Heneedsmoney pricesin order to determine
how best to perform thisactivity and how best to mix hisown labour and know-
how with the other factorsof production. He must also know themoney pricesin
order to choosethe best form in which to consume hisincome and enjoy most his
labour’s fruits.

. Money as medium of exchange: The speciality which distinguishes money

from other commoditiesand placesit in aseparate classinherentinitsrole asthe
means of payment. Although, it hasno inherent power to satisfy human wants,
but by acting asthe medium of exchangein the economy it commands power to
purchase those goods and serviceswhi ch satisfy human wants. By performing its
role as the medium of exchange in society, money removes the clumsiness,
inconvenience and inefficiency which barter entails. Theintroduction of money
as amedium of exchange in the economy by decomposing the single barter
transaction into two separate transactions of sale and purchase eliminatesthe
need for the doubl e coincidence of wants. Consequently, much time and effort
wasted in barter is saved. However, what is more important is the fact that
separation of asingle barter transaction into two money exchange transactions
involves more than a simple separation of sale and purchase elements which
wereimplicitinthebarter transaction. The use of money asamedium of exchange



al so necessarily separatesthe transactionsboth in timeand place. Itisnolonger
necessary for aseller of acommodity simultaneously to act also as abuyer of
someother commodity and equal to the value of the commodity hewishesto sdll.

It must be remembered that money will not be required asameans of payment
unlesswewant to sell at onetime and place and buy at some different time and
place. It meansthat thereistime-lag between our buying and selling activities. In
the pure barter, buying and selling had to coincide both in time and place. By
serving as the means of payment, money has relieved society of the col ossal
waste of time and effort whi ch doubl e coincidence of wants necessarily invol ved
under the barter system. However, in order to serve as the means of payment
money hasal S0 to serve asthetemporary abode or store of the purchasing power.

The use of money asamedium of exchange and the consegquent decomposition
of every singlebarter transaction into two separate purchase and sal e transactions
allowsfor the use of division of 1abour in the decision-making processwhich
yieldsreturnsintheform of increased rationality. It is possiblefor oneto deal

more effectively with the problem of how best to sell hisserviceswhilefreefrom
theworry about how best to spend the proceeds. At the sametime, however, one
a so needsto know generally how valuable, in terms of the spending power, the
proceedswill be. Money ishel pful on both these counts. Money enablesoneto
deal with the separate problemsof buying and selling oneat atime. Furthermore,
the use of money asamedium of exchange reducesthe number of transactions
required to achieveagiven degree of specidization. Notwithstandingthat asingle
barter transaction equal sasaleand a purchase transaction, such personstrading
who would be satisfied by asingle barter transaction can very rarely befound
because only in the extremely rare case would the goods and serviceswhich one
person had to offer be exactly those goods and services which another person
wanted to obtain. Moregeneraly, beforeamutually satisfactory barter transaction
became possible, a person had to engage in the whole complex chain of

complementary barter transactionsto acquire the bundle of goodsand services
that wasmost acceptable asameans of payment to the other party. Such chains
of complementary barter transactionswere often long and complex involving the
huge waste of time and effort. By splitting every single barter transaction into
two separate money transactions of asale and apurchase, the use of money by
greatly reducing the number of transactions has effected substantial saving of
timeand effort. It hasenabled peopleto sell at one place and time and to buy at
another place and time. By serving asamedium of exchangein the economy, it
has relieved the community of the vast inconvenience faced by it due to the
double coincidence of wants inherent in the barter system. As a medium of
exchange, money has opened the floodgates of free multilateral trade and the
substantial advantagesthat flow fromit.

Thestudy of hyperinflations, when money ceasesto serve asamedium of exchange
because peopl e refuseto accept money asthe meansof payment and the economy
revertsback to barter system, providesthe basisfor quantitative measurement of
thewelfare gain enjoyed by people by having amedium of exchangewhich avoids
the clumsinessand complexity of pure barter. According to Martin JBailey, who
estimated this gain or “the cost to society of abandoning money entirely’ for the
seven different hyperinflations, ranged between 14 and 48 per cent of thenational
product.
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Theuse of money asthe medium of exchange by increasing the number of smilar
transactionsincreases competition thereby increasing the uniformity of theterms
of contract. For example, when 2,000 people buy teain amoney economy, they
make similar transactionsin the same one market and by the sheer largeness of
number, create a highly competitive situation on buyers’ side in the market. Ina
barter economy, the same 2,000 people would have formed dozens of smaller,
separate and non-competi ng groups depending on whether they paid for their tea
with bread, wine, clothes, shoesor some other commodity. Consequently, inthis
process, competition would have gresatly diminished causing thelossof collective
welfare.

The above mentioned advantages of having money as amedium of exchange
would begreater larger the number of peoplewho accepted money asamedium
of exchange and larger the territory in which it was accepted as the means of
payment. The advantages of having a medium of exchange explain why every
society sooner or later adoptsacommodity particularly suitablefor thispurpose
and usesit asmoney inadditiontoitsother uses. These other usesare not essential
for the moneyness of money a though thesefacilitateitsgradual adoption by the
soci ety asamedium of exchange.

The value of money—its acceptance as the medium of exchange—is a matter of
social convention. Each person accepts money asthe means of payment because
heisconfident that otherswill also accept itin payment from him. Thecircul atory
chain involved means that in order to raise something to money’s high status, it is
necessary to establish asocial convention requiring every member of society to
accept that commodity asthe meansof payment. Thesocia convention could be
established through aformal pledge made by all membersof the society to accept
acertain agreed-upon commodity asthe medium of exchange among themselves.
Alternatively, such asocial convention could beenforced by thelegal authority of
the state.

Thisisthebasisof legal tender and the courtsin the country enforce the acceptance
of national currency in the discharge of all present and deferred payments. A
socia convention giving genera acceptability to money asthe meansof payment
could also be established if someimportant member of the group unilaterally
acceptsin payment acertain form of money. If heisimportant enough and his
money isconvenient enough, the other group memberswill follow suit. The use of
the reserve currency whereby the other countries use one important country’s
currency as their external reservesis an example of establishing the social
convention of accepting a particular form of money—the US dollar or British
pound-sterling—in the discharge of payment obligations.

. Money as standard of deferred payments. As soon as money comes to be

used asaunit of value and amedium of exchange, itisalsoinevitably used asthe
unitin termsof which future payments are stated. In amodern economy, alarge
number of transactionsrelate to future contractual paymentswhich arestatedin
termsof money unit. Thus, by functioning asaunit intermsof which all future
payments are expressed, money also serves as a unit or standard of deferred
payments. However, money asastandard of deferred paymentsis satisfactory
onlyif itsvalueor purchasing power remainsstableover time. When the purchasing
power of money either increasesor decreasesthrough time, theinterestsof debtors
or creditors are injured and people may mention certain safeguard clausesin



future contractual obligations. For example, in Germany during hyperinflation the
creditorsing sted on mentioning the amount of debt payablein equivaent dollars
or francs—currencies whose values were relatively stable— to protect themselves
against theinjury that may be caused to the creditors by the debtors by paying
their debt money andinterest inthefast depreciating German mark. According to
the safeguard clause included in the agreement, the payment had to be madein
the currency of the country of creditor’s choice.

. Money as store of value: It has been stated earlier that the introduction of
money as a unit of account separates a single barter transaction implying
simultaneous sale and purchase of equal valueinto two separate transactions of
sale and purchase. This separation of a single barter transaction into two
transactions enables one to act as a seller of one good at one place and time
without being forced to act simultaneously as a buyer of another good. This
separation, therefore, means separation both in time and place. Money asthe
medium of exchange hasmadeit possiblefor peopleto sell goodsand servicesat
one placeand time and to buy goods and servicesat another placeandtime. Itis,
however, not possible to do so unlessit isalso possible to store the means of
payment, i.e., purchasing power during theinterveningtime. Itis, therefore, obvious
that money necessarily actsasatemporary store of value by virtue of itsuse as
the medium of exchange. In other words, in order to perform the function of the
medium of exchange, the value or purchasing power hasto be stored intheform
of money for atemporary period in order to enable people to buy and sell at
different times and places. Consequently, money also has to function as the
temporary abode of purchasing power in order tofunction efficiently asthemedium
of exchangein the economy.

The role or function of money as the permanent store of value—permanent abode
of purchasing power—was least stressed by the early classical economists. Even
the neoclassical economists, to some extent Alfred Marshall excepted, ignored
the demand for money arising from wealth-holders’ choosing to hold a part of
their total assetsin theform of money. It wasargued by the classical economists
that no one outside alunatic asylumwill hold hisassetsin the unproductive or
barrenform of money intheface of availability of aternativeinterest and dividend
bearing assets such asriskl essgovernment bonds, corporate debenturesand shares
of thewell-known companies. It wasKeyneswho first fully realized and drew
attention to the significance of money’s function as a permanent store of value
for economic analysisand policy. Thegreat significance of thisrolearisesfrom
thefact that only thisfunction of money createsthe demand for money which
can be analysed in termssimilar to those which are employed for analysing the
demand for other goods and services. Initsrole asapermanent store of val ue,
I.e., asone of the many formsin which assets may be held, money has many
close substitutes in other productive assets—government bonds, quasi-government
securities, sharesand debentures of well-established corporations, bank deposits
of variouskinds, etc. Consequently, money hasto compete with these assetsand
theproportioninwhich money isheld together with these other assetsdependson
their differential advantages (such asyield) over money. Thedemand for holding
money for asset purposesis, therefore, acontinuous and el astic function of the
yield of other assets. This fact both provides a demand curve for money and
rendersits supply a policy tool with which the yields on other assets can be
influenced.
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In contrast toitsfunction asthe permanent store of val uewhereit facescompetition
from other assets, it hasno serious competitor in other assetsinitsroleasaunit
of account and amedium of exchange. Moreover, the use of money asaunit of
account is independent of its supply. Although, money’s use as a medium of
exchangeisnot independent of itssupply, but ashortage of supply asamedium of
exchange, apart from causing inconvenience, does not cause ordinary market
reactionsto an excessof demand over supply such asraising the market rate of
interest.

Asthe permanent store of va ue or asset, money has both certain advantagesand
disadvantages over itsother competing yield-giving assets such asbonds, fixed
depositsin banks, shares, debentures, house, land, furniture, etc. Asthe store of
value, the chief advantages of these assets are that unlike money, these yield
incomein theform of interest, rent, profit or utility to their owners. They also
sometimesyield capital gainsto their owners. However, compared with money,
these assets al so suffer from certain disadvantagesas store of value. First, their
holding involves storage costs. Secondly, these may depreciatein money value.
Thirdly, they are illiquid—Ilack in perfect liquidity or moneyness—because these
are not acceptabl e as money. Consequently, all assetsother than money lack in
quick convertibility into money without involving somelossof value.

In face of the above mentioned advantages possessed by the other assets, if
money isdemanded asapermanent store of value in the community, it must be
due to the comparative advantages of holding money which other assetslack.
These advantages are collectively called liquidity. The main aspect of liquidity
followsfrom thefact that money actsasamedium of exchangeinthe economy.
First, as an asset it commands the unique advantage of ready and immediate
acceptance asthe meansof payment. Secondly, sinceit isaccepted asthe means
of payment in the economy, asan asset itsval ue can be easily predicted at some
unspecified future period. Thirdly, asan asset itsvaluein payment equalsitsvalue
inreceipt. Itisso because money isperfectly liquid. In other words, as an asset
money commandsreversibility. All assetsother than money lack perfect reversibility
inthe sensethat their valuein payment isnot equal to their valuein receipt. Real
assets—Iland, consumer durables like car or television—Ilack reversibility the most.
For example, the moment a car is driven out of the dealer’s showroom, it loses in
value because (abstracting from scarcity conditions) the purchaser will find it
difficult to sell it at the price at which he had bought it a minute earlier. Even
financial assets like the riskless government bonds do not command perfect
reversibility astheir purchaseand saeare subject to certain brokerage cost dthough
thismay bequitesmall. Perfect liquidity arising fromthe genera acceptability of
agood asthe meansof payment inthe economy givesriseto perfect reversbility.
Sinceno asset other than money actsasthe medium of exchangein theeconomy,
it lacksin perfect reversibility. It is, however, necessary that in order to serve as
the permanent store of value in the economy the purchasing power or thevalue
of money should either remain stable or el se should monotonically riseover time.

Findly, itisnecessary to emphas zethat money isanything that isgeneral ly accepted
in exchange. In the past, astounding variety of money—ranging from sea shells
and round stones to cigarette ends—have been used. The most essential feature
of money isits general acceptability in the community or society in which it
circulates.



CHEcK YOUR PROGRESS

3. What arethetwo primary functions of money?
4. What isthe most essential feature of money?

1.4 QUANTITY THEORY (CAMBRIDGE AND
FISHERIAN VERSION): MONEY AND PRICE
LEVEL

Theintermittent occurrence of wide movementsinthe genera pricelevel hasattracted
special attention ever since the economistsfirst began to write on economic matters.
These price movements have been largely ascribed to the monetary and non-monetary
factors. According to the monetary explanation, changesin thegenera priceleve inthe
economy are caused by changesinthetotal quantity of money in circulation. According
to the other explanation, changesin pricesare caused by the non-monetary factorssuch
aswar, famine, wegther changesor someother specia circumstance. Thefirst explanation
of changesin the priceshas been | abell ed asthe quantity theory of money. Accordingto
the quantity theorists, the principal thrust of any given changein the total supply of
money isto cause changesinthelevel of pricesinthe economy.

Theorigin of the quantity theory of money as an explanation of changesinthe
value of money (prices) as afunction of changesin its quantity can be found in the
writingsof early mercantilist writers. In hismonumentally scholarly work titled The
Theory of Prices, Arthur W Marget has traced the origin of the quantity theory of
money to the 15th century. Thereis, however, dispute among the economistsastowho
wasthefirst writer to formulate the theory.

According to Angell and Monroe, eminent French philosopher John Lockewas
thefirg to formulate thetheory in 1691. Thisview has, however, been disputed by Jacob
Viner who has shown that the quantity theory of money initsseveral variantswas stated
earlier by Gerard de Maynes, ThomasMun, Robert Bruce Cotton, Henry Robinson and
others. In support of hisassertion, Jacob Viner has quoted from the writings of these
writerswhich presented in some form the quantity theory of money ante-dating John
Lockeby 40to 90 years.

According to Joseph A Schumpeter, Jean Bodin wasthefirst discoverer of the
quantity theory of money because Bodin had recognized the connection between an
influx of the preciousmetal sand therising pricesin Francein 1568. Thisisnot, however,
to deny that the doctrinewas not attacked; infact, it wasrepeatedly attacked ever since
ThomasTookecriticized it in hisfamouswork titled History of Prices.

After John Locke had propounded it, the quantity theory of money, suffering
additions and modifications at the hands of several writers, attained the status of an
important doctrine of theclasscal political economy. Although Dudley Northin 1661,
Issac Gervaisein 1720, Richard Cantillonin 1730 and Jacob Vanderlint in 1734 had
dtated the quantity theory of money with varying degreesof completenessand correctness,
it was David Humewho systematized and popularized the doctrine by formulating it
precisaly in 1752in hiswell-known work titled Political Discourses. Thedoctrinewas
propounded to explain the balance of payments adjustment mechanism. David Hume’s
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version of the pure quantity theory of money held aprominent positioninthe 19 century
classical economic thought and his essay entitled *‘Of Money’, can still be read for
pleasure and profit by every serious student of economics.

Humeintroduced the notion of causality between thetotal money supply (M) and
thegeneral pricelevel (P) laying down thiscommonly accepted version: Tand V being
insengitiveor non-respons veto monetary changes, M and P will vary equi-proportionately.
Thispropositionis, however, valid only solong asmoney inthe economy ismerely a
standard of value and amedium of exchange. In such asituation, thispropositionisa
tautol ogy.

However, assoon asmoney isconsidered to be demanded asastore of value, M
and Pwill not necessarily vary equi-proportionately. The quantity theory of money inthe
sense of afairly rigid connection between M and P was considered at thetime asa
verifiableand indeed as an obvious statement concerning thereal world. If nothing el se,
the “price revolution’ of the 16th century was regarded as a strong evidence of a direct
casual relationship between thevariationsinM and P.

Inthe earlier versonsof thedoctrine, although apositiverel ationship betweenthe
aggregate money supply and the general level of prices was established so that an
increaseintheformer dwaysledtoariseinthelatter andvice versa, these versonsdid
not assert that this positive rel ationshi p between the aggregate money supply and the
general pricelevel wasoneof gtrict proportionality. The early quantity theoristswere
aware of the possibility of theincrease in the aggregate output over time due to the
technological improvements. They also realized that the vel ocity of money would change
dueto the changing nature of the monetary institutions. Consequently, they did not assert
that thegenera priceleve would change equi-proportionatel y to changesin the aggregate
money supply.

Subject to theselimitations, it was, however, stated that the general pricelevel P
would changein some dependable manner in responseto changesinthetotal quantity of
money in circulation M (or MV) such that an increase (decrease) in the total money
supply inthe economy would cause the general pricelevel torise(fall). In other words,
changesin the value or the general purchasing power of money (1/P) depended on
changesinitssupply in such away that anincrease (decrease) in the aggregate money
supply incirculation would result inthefall (rise) inthe purchasing power of money. This
meansthat the val ue of money was an inverse function of itstotal quantity or supply.
Thenaive quantity theory of money assertsthat the money elagticity of the general price
level ispositive. Thisstatement is, however, very different from the statement which
assertsan equi-proportionality relationship between changesin the quantity of money
andthegeneral pricelevel. Theearly quantity theory of money initsnaiveform canbe
explained with the hel p of Figure 1.2 showing that when thetotal quantity of money in
circulation increases, the general pricelevel aso rises. Therelationship betweenthese
two macroeconomic variablesispositive.
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Fig. 1.2 Quantity and Price Level

ThecurveP = f(MV) showsthat initially theincreasein the generd pricelevel is
less than equi-proportional to the increase in the money supply. Furthermore, with
progressveincreasein the money supply, theincreasein thegenera pricelevel becomes
higher although it still remainsshort of the equi-proportiona increase. Thisisexplained
by the fact that initially the impact of the increase in the money supply is more on
increasing the economy’s aggregate output rather than on raising the general price level
with the emphasi s progressively shifting from the former to thelatter asthe economy
approachesitsoptimum capacity output. After thefull employment output isachievedin
the economy, the increase in the general price level will be equi-proportional to the
increasein the aggregate money supply.

Thelater-day classica and the neoclassical economistsintheir vain bidto reduce
the economic phenomenato afew broad principles stated the rel ationship between
changesinthemoney supply and changesinitsvalueintermsof therigid proportionality
relationship between thetotal money supply and the generd pricelevel. Infact, therigid
quantity theorists asserted that the demand curvefor money wasarectangular hyperbola
so that the purchasing power of money varied ininverseratio to changesin the quantity
of money. The naive quantity theory of money has been illustrated in Figures 1.3
and 1.4.

Figure 1.3 showsthat changesin the general priceleve (P) areequi-proportiona
to changesinthetotal quantity of money (MV) incirculation. When thetotal quantity of
money incirculationisOM,, thegenerd pricelevel isOP,. Whenthetotal money supply
increases from OM, to OM,,, the general pricelevel in the economy rises from OP, to
OP,. The proportionate (percentage) riseinthe genera pricelevel 01)30'% isequa to

1
Ms - OM; gmilarly, whenthe
1

total quantity of money incirculationfallsfrom OM, to OM,, thegeneral pricelevel falls

from OP, to OP, and the proportionatefall % inthegeneral priceleve isequal to

1

the proportionateincreasein thetotal money supply 0

the proportionatefall % inthe aggregate money supply.
1
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Fig. 1.3 General Price Level and Quantity

Figure 1.4 issimply atransformation of Figure 1.3. It shows the relationship
between changes in the aggregate money supply (MV) and resulting changesin the
value (purchasing power), of money (1/P). It isevident that when the quantity of money
increasesfrom OM, to OM,,, the value or purchasing power of money fallsfrom 1/0P, to
1/0P,, i.e., whenthequantity of money isdoubled itsval ueishal ved. Conversely, when
the supply of money ishalved from OM, to OM., the value of money is doubled from
|I/0P, to 1/OP,. All this necessarily assumesthat the demand for real cash balances (M/
P) remains constant while changesin the nominal money supply take place. In other
words, money acts only as a medium of exchange in the economy and it does not
influencethegiventotal real outpuit.

Expressed differently, the money elasticity of the aggregate real output iszero.
TheLL curveinFigure 1.4 can aso beinterpreted asademand function for the nominal
cash balances whose el agticity throughout itslength isunitary or one. Such afunction
assumesthe form of arectangular hyperbola showing that while the demand for the
nominal cash variesintheinverse proportion to changesin thevalue of money, thetotal
demand for thereal cash balances (M/P) remains constant. Since, the demand for the
real cash balancesin the economy arisesfrom the need to exchange the aggregate real
output, it followsthat the aggregatereal output isassumed asconstant intherigid quantity
theory of money model which thequantity theoristsexplained intheform of the quantity
equations.
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Fig. 1.4 Value and Quantity of Money

Thedirect mechanism of the classical monetary theory which was expounded by
Richard Cantillon and David Hume, rel ated the quantity of money to the general price
level by stating that anincreasein the quantity of money raisespricesdirectly throughits
prior effect on the aggregate demand. Since, in the economy money isdemanded only
asthemeansof payment and not per se, the increase in people’s money incomes causes
an increase in the aggregate money expenditure flow because people’s existing cash
holdingsarein excessof their desired cash holdings. To bring theincreased actual cash
balancesinto equilibrium with their desired cash bal ances, people must get rid of their
unwanted (excess) cash balances by spending. In the process of spending, these cash
bal ancesincreases the aggregate money spending flow in the economy. The effect of
this, inthe absence of any corresponding increasein the aggregate real output, will be
seenintheriseinthe pricesof goodsand services.

The 18th century doctrine which stated that the quantity of money was determined
by the ‘needs of trade’ was based on the assumption that there was a stable demand for
transactions cash balances. Both David Hume and Richard Cantillon had studied the
manner in which acash injection in the circular flow of money in the economy was
disbursed and the variouslagswhich wereinvolved in the process. Infact, they showed
that an increase in the quantity of money would raise the general price level equi-
proportionately only if the additional money supply was neutrally distributed—if everyone’s
initial money balanceswere equi-proportionately increased. As David Hume described
it: imagine everyone’s money holdings doubled overnight; prices would start risingand in
thisspecia case, would continuerising until they had doubled.

Quantity Theory Equations

The quantity theory of money, whichisfundamentally atheory of thedemand for money,
has been stated in variousforms of equations of exchange. The two most well-known
formsof the quantity theory equati ons are the cash-transacti ons equati on of exchange
of theform MV = PT and the cash-balances equation of exchange varioudy written as
M = KPT; M =KPO or M = KY. The cash-transactions version isassociated with the
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name of theAmerican economist Irving Fisher who devel opedit in hiswell-known work
entitled The Purchasing Power of Money publishedin 1911. The cash-ba ancesapproach,
also known asthe Cambridge approach, isassociated with the names of the Cambridge
economistsAlfred Marshall, Arthur Cecil Pigou, Dennis Holme Robertson and John
Maynard Keyneswho taught at Cambridge Universty. Thesetwo versonsof thequantity
theory equationsmay now bediscussed in detail.

Cash-Transactions or Fisher’s Equation

The cash-transactions approach to the quantity theory of money, usually ascribed to
Simon Newcomb and Irving Fisher, was stated by the early economigts, including David
Ricardo, John Stuart Mill and others. In histheory of the demand for money, Irving
Fisher primarily emphasized the role of money as the medium of exchange—money is
demanded in the economy becauseit serves asthe means of effecting payments. Inthe
cash transactions equation version no attention has been given to the asset demand for
money. Fisher’s explanation of changes in the general price level relate changes in the
general price level P to changesin the total quantity of money in circulation M, its
velocity of circulation V and the volumeof transactions T which depended on thevolume
of trade so that hisfundamental equation of exchangeis:

MV =PT

According to Fisher, the nominal quantity of money in circulation (M) is an
autonomous variable determined by the central bank. The total number or volume of
transactions being afunction of the level of income which is assumed to be the full
employment income, thevalueof Tisfixed inthe short period. The vel ocity of money V
isalso constant being determined by theinstitutional and technological factorsof the
transactions processthat do not changein the short period. Under these assumptions,
the above equation of exchange can betransformed into atheory of the determination of
the general pricelevel (valueof money) where,

P= ﬂ

T

which statesthat the general pricelevel isdetermined exclusively by the nominal
quantity of money andisequi-proportional toit. Later, Fsher introduced the bank deposits
M¢and their velocity V ¢in hisequation so that finally hisequation of exchange became

MV + M@/¢=PT
and thisyiel ded the quantity theory equation

_ M+ Me¢
T

Accordingto Fisher, invirtually all casesof substantial price changes, M wasthe
activevariablein the equation of exchangewhile P was ‘normally the one absolutely
passive element in the equation of exchange’. Furthermore, V and V¢reflecting the
community’s spending habits, were short-run constants. According to Fisher, Mdcannot
change autonomoudy sincethere wasastabl e rel ationship between the primary money,
bank reserves and the volume of bank demand deposits. Under these assumptions,
changesin the quantity of money were the exclusive cause of changesin the general
pricelevel inthe economy.

Criticism: The cash-transactions equation of exchange has been subjected to
variouscriticisms, mostly emanating from the assumptions embodying the equation. It

P



has been said agai nst the equation that it says nothing about the cyclical fluctuationsin
prices. In depression, pricesfall whilethe monetary authority increasesthe quantity of
money incirculaion. Thisparadox isexplained by thesteepfall intheve ocity of circulation
of money V which more than offsetsthe increase in the money supply M. It hasalso
been argued that contrary to the assumption made in the equation, the price level P
might risewithout the quantity of money M havingincreased and at any rate P might rise
more than proportionately to theincrease in M aswas actually witnessed during the
German hyperinflation when thegenera pricelevel roseincredibly high dueto therapid
increasein the velocity of the fast depreciating German mark. Crowther has correctly
stated that “the quantity theory might be relegated to the position of explaining the longer
secular movementsin the average pricelevel, while some other explanation was sought
for the shorter and more violent swings of the trade cycle.’

It hasalso been said in criticism of the quantity theory that it concentratestoo
much attention onthe general pricelevel asif changesin priceswerethemost critical
and important phenomenon of the economy. It istrue that changesin pricesinduce
changesin thetempo of economic activitiesleading to changesin thevolumeof production.
Rising priceslead toincreased economic activity resulting in the creation of wealth and
viceversa. The quantity theory of money is, however, defective because taking these
undeniabletruthsit proceedsto assumethat all changesinthelevel of general economic
activity are the result of changes in the general price level. In Marget’s opinion, ‘the
quantity equationsthemse vesarenothing moreor lessthan short-hand expresson designed
to indicate the nature of the variables whose operations can be shown to influence
prices. Each of the variablesin these equationsis merely achapter heading, arubric for
detailed analysisdesigned to explain why the variablein question will be of adifferent
magnitude under different circumstances, and to indi cate the circumstancesunder which,
and the sequence in which, changesin the magnitude of one variable may be expected
to be associated with changes in other variables.’

George N Halm has criticized the equati on of exchange by pointing out certain
inconsistencies. Criticizing the quantity equation he says that ‘the importance of the
equation of exchange must by no means be overrated. Otherwise we are bound to get
into difficulties. We haveto notethat M refersto apoint of time, whereasV refersto the
turnover of money during a period of time: consequently, the expression MV would
involvetheincond stency of multiplying non-comparablefactorsunlessthe assumptionis
madethat M isan average amount of money in circul ation during the period in question
or isthe same amount during the whol e period. However, these assumptions are not
comparable with all possible purposes of the equation’.

According to the equation of exchange, the general pricelevel can becontrolled
by the monetary authority by controlling the money supply. According to the quantity
theorists, monetary policy aloneissufficient to ensure price stability in theeconomy. The
general priceleve isnot, however, afunction of money supply a one being influenced by
many other monetary and non-monetary factorswhich might cancel out theinfluence of
changesinthemoney supply onthelevel of prices. Criticizing the equation of exchange
Friedrich A Von Hayck hasin hisbook Pricesand Production stated that it concentrates
too much attention on the general magnitudes. The equation of exchange establishesan
unreal causal nexus between thetotal quantity of money, volume of trade and genera
price level without realizing that monetary factors can influence the economy’s general
pricelevel throughfirst affecting theinnumerable single price-making decisions. There
isno mention inthe equation of exchange of the changesintherel ative prices caused by
the changesin the quantity of money.
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Geoffrey Crowther has criticized the quantity theory (both the cash-transactions
and the cash-balances equation) on different grounds. According to him, the “‘Quantity
theory can only explain the ‘How it works’ of fluctuations in the value of money and in
the activity of industry. However, it cannot explain the “Why it works’, except in the
long-period and in those exceptional short-period fluctuationsthat are manifest dueto
large-scale creations or contractions of money. It cannot even explainwhy itisthat a
creation of money will sometimes “‘take’ and start off a rise in prices, while at another
time an equal creation may have no effect at all.” Again he states: ‘The quantity theory
isat best animperfect guide to the causes of the trade cycle. Shortage of money may
cause the recovery to turn into depression. However, it is not the sole cause, and
depress onsmay begin when thereisno shortage of money......the quantity of money in
existence seemsto be the dominant influence on the pricelevel onthe average of long
periods. But inthe short period of thetrade cycle, it may or may not control themovements
of prices. And whether it does or does not depends on whether changesin the quantity
of money are offset by changes in the velocity of its circulation.” Crowther concludes
that according to modern thinking, the quantity of money isnot adeterminant of the
va ue of money. Thevalue of money isaconsequence of thetotal incomerather than of
thetotal quantity of money.

Criticizing the quantity theory of money, Keynes has stated that ‘for the purposes
of thereal world it isagreat fault in the quantity theory that it does not distinguish
between changesin priceswhich are afunction of changesin output, and those which
areafunction of changesinthewage-unit. Theexplanation of thisomissionis, perhaps,
to be found in the assumptionsthat there is no propensity to hoard and that thereis
dwaysfull employment. For inthis case, O being always constant and M, being zero, it
follows, if we cantake V also as constant, that both the wage-unit and the price-level
will be directly proportional to the quantity of money.’

Explaining the shortcoming of the quantity equations, particularly the cash-
transactionsapproach to the quantity theory of money, Don Patinkin hasvery correctly
stated that ‘the familiar equation MV = PT can be looked upon as determining the
equilibrium pricelevel P astheresultant of forcesrepresented by the aggregate demand
for gopodsMV, on theonehand, and their aggregate supply T on the other. Thisequation,
however, doeslittleto exploit thefull potentialities of the theme. It restricts monetary
theory to the case of an aggregate demand function for goods which, to outward
appearances, isindependent of the rate of interest and directly proportionate to the
quantity of money. Thisisasmideadingasitisunredidic, for it givesthefalseimpresson
that the results obtai ned by analysing thisequati on are necessarily dependent upon these
extreme assumptions.’

Criticizing the quantity equation in his review of Irving Fisher’s book The
Purchasing Power of Money Findlay Shirras wrote: ‘The quantity of money is a
secondary factor compared with the volume of expenditure. The notion that the quantity
of money isacausativefactor in the state of businesshasgiven way toregardingitisa
consequence. Changesintheleve of pricesare not the most important phenomenon of
the economic system, and we hold today that it isthelack of spending, alack of income
rather than lack of money that producesadepression. Thequantity of money, inshort, is
not adominant cause of the fluctuations of pricesandisavery imperfect guideto the
causes of the trade cycle.” The quantity theory of money does not explain the process by
which anincreasein the quantity of money causesan increasein the aggregate money
spendingwhich, with the given aggregatereal output, rai sesthe general level of pricesin
the economy.



Thequantity theory of money emphasizesonly the medium of exchangefunction
of money. Initsroleasthe medium of exchange, money isneeded only for transactions
purposes. In the classical economic theory, of which the quantity theory of money was
acrucia part, the asset demand for money was not at all recognized. The quantity
theory of money reflectsthe classical view that since money hasnoinherent utility, the
only rational motive of holding cash balances on the part of peopleistofacilitatethe
transactions. It wasargued that S nce money wasbarren, no one outsidealunatic asylum
would hold his assetsin the barren form of money as compared to adding interest-
bearing riskless government bonds or company shareson which anindividual wealth-
holder would earn dividend income. The classicistsassumed that theinterest el asticity
of thedemand for money was zero. Thiswasaseriousgap intheir analysis. One of the
major contributions of the Keynesian economicsisthe demonstration that there are
circumstances, depending on the current rate of interest, whereit isrational for the
wealth-holders to hold cash balances as part of their asset portfolio as well as for
transactions purposes. If the quantity theorists had recognized the asset demand for
money they would haveintegrated it with the transactionsdemand for money in order to
obtainthetotal demand function for money. Consequently, they would have devel oped
an altogether different theory of the determination of the value of money.

Thetheory isopento further criticism for it divorcesthe theory of the value of
money from the general theory of value causing the classical dichotomy between the
real and monetary sectorsof theeconomy. Thefact isthat likeany other commodity, the
value of money is also determined by the demand for and the supply of money. The
general theory of valuewithits supply and demand tools can explain the determination
of thevalue of money. Thereis, therefore, no casefor aseparate theory to explainthe
determination of the value of money.

Evaluating thetraditional cash-transactionsequationin 1930in hiswell-known
work, A Treatise on Money, John Maynard Keyneswrote thefollowing:

“The great advantage of this formula is the fact that one side of it, namely MV, fits
in better than most with the actually avail able banking Satistics. For quantitativeinquiries
itispossible, therefore, to make more progresswith thisformulathan with any other.
MV corresponds, more or less, to the volume of bank clearing and M to the volume of
deposits, for both of which figuresare available, so that the value of V can be deduced.

Itsweakness, on the other hand, isto befound on the other sde of it, namely PT.
For neither P nor T correspondsto quantitiesinwhichwearelikely to beinterested for
their own sake. P is not the Purchasing Power of Money and T is not the Volume of
Output. Professor Fisher hasnot, indeed, been obliviousto those defects, but he hasnot,
I think, rated them ashigh ashe should. Nor do the approxi mationswhich he hasemployed
for their evaluation command confidence....’

Cash-balances or Cambridge Equation

Associ ated with the names of the Cambridge economistsAlfred Marshall, Arthur Cecil
Pigou, DennisHolme Robertson and John Maynard K eynes, the cash-balancesquantity
equation has *a much longer descent, being derived from William Petty, John Locke,
Richard Cantillon, and Adam Smith.” The main propelling force behind developing the
cash-bal ances equati on approach wasto integrate the theory of money with the theory
of value. This is evident from Alfred Marshall’s attempt to show that the usual technique
of the demand and supply curves could be utilized to determine the value of money.
Keynes, who was Marshall’s distinguished student, tells us that Marshall used to teach
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‘the quantity theory of money as a part of the general theory of value.” Following Marshall,
Pigou also analysed the value of money intermsof the demand for and the supply of
money. Robertson also regarded the theory of the value of money merely asaspecial
case of the general theory of value.

The cash-balances approach, representing the neoclassical quantity theory of
money, has been ably summarized by Don Patinkininthefollowing words.

‘In its cash-balances version-associated primarily with the names of Walras,
Marshall, Wicksell, and Pigou—neoclassical theory assumed that for their convenience,
individualswish to hold acertain proportion, K, of the real volume of their planned
transactions, T, intheform of real money balances. The demand for these balancesthus
equalskKT.

Correspondingly, the demand for nominal money balancesiskKPT, wherePisthe
pricelevel of the commoditiestransacted. The equating of thisdemand to the supply of
money, M, then produced the famous Cambridge equationM = KPT.....”

Alfred Marshall, who headed the Cambridge school of economists, hasbeautifully
summarized the cash-bal ances version of the quantity theory of money in thefollowing
words.

‘In every state of society there is some fraction of their income which people find
it worthwhileto keepintheform of currency: it may beafifth, or atenth or atwentieth.
A large command of resourcesin theform of currency renderstheir businesseasy and
smooth, and putsthem at an advantagein bargaining, but onthe other handitlocksupin
abarren form resourcesthat might yield anincomeor gratificationif invested, say in
extra furniture; or a money income; if invested, in extra machinery or cattle.” Aman
fixes the appropriate fraction “after balancing one against another, the advantage of a
further ready command and the disadvantages of putting more of hisresourcesinto a
form in which they yield him no direct income or other benefit.’..... “Let us suppose that
theinhabitantsof acountry, taken onewith another (andincluding, therefore, al varieties
of character and of occupation), find it just worth their while to keep by them on the
average ready purchasing power to the extent of atenth part of their annual income,
together with afifteenth part of their property; then the aggregate volume of the currency
of the country will tend to be equal to the sum of these amounts.”

AccordingtoAlfred Marshdl, peopleinacountry holdin theform of currency or
‘ready purchasing power’ a certain fraction of their annual money income and a certain
fraction of their property or wealth. Thetotal amount of money demanded by the people
is, therefore, functionally related to their annual money income and to the amount of
their property, i.e.,

M =f(Y,A

where Y represents the community’s annual aggregate money income and Ais

the money value of itstotal wealth or assets. Treating the demand for money asastable

function of themoney incomeand property, Alfred Marshall hasexpressed it intermsof
thefollowing equation:

M =KY+ KA

whereK isthefraction of their total money income and Kdisthefraction of their
total assetsexpressed in termsof the money value which peoplefind it worthwhileto
keepintheform of currency. Both K and K¢are short-run constants determined by the
institutional factors such as the payments and transactions patterns and procedures,



(e.g., Kwould belarger if thewage and salary paymentsarelessfrequently received;
it would be smaller if most expenditures are madeimmediately following theincome
recel ptsrather than being spread out over time; againit would be smaller the greater is
the extent of the vertical integration between the businessunits.)

The asset or wealth component of the equation was ignored by Marshall’s
followers. Consequently, the demand for money wasfunctionally related only to the
money income reducing the above equation to thefollowing Smple equation:

M =KPO, where O =Output
or P = ﬁ
KO

Stating the quantity theory of money, Pigou has stated that, ‘an increase in the
supply of legal tender ought always, sincethe elasticity of demand for legal tender is
equal to unity, to raise prices in the proportion in which the supply is increased.” The unit
elaticity of demand for money smply meansthat if the purchasing power of money (1/
P) isdoubled, itsdemand isha ved and vice versa. In other words, any given proportionate
change in money’s purchasing power causes an equi-proportionate change in the opposite
directionin thetotal amount of money demanded. In other words, the product of the
purchasing power of money (1/P) and the amount of money demanded (M) isalways
constant, i.e., the demand for real cash balances M/P = KO = constant. Thisisthe
equation of arectangular hyperbola demand curve for money. Pigou has stated the
cash-balancesequation in thefollowing form:

M :ﬁ
p
or P :ﬁ
M

where Risthetotal real incomeintermsof wheat, K isthefraction of Rwhich
the community choosesto hold in the form of legal tender; M isthe amount of legal
tender (money) and P isthe value of money intermsof whest. It is, therefore, obvious
that P in Pigou’s equation is the inverse of P in Marshall’s and Robertson’s equations.
There is, however, no basic difference between Pigou’s and the other Cambridge

economists’ equations. According to Pigou’s equation % isthe genera pricelevel

which equals M . Thisisthe samething as M in Marshall’s equation or M in
KR KO KT

Robertson’s equation.

The above equation was modified to make it applicable to those situationsin
which K isheld partly intheform of currency and partly in theform of bank deposits. In
itsmodified form, theequationwas:

M :% [c+h(l-c)

o P =% [c+h(l-0)]
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where cisthe proportion of K which the community holdsin the form of actual
legal tender so that 1 — cisthe proportion of K kept in the form of bank depositsand h
isthe proportion or ratio of their total depositswhich the banksholdintheform of cash
reserves.

Dennis Holme Robertson, another |eading member of the Cambridge school of
economists, gavethefollowing equation:

M =KPT
or P = ﬁ
KT

where M, P, Tand K denotethetotal quantity of money, the general pricelevel,
theamount of goodsand services purchased during oneyear and thefraction of Twhich
people hold intheform of cash balances.

Stating the quantity theory of money John Maynard Keyneswrote:

The quantity theory of money statesthat the amount of cash which the community
requires, assuming certain habits of business and of banking to be established,
and assuming also a given level and distribution of wealth, depends on the level
of prices. If the consumption and production of actual goods are unaltered but
prices and wages are doubled, then twice as much cash as beforeisrequired to do
the business. The truth of this, properly explained and qualified, it is foolish to
deny. The theory infers from this that the aggregate real value of all the paper
money in circul ation remains more or lessthe same irrespective of the number of
units of it in circulation, provided the habits and propensity of the people are not
changed.

Thusaccording to Keynes, the correspondence of the quantity theory of money
with thefactsof life wasnot assailable. He explained the quantity theory of money in
theform of thefollowing two equations:

n =pK; and
n =p(K+rKq

wherenisthetotal quantity of money in circulation, pisthe price of consumption
units, K istheamount of consumption unitswhich the public holdsin theform of money,
Kdistheamount of consumption unitswhich the public holdsintheform of bank deposits
andr istheratio of cash reservesof banksto their deposit liabilitiesK¢ With K, K¢and
r remaining constant, the quantity theory conclusion that n and p riseand fall together
equi-proportionately follows. Thisequation has some resemblance with the quantity
theory equationsof Marshall, Pigou and Robertson.

Criticism: Although, animprovement over the cash-transactionsequation of Fsher,
the cash-balancesequation isnot unassail able. Asthe monetary theory, the cash-bal ances
equation isinadequate in explaining the dynamic price behaviour inthe economy. The
equationismerely an exercisein comparative staticsand ismuch too s mpleto deal with
the dynamic economic system. Consequently, it cannot explain the cyclical changesin
prices.

Second, the cash-ba ances equation isdefective sinceit doesnot analysethetotal
demand for cash balances, it neglectsthe asset or specul ative demand for cash-balances
which frequently causes sudden and violent changes in the community’s liquidity
preference schedule. By neglecting the important role of the speculative motivein
determining thetotal demand for money, the cash-balances equation doesnot explain



thebehaviour of al theforcesinfluencing thetotal demand for money and consequently
thevalue of money.

According to thisapproach, money servesonly asamedium of exchangeinthe
economy. Inthe equation, the precautionary motivefor holding money hasbeen treated
only dlightly and incidentally while the asset motive for holding money involving the
specul ative decisions has not been mentioned at al. Notwithstanding that Marshall
conceived of an asset demand for money, i.e., the demand for money to satisfy the
speculativeacquisitionfor cash assetshe madevirtualy nothing of it andit waspractically
forgotten by hisfollowers.

By not paying sufficient attention to the asset or specul ative demand for money,
the cash-bal ances equation did not recogni zetherole of interest ratein determining the
demand for cash balances. Consequently, the equation remains separate fromthewhole
corpus of the monetary theory dealing with the rate of interest. “The omission of the rate
of interest from the cash-bal ance equation createsthe misleading impression that the
classical invariance of thisrate holdsonly inthe special casewhereit doesnot affect the
demand for money... no such restriction isnecessary. Thisisnot to deny that in other
contexts neoclassical economistsdid recognize theinfluence of therate of interest on
the demand for money and did make other significant extensionsof classical interest
theory. But it isto stressthat these contributionsfound no placein those fundamental
equationswhich, more than anything else, arethe hallmark of the neoclassical monetary
theory.” The neglect in treating the demand for money as a function of the rate of
interest explainsthefailure of the quantity theoriststo integrate the monetary theory
withthetheory of incomeand output, atask whichwas successfully achieved by Keynes.

Third, likethe cash-transactions equation the cash-bal ances equati on assumesK
and T or Y asgiven. Inthe equation, K isdetermined by theinstitutional factorswhich
are assumed constant in the short period whilethe aggregate output Y isal so assumed as
given.

Fourth, in the equation the cash balances of all groupsof people have beenlumped
together. In fact, different people’s cash balances are subject to different behaviour
patterns showing theinfluence of substantially different setsof underlying determinants.
Furthermore, even the changesin the proportionsin which the cash balancesare held
between the different groups of cash balances holders may be of great significance,
apart from changesin thetotal cash balancesheld by the entire community.

Cash-transactions and Cash-balances Equations Compar ed

According to some economists, the two quantity equationsarefundamentally the same.
While, the cash-transactions equation of the quantity theory of money emphasizesthe
value of money over aperiod of time by incorporating the vel ocity of money, the cash-
bal ances equation explainsthe val ue of money at apoint of time by including the concept
of thedemand for cash balancesK. Mathematically, the two equati ons can bereconciled
by substituting 1/K for V in the cash-transactions equation and 1/V for K in the cash-
balances equation. Marshall thought that the essential reason why people demand cash
or, inmodem lingo, have preferencefor liquidity, isto bridge the time gap between the
discreterecei pt of money incomeand itscontinuousor, at any rate, lessdiscrete spending.
If the transactions demand for money issuch that the total money stock turnsover, say,
at therate of Sx timesayear, then an equivalent of one-sixth of the annual money value
of output will be kept in cash balancesat any given point of time. Thus, the demand for
the cash balances represented by K isthe reciprocal of V, the velocity of money in
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circulation,i.e., V=1/K. By subgtituting /K for V inthe cash-transactionsequation MV
= PT, we get M = KPT which is simply the cash-balances equation. Similarly, by
substituting 1/V for K in the cash-balances equation M = KPT, we get MV = PT which
issmply the cash-transactions equation.

According to Robertson, thetwo equationsare different observationsof the same
phenomenon. The cash-balances equation emphasizes the ‘money sitting’ while the
cash-transactions equation looks at the “money on the wings’. The cash-transactions
equationisconcerned with money asaflow whilethe cash-ba ancesequationisconcerned
with money asastock. While the cash-transactions equation stressesthe transactions
velocity of money V, the cash-ba ances approach emphasi zesthe demand for cash baances
K. Boththeequations, however, regard money asserving only asthe medium of exchange
inthe economy. The cash-bal ances approach stressestherole of money asatemporary
abode of generalized purchasing power.

AccordingtoAlvinH Hansen, the Marshd lian cash-balances quantity equationis
superior to Fisher’s cash-transactions equation. Stressing this point Hansen has stated:
‘The Marshallian version of the quantity theory, i.e., M = KY representsafundamentally
new approach to the problem of money and prices. It isnot true, asisoften alleged, that
the *cash-balances’ equation is merely the quantity theory in a new algebraic dress.
Substituting PO (pricelevel timesoutput) for Y, the Marsha lian equation becomesM =
KPO. Arithmetically K is, therefore, smply thereciprocal of Vinthe equation MV =
PO. However, it does not follow from the mere fact that V = 1/K as an arithmetical
identity that, therefore, the Marshallian analysisisin fact the same thing asthe Hume-
Fisher analysis. To assert thisisto missentirely the significance of K intheMarshallian
equation.’

The crucial difference between the two quantity equation approaches and the
superiority of the cash-balances approach as compared with the cash-transactions
approach can be stated in these words: “In terms of the Marshallian approach, sudden
and rapid shiftsinthe desire of public to hold money may profoundly affect priceseven
though themonetary authority successfully maintainsahigh stability inthe money supply.
The desire of public to hold cash balances-liquidity preference—enters as a powerful
factor. Drastic and sudden shiftsin the desireto hold money, reflected inachangeinK,
may producelarge and quickly moving changesinthelevel of incomeand prices. Shifts
in public psychol ogy, in expectations, must betaken into account no lessthan changesin
the money supply. In the Marshallian analysis a shift in K may start an upward or
downward movement. It isK, not M, that holds the stage.’

Although, formally the cash-bal ancesequation M = KPO iss mply atransformation
of the cash-transactions equation MV = PT and most writerswho have used one of the
two approaches have regarded them so, yet thetwo approachesare very different. The
cash-balancesequation isnot s mply atransformation of the cash-transactions equation.
The two approaches stress different aspects of money, make different definitions of
money seem natural and emphasize the different variablesand anal ytical techniques.

The cash-transactions approach defines money in terms of anything which serves
as the medium of exchange in discharging obligations. On the other hand, the cash-
balances approach lays stress on money’s function as the temporary abode of purchasing
power. Consequently, according to the cash-balances approach, it isquite appropriateto
includein money such stores of value asthe demand and time depositsin the banks
which arenot transferable by chequesathoughit clearly doesnot requiretheir inclusion.



In short, whilethe cash-transactions approach confinesitself to the narrow definition of
money, the cash-bal ances approach |looksat money in abroader perspective.

M oreover, the cash-transactions equati on stresses such variabl esas the payment
practices, financial and economic arrangementsfor effecting the transactions, and the
speed of communi cation and means of transportation asit affectsthetimerequired to
makethe payment, i.e., it essentially emphas zesthe mechani cal aspectsof the payments
process. On the other hand, the cash-bal ances approach emphasizesthose variables
which affect the usefulness of money as an asset—the cost of and the income received
from holding money instead of holding the other alternative assets, uncertainty in future
and other such variables.

Analytically, the cash-balances approach fitsin more readily with the genera
Marshallian demand-supply apparatusthan doesthe cash-transactions approach. The
equation M = KPO can be regarded asademand function for money, with Pand O on
theright-hand side being two of the variables on which the demand for money depends
and with K representing al the other variables so that K is to be regarded not as a
numerical constant but itself afunction of still other variables. To completetheanalyss,
we require another equati on showing the supply of money asafunction of other variables.
Thegeneral pricelevel then becomesthe consequence of theinteraction of the demand
and supply functions. Thustreated, the quantity theory of money asembodiedinthe
cash-balances equationsM = KPO or M = KPy isatheory of the demand for money,
not atheory of the general pricelevel or of the money income.

Marshall’s introduction of the cash balances into the equation of exchange has
the obvious advantage of facilitating the examination of those changesinthepricelevel
which are brought about by shiftsintheliquidity preference of the public aswell asthose
changeswhich areinitiated by changesin the quantity of money. Theimportancegiven
to K in the cash-balances equati on approach emphasi zesthe human motivesfor holding
the cash balances which cannot be analysed in money termsin sharp contrast to the
highly mechanical nature of the concept of velocity V in the cash-transactionsapproach.
This important fact—the analysis of human motives for holding the cash balances—led the
Cambridge economiststo study those factorswhich constituted the foundation for the
development of the monetary theory during the past six decades. Marshall’s introduction
of the concept of the demand for cash balances was a step forward towards the
Keynesian concept of theliquidity preferenceinwhich the primary emphasiswasgiven
to the specul ative motive for holding the cash balances. K eynes made the demand for
money afunction of the interest rate (bond prices) and by showing the relationship
between therate of interest and investment demand, heintegrated the monetary theory
withthegenera theory of income and output.

The cash-balances equation M = KPT or M = KPO isamore useful tool thanthe
cash-transactions equation MV = PT for explaining the value of money becauseitis
easier to know the cash-balancesrel ative to the money income which are held by the
individual sthan to know how much they spend on dl thetransactions. The cash-ba ances
approach issuperior to the cash-transactions approach because by focussing attention
on the cash balances which people like to hold—by comparing at the margin the relative
advantage of holding money as against spending or investing—the approach focusses
attention on the discussion of the “velocity’ of money. This shift in the viewpoint led the
economists subsequently to remove many confusonswhichweredtill latentintheandys's
and to theidentification of quaitatively distinct motivefor holding the cash balancesas
well as to synthesize the ‘monetary’ and “price’ theories.
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Although, mathematically identical with the cash-transactions equation, the
devel opment of the cash-bal ances equation was abreak with the earlier approach. In
the cash-bal ances equation, the emphasi sshifted from theingtitutional and technological
factorsto the psychol ogical factors asthe main determinantsof the demand for money.
The demand to hold money becameformally identical to thedemandtohold any assetin
which the principal determinants are, in addition to preferences, the individual’s total
wealth, theyield of the asset and theyieldsof therelevant alternatives.

In the cash-balances equation, the transactions demand for money has been
rel egated to secondary importance. Therelationship between the amount of money held
and the volume of transactions conducted during any giventimeperiod isavery loose
one as these can be carried with the help of other devices such as by increasing the
velocity of money in circulation or through the resort to barter as certainly happens
during hyperinflations.

AccordingtoAlfred Marshall, the chief merit of the cash-balances equation of
the quantity theory of money isthat it removesthe serious complicationswhich arise
when we establish arel ationship between the vel ocity of money in circulation and the
value of money as has been donein the cash-transactions equation. The cash-balances
equation explainsthat the value of money isafunction of its supply and itsdemand as
measured by ‘the average stock of command over commodities which persons care to
keep in aready form.” The emphasis placed on K in the cash-balancesequationismore
significant for understanding the phenomenon of cyclical fluctuationsthanisVinthe
cash-transactions equation. The cash-balances equation focusses attention on how
changesinthevalue of real cash balancescause cyclical changesintheleve of prices.
A distrust of the peoplein the money unit in the country by diminishing their willingness
toholditincreasespricesand viceversa.

Inthe cash-ba ancesapproach, the demand to hold money isformally identical to
holding any asset in which the main determinants, apart from wealth-holders’ preferences,
aretheir total wealth and the yields made available on the alternative forms of assets.
The cash-balances equation isthe forerunner of the modern liquidity preferencetheory
whichissgnificant inthe explanation of the determination of equilibriumincomeand
employment and also in explaining thelimitations of the monetary policy in controlling
the dumpsand boomsin the economy. Moreover, the cash-balances approach with its
emphasisonthe demand for money ismorerealigtic than the cash-transactionsapproach
because the fundamental truth about money isthat someone must lwaysholdit inthe
€conomy.

The cash-balances equation can also be recast to explain people’s behaviour. Let
us give any positive value of less than one to K, say K = 0.5. This shows that the
community prefersto hold one-half of itstotal annual money incomeintheform of cash
balances. Withthevaueof K given as0.5, wecan derivethefollowing liquidity preference
schedulefor the community showing the different amountsof total cash balanceswhich
thecommunity will hold at the different level s of aggregate money income.
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Thedemand schedulefor money, showing rel ationship between themoney income
and the demand for money has been shown by theKY curvein Figure 1.5. If thetotal
money supply which isautonomoudy determined by the central banking authority, is

shown by thevertically drawn A, M, curve, theequilibrium money incomewill beQY,
sinceat thismoney incomethetotal demand for cash balances (KQY,) equalsthegiven

total money supply (M, ). At any money incomelower than QY,, say at OY,, thedemand

for cash balanceswill belessthanthetotal money supply, i.e., KOY, < M, . Consequently,
peoplewill find themsel vesin the possession of superfluousor unwanted cash.
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Fig. 1.5 Relationship between Money Income and Demand for Money

Sincemoney isnot demanded per se, to get rid of thisunwanted cash they will
increase their spending, thereby raising the level of aggregate money incomein the
processof spending. Sincethe aggregate money income equal stheaggregatereal income
or output timesthe pricelevel and sincethereal output isfixed, priceswill riseinthe
same proportion inwhich the aggregate money spendingincreases. Thusmoney income
will riseuntil it once again becomes OY,, where the total demand for money equalsthe

giventota supply of money, i.e., KOY, = M, . Onthe contrary, at any money income
higher than QY say at OY,, the total demand for cash balances will exceed the total
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money supply, i.e,, KOY, > A, . Consequently, peoplewill try to equatetheir actual cash
balanceswith their desired cash balancesby reducing their total spending asaresult of
which the aggregate money incomewill fall. Sincethetotal real output isfixed, thefall in
the aggregate money incomewill represent only thefall in prices. The aggregate money
incomewill continuetofall until at thelower money incomeQY,, equilibrium betweenthe

demand for money and the fixed supply of money A1, isrestored, i.e., KOY, = A, .

CHEcK YOUR PROGRESS

5. When was The Purchasing Power of Money published?
6. Writeany onedrawback of the cash-balances equation.

1.5 MONEY SUPPLY AND ITSCOMPONENTS:
CURRENCY AND BANK DEPOSITS

In the literature on monetary theory, while the analysis of the demand for money—
motives for holding cash balances—has been the main focus of economists’ attention,

study of the supply of money hasreceived relatively scant attention. For onething, the
factorsinfluencing the demand for money have been assumed as not influencing the
supply of money with theresult that in the monetary theory, the supply of money and the
demand for money have remained separate and mutually exclusive. The classical

economistsand the quantity theorists believed that theimportant factors affecting the
supply of money did not affect the demand for money. In thisconnection, the views of
Milton Friedman—one of the leading monetarists—are worth repeating. According to
Milton Friedman, the quantity theori<t.... holdsthat thereareimportant factorsaffecting
the supply of money that do not affect the demand for money... A stabledemand function
isuseful precisely in order to trace out the effect of changesin supply, which meansthat
itisuseful only if supply isaffected by at least somefactorsother than thoseregarded as
affecting demand.” Although, Milton Friedman recognizes that the conditions affecting
the demand for money do influence the supply of money;, all the same he states that ‘it
seems useful to regard the nominal quantity of money as determined primarily by
conditionsof supply, and thereal quantity of money and theincomevel ocity of money as
determined primarily by conditions of demand.’

Secondly, the supply of money has been considered as an exogenous variable,
being autonomousdly determined by the monetary authority whose policy actionswere
largely non-responsiveto the monetary needs of the economy. In other words, the supply
of money did not changein responseto changesinthedemandfor it, i.e., inresponseto
changes in the economy’s monetary requirements as the economy expanded or shrank.
Don Petinkin has succinctly expressed it in the words mentioned in the following page.

‘....Inmost discussions of monetary theory the nominal quantity of money supplied
istaken asan exogenousvariable. Although, we continuoudy shy away fromthisfactin
our theoretical work, we do neverthel essknow that in the real world thisisnot the case
for money islargely the creature of abanking system which respondsto such endogenous
variablesastherate of interest, thewagesof clerks, etc. How then can wetake account
of theseresponses? And in particular, istherealimit to the extent to which endogenous
influences can be assumed to operate? Conversaly, must adeterminate monetary system



necessarily retain some exogenous element.”In the mentioned lines, Don Patinkin has
pointed out to the tradition of treating the money supply asan exogenousvariable. He,
however, holdsthat the endogenous variables exert their influence on the supply of
money no lessthan do the exogenousvariables. Infact, Don Patinkin haspraised Gurley
and Shaw for their penetrating study in which the authors have focussed on theinfluence
of theendogenousvariableson the supply of money which hastraditional ly been treated
as an exogenous variable. Asamatter of fact, interest rate isa strategic endogenous
variablewhich influencesboth the demand for and the supply of money inthe economy.

Under afull-fledged gold-coin sandard, with either gold coinsactually incirculetion
or with bankskeeping 100 per cent reservesagainst the full-bodi ed representative money
circulatingin the economy, the banksarevirtually powerlessto create the credit money.
Consequently, thetotal money supply (M) would comprisethe gold coinsminted by the
monetary authority. However, even under these restrictive conditionsthe public could
influence the money supply to suit the total needs of the economy by influencing—by
increasing or decreasing therate (V) per time unit each coin circulated in the economy
asthe medium of transactions. Thisnaturally givesthetotal money supply asaproduct
of thetotal high-powered money M issued by the monetary authority and itstransactions
velocity V, i.e., MV. However, inamonetary system operating under afractional reserves
system the banking system acquiresthe power toinfluence significantly thetotal money
supply inthe economy by creating deposit money sinceevery rupee of legal reserveisa
high-powered money in the sensethat each rupee of reserves can support several rupees
of the derived bank deposits. Apart from the power of banksto create credit, the public
asoinfluencesthesize of total bank deposits by influencing the vel ocity of these bank-
created deposits. Consequently, thetotal money supply becomesthe sum of the high-
powered money issued by the monetary authority multiplied by itsvel ocity, i.e., MV and
the bank-created deposit money Mémultiplied by itsvelocity V¢ i.e., M&/¢ In short, the
total money supply in circulationinthe economy equalsM V + M¢/¢

Evenif itisassumed that the supply of high-powered money (M) isexogenoudy
determined by the monetary authority whose actions are non-responsive to economy’s
needs (demand for money), the other components of themoney supply being endogenoudy
determined (V and Vdare directly under public’s control while the Mdisresponsiveto the
interest rate changes and other endogenousvariables), thetotal money supply cannot be
treated entirely asan exogenousvariable without inviting thelegitimate criticism.

Thereisan overwhelming evidencethat lends support to the hypothesisconcerning
the commercial banks’ supply response to interest rate changes albeit the exact nature
of thisresponse is not yet fully understood. A rise (fall) in the interest rate, ceteris
paribus, induces the commercial banksin the economy to increase (decrease) their
total credit. Consequently, it isnot correct to assumethat thetotal stock of money inthe
economy isdetermined exogenoudy only by themonetary authority without any reference
to credit creation by the commercial banking system.

Asopposed to the views of the monetarists who argue that the total supply of
money is primarily determined exogenously by the monetary authority—central bank—
aretheviewsof the Keynesianswho hold that the total money supply intheeconomy is
largely determined endogenously in response to the economy’s needs. Led by Professor
NicholasKador, the Keynesianshave strongly asserted their point and have argued the
issue ad nauseam. To cite as a case, A B Cramp hammers the point that ‘it is strongly
arguablethat, in practice, whatever, textbook theory says, the quantity of money has
been largely determined “‘endogenously’ by the demands/needs of the economy, rather
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than ‘exogenously’ imposed on the economy by the Central Bank as the monetarist
doctrine presumes.’

The views of the monetarists are sharply opposed to those of the Keynesians.
Thisdivergence of thetwo viewsisdueto thefact that while the monetarists stressthe
power of thecentral bank to control theissue of money to an extent that it canignorethe
monetary needs of the economy (it should, however, be noted that in thefina anaysis,
the total stock of money depends on the willingness of the central bank to acquire
assets), the Keynesians believe in aresponsible central bank which respondsto the
monetory requirements of the economy that are strictly determined by the portfolio
analysis. A critical evaluation of the two approachesto the supply of money leads usto
the conclusion that neither of these two approachesisentirely correct and thetruthlies
somewherein between. Infact, the supply of money in the economy dependson (a) the
degree of responsibility of the central bank; and (b) the judgement, effectivenessand
scientific authority with which the central bank performsitsfunctions. It also depends
on the supply response of the commercial banksto the interest rate changes which
might beinitiated by the central bank itself asanecessary part of itsmonetary policy
actionin order toinfluencethetotal money supply inthe economy.

Position in India

InIndia, the Reserve Bank of India(RBI) has adopted the narrow and broad concepts
of themoney supply. According to the narrow gpproach, themoney supply (M,) comprises
of the, (i) currency with the public (C), and (ii) demand deposits with the banks (D)
whilethe major components of the broad money supply (M) comprisethe (i) currency
with the public, (ii) demand, depositswith the banks, and (iii) time depositswith the
banks. Major sourcesof supply of M, comprisethe (i) net RBI credit to government; (ii)
other banks’ credit to government; (iii) other banks’ commercial credit; and (iv) net
foreign exchange assets of the banking sector.

Besidesthefamiliar conceptsof M, and M, pertaining to the supply of money, the
second working group set up by the RBI in 1977 propounded the money supply concepts
of M, and M,. The concept of the M, comprises M, and depositsin post office saving
bankswhilethe concept of M, comprisesthe M, and total depositsof post office savings
organi zation (excluding national savingscertificates). In other words,

M.  =currency with public (C) + demand depositswith banks (D):
M, =M, +depositswith post office savings banks;

M, =M, +timedepositswith banks: and

M, =M,+depositswith post office savingsorganization.

The Reserve Bank of Indiapublishesthe stati sticsrel ating to the major components
and major sources of supply of theM, and M, fortnightly.

Currency with the publicisthe most important component of money supply asit
can be used directly, instantly and without any restrictions to make the payment. Its
close substitutes—demand deposits in banks, traveller’s cheques issued by banks and
other known non-banking firms, like theAmerican Express Company arealso included
inthedefinition of money.

Included in the broad money supply arethetime or fixed depositsin the banks,
fundsin the savings banksaccountsin the banks; bank drafts, commercia papers, short-
term treasury deposits credit cardsissued by the banks, etc., arealso included inthe



concept of broad money supply asthese can be converted in to money proper at short
notice.

Deter minants of Money Supply

Thetota supply of nomina money in the economy isdetermined by thejoint behaviour
of the central bank which controls the total issue of the high-powered money, the
commercia bankswhich by creating the credit determinethetotal amount of nominal
demand depositsand the public which by influencing the size of the nominal currency in
hand isin aposition to influence the amount of the nominal demand deposits of the
commercial banksthrough effecting their excesscash reserves. We derivehereasmple
accounting model in order to show how thisjoint behaviour of thethree partiesdetermines
thetotal supply of money inthe economy.

Since, thetotal supply of nominal money consists of the currency held by the
public (C) and the demand deposits of the commercial banks (D), thetotal supply of
money held by the public (M) may be denoted as:

M =C+D (11
where, M =thenomina money supply;

C =nomina currency; and

D =nomina demand deposits.

Thetotal supply of nominal high-powered money (H) issued by the central bank
consistsof the nominal currency held by the public (C) and the nominal cash reserves
held by the commercia banksagainst their deposit liabilities(R), i.e.,

H =C+R (1.2
where, H =nomina supply of the high-powered money;
C  =nomina currency held by thepublic; and
R =nominal cashreserveskept by thecommercial banks.
By dividing both sides of equation (1.2) by M, we get—

H_C,R (13
M M M

By s multaneously adding and subtracting theterm % , thelast term of equation

(1.3) can be rewritten as—
— .+ ..(1.4)
In the same manner, by multiplying the second term on the right-hand side of
equation (1.4) by M/M and the third term by D/D, we obtain equation (1.5) without
ateringtheequality asfollows:

—_ = — —t — (15)

R_R_RM-D) .(16)
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Since it follows from equation (1.1) that (M — D) = C equation (1.6) can be
rewritten as:

R_R_CR L(7)
M D MD
By subgtituting equation (1.7) into equation (1.3), weobtain:
H_C R R (19
M M D MD
M _ 1
or H-CT R} (1.9
M D MD
Finally, by multiplying both sidesof equation (1.9) by H, we get:
_ H
M D MD

Equation (1.9) expressesthe nomina money supply held by the publicintermsof
thebehaviour of thecentral bank, commercia banksand the publicitself. The behaviour
of thecentral bank isreflected in the supply of the nominal high-powered money. Given
the behaviour of the public and thecommercia banks, thetotal supply of nominal money
inthe economy will vary directly with the supply of the nominal high-powered money
issued by the central bank. The behaviour of the public isdetermined by the ratio of
currency to themoney supply C/M, designated asthe currency ratio C . Aslong asthe
total nomina money supply comprisesthenomina currency and nominal demand deposits,
i.e., M =C+ D, thecurrency ratiowill belessthan 1.0. The behaviour of the commercial
banksin the economy isreflected in the ratio of their cash reservesto deposits R/D,
known asthe reservesratio and denoted by the symbol R . We know that the central
bank inthe country hasthe statutory authority of determining the minimum valueof this
ratiowhichiscalled theminimum legal or required reservesratioRR = (RR/D).

Inactual practice, however, the commercia bankskeep only apart or fraction of
their total depositsintheform of cash reserves. Consequently, the value of thereserves
ratioR islessthan 1.0. However, for the commercial banking system asawholethe
actual reservesratio R isgreater than therequired reservesratio RR sincethe banks
keep with them ahigher than the statutorily required percentage of their depositsinthe
form of cash reserves.

By substitutingtheterm C_for theterm C/M and theterm R for theterm R/Din
equation (1.10) we derivethefollowing equation (1.11) showing thetotal nomina money
upply.

M= L
C,*+R - C,R

Sincethevalueof C and R islessthan unity, thevalueof their product C R must
belessthanthevalue of either of theindividual valuesof C and R It meansthat if either
C, or R increases and H remains constant, the nominal money supply will decrease.

Conseqguently, the conclusionfollowsthat the nomina money supply variesdirectly with
the quantity of the high-powered money and inversely with the currency and reserves

(1.11)



ratios. Although these three variables do not compl etely explain changesinthenominal
money supply, neverthelessthey serve as useful devicesfor analysing such changes
Consequently, these variables—the high-powered money (H), the currency ratio (C)
andthereservesratio (R )—are designated as the proximate determinants of thenominal
money supply intheeconomy.

According to the monetarists—Milton Friedman, Anna Jacobson Schwartz, Phillip
Cagan, to mention only a few—the above method of studying the variables which cause
changesin the nominal money supply isvery helpful because the determinantsare not
rigidly linked by either the accounting or theinstitutional arrangements. In practice,
however, some interdependence undoubtedly exists. However, whatever small
interdependence exists between these three variables, it resultsfrom certain behaviour
onthepart of centra bank, thecommercia banksandthepublic. Itispossibleto determine
the nature of thisinterdependence among the three proximate determinantsof thenominal
money supply by examining the datawhich measuresthe actions of the central bank, the
commercial banksand the publicintheeconomy.

CHEcK YOUR PROGRESS

7. What isthe main reason behind the divergencein the views of monetaristsand
Keynesans?

8. How isthenominal money supply denoted asan equation?

16 SUMMARY

- Money ranks firstamong man’s most important inventions and its evolution through
timeisan epitome of the history of human civilization. Supporting thisview, John
Maynard Keynes has stated that ‘money, like certain other elements in civilization,
isafar more ancient institution than we were taught to believe somefew years
ago.

- The concept of money isvery difficult to define. It belongsto the category of
thingswhich are not amenableto any singledefinition.

- Itispartly so because money performsnot one but four important functionsinthe
economy with each function providing acriterion of moneynessand partly because
these criteriaare satisfied in different degrees by different assets.

- Theconventiona approachto the definition of money isthe oldest known approach.
According to thisapproach, the most important function of money insociety isto
act asthe medium of exchange. Money iswhat money uniquely does.

- The Chicago approach to the concept of money isassociated with the views of
Professor Milton Friedman, hisstudents, including David Me selman, Phillip Cagan,
David Fand, Anna Jacobson Schwartz and other monetary theorists of the
University of Chicago.

- Money servesasthe great instrument of commerce and industry in the economy
by performing the four essential specific functions which have removed the
manifold difficulties, more particularly the *double coincidence of wants’, of the
pure barter system.
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- Asthe permanent store of val ue or asset, money hasboth certain advantagesand

disadvantages over itsother competing yield-giving assets such asbonds, fixed
depositsin banks, shares, debentures, house, land, furniture, etc.

- Theintermittent occurrence of wide movementsin the general pricelevel has

attracted special attention ever since the economists first began to write on
€conomic matters.

- Thedirect mechanism of the class cal monetary theory which wasexpounded by

Richard Cantillon and David Hume, related the quantity of money tothe genera
price level by stating that an increase in the quantity of money raises prices
directly throughitsprior effect on the aggregate demand.

- The cash-transactions approach to the quantity theory of money, usually ascribed

to Simon Newcomb and Irving FHsher, wasstated by the early economidts, including
David Ricardo, John Stuart Mill and others.

- The cash-transactions equation of exchange has been subjected to various

criticisms, mostly emanating from the assumpti ons embodying the equation. It
hasbeen said againgt the equiation that it saysnothing about thecyclical fluctuations
inprices.

- Associated with the names of the Cambridge economistsAlfred Marshall, Arthur

Cecil Pigou, Dennis Holme Robertson and John Maynard Keynes, the cash-
balances quantity equation has ‘a much longer descent, being derived from William
Petty, John Locke, Richard Cantillon, and Adam Smith.”

- Thecrucial difference between the two quantity equation approaches and the

superiority of the cash-balances approach ascompared with the cash-transactions
approach can be stated in these words: “In terms of the Marshallian approach,
sudden and rapid shiftsin the desire of public to hold money may profoundly
affect prices even though the monetary authority successfully maintainsahigh
stability inthemoney supply.

- Inthe cash-bal ances approach, the demand to hold money isformally identical to

holding any asset in which the main determinants, apart from wealth-holders’
preferences, aretheir total wealth and theyieldsmade available onthe alternative
formsof assets.

1.7

KEY TERMS

- Barter: Barter isasystem of exchange where goods or services are directly

exchanged for other goodsor serviceswithout using amedium of exchange, such
asmoney.

- Money: Money isan officially-issued legal tender generally consisting of notes

and coin, andisthe circulating medium of exchange asdefined by agovernment.

- Quantity theory of money: Inmonetary economics, thequantity theory of money

(QTM) states that the general price level of goods and services is directly
proportiona to theamount of money in circulation, or money supply.



1.8

ANSWERS TO ‘CHECK YOUR PROGRESS’

1

Thefollowing arethefour important approachesto the definition of money:
- Conventiona approach
- Chicago approach
- Gurley and Shaw approach
- Central Bank approach

. Theconventiona approach to thedefinition of money isthe oldest known approach.

According to thisapproach, the most important function of money insociety isto
act asthe medium of exchange.

3. Thetwo primary function of money areasfollows:
- Money asaunit of value or account
- Money asamedium of exchange

4. Themost essential feature of money isitsgeneral acceptability inthecommunity
or society inwhichit circulates.

5. The Purchasing Power of Money was published in 1911 by Irving Fisher.

6. One of the drawbacks of the cash-balances equationisthat it isinadequate in
explaining the dynamic price behaviour in the economy.

7. Theviews of the monetarists are sharply opposed to those of the Keynesians.
This divergence of the two viewsisdue to the fact that while the monetarists
stressthe power of the central bank to control theissue of money to an extent
that it can ignore the monetary needs of the economy (it should, however, be
noted that inthefina andyss, thetotal stock of money dependson thewillingness
of the central bank to acquire assets), the Keynesiansbelievein aresponsible
central bank which respondsto the monetary requirements of the economy that
aredtrictly determined by the portfolio analyss.

8. Thenominal money supply isdenoted as.

M =C+D
Where, M =thenomina money supply;
C =nomina currency; and
D =nominal demand deposits.
19 QUESTIONSAND EXERCISES

Short-Answer Questions

1. Briefly summarizetheinvention of money.

2. What ismoney? Examineitsfunctionsand importancein the economy.
3. “Money is what money does.” How far is this definition of money suitable?

4. Writeashort not on the four important approachesto the definition of money.

5. ldentify the two primary and derivative functions of money.
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Money Long-Answer Questions
1. Examinetheimportanceof aproperly organized and well-devel oped money market
with particular referenceto itsfunctions.

NOTES 2. Discussthefunctionswhich are performed by money in the economy. Can money
aone performthem?

3. “‘Money is anything that is commonly used and generally accepted as a medium
of exchange or as a standard of value.” (Raymond P. Kent). Discussthisstatement
withexamples.

4. Givereasonsfor excluding thetime depositsfrom the aggregate money supply.
5. Describethe most essentia feature of money.
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20 INTRODUCTION

Inthe previousunit, you learnt about the concept of money anditsvariousfunctionsin
theeconomy. The previousunit aso discussed the quantity theory, money supply and its
components.

Inthisunit, youwill learnthe classical theory of interest and Keynesian model of
interest with their [imitations. The classical theory of interest also known asthedemand
and supply theory was propounded by the economistslike Marshal and Fisher. Later on,
Pigou, Cassdl, Knight and Taussig worked to modify the theory. According to thistheory,
rate of interest isdetermined by the intersection of demand and supply of savings. Itis
calledtheredl theory of interest in the sensethat it expl ainsthe determination of interest
by analysingthereal factorslike savingsand investment. Although, thetheory isaccepted
by most economistsper se, Keynescriticized the classical theory. Accordingto himthe
rate of interest asthe reward for parting with liquidity for aspecified period of time.
According to him, therate of interest is determined by the demand for and supply of
money.

21 UNIT OBJECTIVES

After going throughthisunit, youwill beableto:
- Definetheclassical theory of interest and itslimitations
- ExplaintheKeynesian model of interest and itsshortcomings

2.2 CLASSICAL THEORY OF INTEREST
AND ITSLIMITATIONS

Theclassica theory of interest rate cannot be ascribed to any onesinglewriter belonging
totheclassica school. It has, infact, to be ditilled from the scattered writings of many
writers. According to John Maynard Keynes, it is ‘difficult to state it precisely or to
discover an explicit account of it in the leading treatises of the modern classical school’.
Following Adam Smith, the class cal writersbeinginterested inthose fundamental forces
which determined thelong term interest rate, disregarded those factors of temporary

Theory of Interest
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and ‘secondary’ nature which characterized the short-run disequilibrium situations.
Consequently, the monetary factors, although these wereimportant in influencing the
short-term or market rate of interest, were ignored by these writers as unimportant
trivial elementsin the determination of thelong-run level of therate of interest. For
example, Henry Thornton whileemphasi zing theimportance of bank creditinrelationto
short-term interest rate stated that creation or destruction of the bank credit did not
influencethelong-terminterest rate. Smilarly, John Stuart Mill writingin 1848 observed
that although anincreasein currency tendsto lower the market rate of interest, inthe
long period ‘the greater or less quantity of money makes in itself no difference to the
rate of interest.” In short, treating the monetary factors as an unimportant causative
element inthe determination of thelong-terminterest rate, the classi cal writerspropounded
the non-monetary theory of interest rate which involved thereal flow variablesof the
saving supply and investment demand.

Themain propelling force behind thedemand for investiblefundswasthe physica
productivity of present capital goodswhich provided incentivefor thefirmsto undertake
investment and add to their capital stock. Since, ceteris paribus, the productivity of
capital diminisheswith each additiontothecapital stock, firmswill increasetheir capital
stock—make investment—when the rate of interest at the margin equals the productivity
of capital that is diminishing. In other words, the investment demand function was
negatively related to therate of interest.

Asregards the saving supply function, it was positively related to the rate of
interest. Generally peaking, everybody prefersthe present satifaction of agiven amount
over thefuture satisfaction of an equal amount even when the uncertainty about the
occurrence of thelatter iszero and the present sati sfaction of any given magnitudeisno
greater than future satisfaction of the same magnitude. Thispreferencefor the present
pleasures over future pleasures is explained by the fact that on account of their ‘defective
telescopic vision of the future’, individuals preferred a given amount of the present
goodsover thesameamount of future goods. Expressed differently, individualspreferred
acertain given suminthepresent toasmilar suminthefuture. The difference between
thesetwo sumsrepresented their degree or extent of time preference. To overcomethis
differencein valuation, the future payment sum must exceed the present sum sacrificed
by some given amount called the rate of interest. It was also argued that even if the
individual savers’ time preference was zero, since saving involved waiting, some
inducement in the form of interest payment was necessary as acompensation for the
sacrificeinvolved in thewaiting for the enjoyment of material possessions.

Taking the position that interest was a payment for overcoming the sacrifice
involved in waiting that accompanied saving Alfred Marshall observed: *....human nature
beingwhat it is, we arejustified in speaking of theinterest on capital asthereward of the
sacrificeinvolved inthewaiting for the enjoyment of material resources, because few
people would save much without reward; just aswe speak of wages asthe reward of
labour, because few people would work hard without reward.” As the reward made for
the sacrificeinvolved in waiting increased, peoplewould be induced toincrease their
saving. Highlighting this view, Alfred Marshall has stated that “a rise in the rate of
interest offered for capital, i.e., inthe demand pricefor saving, tendsto increasethe
volume of saving. For in spite of the fact that afew people who have determined to
secure anincome of acertain fixed amount for themselvesor their family will saveless
with ahighrate of interest than with alow rate, itisanearly universal rulethat arisein
therateincreasesthe desireto save; and it often increasesthe power to save, or rather



itisoften anindication of anincreased efficiency of our productive resources, but the
older economistswent too far in suggesting that arise of interest (or of profits) at the
expense of wages always increased the power of saving....”. In other words, the saving
supply function was positively related to the rate of interest.

Accordingtotheclassical approach, therate of interest wasafactor which brought
into equilibrium the demand for investment and the supply of savings. Investment
represented the demand for investible fundsand savingsrepresented the supply of these
funds, while the rate of interest was that ‘price’ of the investible funds at which the
supply of and the demand for investible funds were equated. Under the play of free
market forces, thelong-run equilibrium rate of interest rested at that point wherethe
total amount of investment at that rate wasequal to the total amount of saving at that
rate. The classical interest rate theory which was devel oped under the assumption of
full employment of labour and capital isaflow anaysisin which both investment and
saving areflow variablesdirecting attention to aperiod of timerather than to apoint of
time. Since, both investment and saving areflow variables, these can only be expressed
asquantitiesper timeunit. In short, the equilibrium relatesto the capital market which
must be continuously cleared of saving which represents flow on to the market and
investment which representsflow off the market.

Theclassical theory of interest rate can be diagrammatically explained asshown
inFigure 2.1 where the negatively sloping linear investment demand function Il isa
negativefunction of therate of interest whilethe positively sloping linear saving supply
function SSisapositive function of therate of interest. In other words,

1=f(r); and 2L <o
dr

S=g(r); and £>0
dr

InFigure 2.1, the positively sloping saving supply curve SSand the negatively
sloping investment demand curve Il intersect each other at point A corresponding to
whichthelong-runequilibriumrate of interest isOr which will cometo stay inthe capital
market since at thisinterest rate, the demand for and the supply of investiblefundsare
equal leaving no scope for deviation of the rate of interest from the ‘norm’ as long as the
underlying supply and demand schedulesdo not alter their position. The market rate of
interest wasregarded asfluctuating around thislong-run equilibrium rate of interest.

The classical theory of therate of interest has threeimportant features. Inthe
first place, it isapurely flow theory, i.e., the saving supply and investment demand
variableswhich determinetherate of interest are theflow quantitiesasdistinct fromthe
stock quantities.

Secondly, both saving and investment arethereal variablesasdistinct fromthe
monetary variables. Savingsrepresent the real resourceswhich become availableasa
result of voluntary saving on the part of people. These are governed by thedistribution
of income and wealth, the nature of expected future income streams and wealth-owners’
time preferences between the present and future goods. Investment represents net
addition to economy’s total capital stock involving an increase in the economy’s total
productive capacity. Although, both saving and investment are reckoned in money units,
money doesnot matter anditisneutral inthe economy. Expressed differently, operations
inthe capital market relate to the supply of and the demand for real securities. Those
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who borrow capital fundsarethe suppliersor sellersof real securitieswhilethe suppliers
of capital fundsarethe purchasersof these securities. Money actsonly asamediating
agent—as a mere veil. In the classical theory, the rate of interest is not determined by
thequantity of money in circulation. Consequently, it isinvariant with respect to changes
in the money supply because any change in the money supply is neutralized by
equi-proportionate changein the pricesleaving thequantity of real money intheeconomy
unchanged. Consequently, the demand and supply curves of money intersect at the
samerate of interest.

Saving Supply
Function

~

Investment
Demand
<__ Function

/

Rate of Interest (r)

0 M
Saving (5); Investment (/)

Fig. 2.1 Classical Theory of Interest Rate

Thirdly, if the equilibrium between saving and investment isdisturbed dueto the
shiftinany one of thefunctions, it isre-established exclusively through changesinthe
rate of interest without in any way affecting any other variable. In other words, the
theory is self-contained and is relevant only to the equilibrium of economy’s real sector
whilethe monetary sector of the economy iscompletely left out of the purview of the
theory.

Limitations of Classical Theory of Interest

The classical theory of interest rate has been criticized on several grounds. Besides
others, it has been severely criticized by Keynes. Inthefirst place, the classical theory
of interest rate isincomplete because it considers only the real as distinct from the
monetary and only the flow asdistinct from the stock variables. Theresult isthat both
thestock aswell asthe monetary variableswhich affect therate of interest are completely
left out from the discussion of interest rate determination. Any completetheory worthits
name shoul d be broad enough to include both the stock and the money variables. This
weakness of the theory which flowsfrom itsexcluding the consideration of monetary
factorswasrecognized by the neo-classical economigts, including the Swedish economist
Knut Wicksell and the noted Cambridge economist Dennis Holme Robertson. These
economistsattempted to synthes ze the monetary and non-monetary or real variablesby
devel oping theloanable fundstheory according to which the equilibriumrate of interest
isthat rate which equatesthe supply of and the demand for theloanable funds. It was
recognized that the classical theory wasfaulty becauseit cons dered the current voluntary
savingsasthe only source of supply and investment asthe only source of demand for
theloanablefunds.

Starting from amorerealistic understanding of the operationstaking placeinthe
capital market, the exponents of theloanable fundstheory recognized that the flow of



money on to themarket could beincreased or decreased by the activities of the monetary Theory of Interest
authorities—central bank and the commercial banks—through the credit creation or

credit squeeze and through the hoarding or dishoarding on the part of wealth-owners.

Similarly, theflow of securitieson to the market did not exclusively represent theissue

of new securities to borrow the funds for investment; it was also fed by hoarding NOTES
(borrowing in order to accumulate the surplus cash balances) on the part of wealth-
owners.

Second, the classical theory of interest rate has been criticized by Keyneson
several grounds. Keynes has questioned the nature of the classical saving supply and
investment demand functions which are regarded as interest-elastic. According to
Keynes, saving ismore afunction of income rather than of the rate of interest for at
very low levelsof income, peoplewill not save at al (they will rather dissave) evenif
they are offered inducement intheform of high rate of interest. Similarly, accordingto
Keynes, investment islargely autonomous and at any rate the investment and interest
raterelationship isavery weak and unreliable relationship. Had thisrel ationship been
strong, the monetary policy alonewould have sufficed to ensurefull employment inthe
economy and there woul d have been no necessity to resort to fiscal policy measures.

Besdesquestioning theform of the classi cal saving supply and investment demand
schedules, Keynes has criticized the classical view that rate of interest is the “price’
which eguates the demand for and the supply of investible resources. According to
Keynes, ‘the rate of interest is not the “price” which brings into equilibrium the demand
for resources to invest with the readiness to abstain from present consumption.” Asserting
that therate of interest isapurely monetary phenomenon asdistinct from the classical
real phenomenon Keynes has stated that ‘it is the “price” which equilibrates the desire to
hold wealth in the form of cash with the available quantity of cash...” He has criticized
theclassical approach of regarding therateinterest asareturn on saving on the ground
that aman who hoards his savingsin the from of cash earns no interest although he
saves. In Keynes’ view ‘the mere definition of the rate of interest tells us in so many
wordsthat therate of interest isthe reward for parting with liquidity for aspecified
period.’

Accordingto Keynes, theclassical theory of interest rate wasfaulty and mideading
inanother respect also. According to the theory, an upward or adownward shift inthe
investment demand schedule would result in the new equilibrium rate of interest
determined by the point of intersection between the new investment demand curveand
thegiven saving supply curve. In other words, when theinvestment demand curve shifts
the saving supply curve does not shift. Keynes’ criticism of this approach was that the
assumption of agiven saving supply curve corresponding to ashifting investment demand
curvewasfaulty and untenable. Consequently, the conclusionsthat followed werea so
faulty. Keynesargued that when the aggregate investment outlay changed, the aggregate
income al so changed. Thus, the amount saved at different interest rates also changed
resultingin the shift of the saving supply curve s multaneoudly. If the aggregateinvestment
outlay increases (decreases), the aggregate income must al so increase (decrease) the
multiplier time of the increase in investment outlay. In other words, it was faulty to
assume the aggregate income as given when the aggregate investment was changing.
And, if the aggregate income changed when the aggregate investment changed
(represented by shift in the investment demand curve), the saving supply curvewould
a so appropriately shift because peoplewould save different amountsout of the changed
incomeat the different ratesof interest. WWhen both the saving supply and the investment
demand curves shift smultaneoudy, thewhol e position becomesindeterminate.
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Keynes’ criticism of the classical theory of the rate of interest may be stated in
his own words. He writes: ‘The independent variables of the classical theory of the rate
of interest arethe demand curvefor capital and theinfluence of therate of interest on
the amount saved out of agivenincome; and when, (e.g.,) thedemand curvefor capital
shifts, the new rate of interest, according to thistheory, isgiven by the point of intersection
between the new demand curvefor capital and the curverelating therate of interest to
theamountswhichwill be saved out of givenincome. Theclassical theory of therate of
interest seems to suppose that if the demand curve of capital shiftsor if the curve
relating therate of interest to the amounts saved out of agivenincome shiftsor if both
these curvesshift, the new rate of interest will be given by the point of intersection of the
new positionsof thetwo curves. However, thistheory does not make any sense. For the
assumption that incomeis constant isinconsi stent with the assumption that these two
curvescan shift independently of one another. If either of them shifts, then, in general,
incomewill change; with theresult that the whol e schematism based on the assumption
of givenincome breaksdown.... Intruth, the classical theory hasnot been aivetothe
relevance of changesinthelevel of incomeor the possihility of thelevel of incomebeing
actually a function of the rate of the investment.’

Ilustrating his above views diagrammatically, Keynes has further, stated that ‘the
functionsused by the classicd theory, namely, the response of investment and theresponse
of amount saved out of agivenincometo changein therate of interest, do not furnish
material for a theory of the rate of interest...”

Thirdly, the classical theory of rate of interest isfaulty because it ignoresthe
influence which the bank created money (credit) exertson therate of interest.

Theclassical theory isalsofaulty, sinceit completely ignoresthe consideration of
the asset demand for money and regards money as being demanded exclusively for the
transactions purposein order to removethedifficultiesof barter. In short, theclassical
theory of therate of interest isat best ahalf-baked faulty explanation of determination
of thelong-run equilibrium rate of interest. It cannot be accepted as acomplete and
scientific explanation of the complicated process through which the interest rateis
determinedin an economy where, far from being neutral, money playsan important and
activerolein shaping the entire processes of production and distribution by acting not
only asthe medium of exchange but also asthe permanent store of value.

CHECK YOUR PROGRESS

1. What are the three important features of the classical theory of the rate of
interest?

2. Giveany oneweakness of the classical theory of interest.

2.3 KEYNESIAN MODEL OF INTEREST AND ITS
SHORTCOMINGS

Keyneshad criticized the classical theory and hewasnot satisfied with the neo-classical
or loanablefundstheory of rate of interest. According to him, therate of interest wasnot
a return on saving or waiting. ‘It is the *price’ which equilibrates the desire to hold
wealth in the form of cash with the available quantity of cash.” In other words, the rate



of interestispurely amonetary phenomenon and itsdetermination doesnot have anything Theory of Interest
to dowith saving and investment.

Initssmpleform, theliquidity preferencetheory of interest rate statesthat the
equilibrium rate of interest isdetermined at that point wheretheliquidity preferenceor
the demand schedul e for money intersectsthe supply schedul e of money. The demand
for money or the liquidity preference arises due to the transactions motive, the
precautionary motive and the specul ative motive. Thetransactionsmotiverelatestothe
demand for money for transactions purposewhich in the case of businessfirmsdepends
upon the size or volume of total turnover and in the case of individual s depends upon
theirincome, the frequency withwhichincomeisreceived or thetimeinterval between
pay periodsand the general practice of making payments. The precautionary motive
givesriseto thedemand for money for facing unforeseen contingencies such assudden
sickness, arrival of guests, accidental loss of lifeand property, etc.

Keyneslumpstogether thesetwo demandsand relatestheseto thelevel of income.
Thetransactionsdemand and the precautionary demand for money areinterest-inelastic.
The speculative motive which is defined as ‘the object of securing profit from knowing
better than the market what the future will bring forth” gives rise to the speculative
demand for money which isinterest-elastic with the elasticity increasing astherate of
interest fallsuntil at somelow enough rate of interest (around two per cent) the demand
becomes perfectly interest-elastic. In other words, while the transactions and
precationary demand for money (M,) areapositive function of thelevel of income(Y),
the specul ative demand for money (M.,) isanegative function of therate of interest (r).
Thusthetotal demand for money (M )iscomposed of M, whichisapositivefunction of
incomeand M, whichisanegative function of therate of interest. Thus,

M,=M,=L(Y)+M,=L,r)
Thesupply of money inthe economy isautonomoudy determined by themonetary

authority. It comprises the currency and commercial banks’ demand deposits, i.e.,
M_=C +D. Itistaken asfixed and is non-responsive to changesin the interest rate.

NOTES

Conseguently, the money supply curve MM isavertical straight line asshownin
Fig. 2.2. Theequilibrium rate of interest isdetermined corresponding to the point of
intersection of the negatively sloping demand curvefor moneyM =M, + M, = L (Y) +

L(r) and thevertical supply curve of money MM; ashasbeenshowninFigure2.2.

Figure 2.2 showsthe determination of theequilibrium rate of interest accordingto
the liquidity perference theory of interest rate. In the figure, the demand curve for
money M, = M, + M, = L (Y) + L(r) isnegatively sloping, showing that theliquidity
preference or the demand for money isanegative function of therate of interest. The
interest-eladticity of the curveincreasesastherate of interest fallsuntil at somecritically
low enough rate of interest (inthefigureitisOr ) it becomes perfectly horizontal, showing
that the demand for money has become perfectly interest-elastic. Inthefigureat point C
and beyond, the demand curvefor money is perfectly interest-elastic. Thissituationin
literatureisknown astheliquidity trapwhich hasgivenriseto fierce controversy among
theeconomidts.

InFigure2.2, MMy istheautonomously determined supply curve of money. Its
interest elagticity iszero. Thetwo curvesintersect at point A corresponding towhich the
rateof interest isOr . Thisrate of interest isthe equilibrium rate of interest becausethe
total amount of money demanded by the public at thisrate of interest isjust equal tothe
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total supply of money made available by the monetary authority to satisfy the demand
for money. At any rate of interest other than thisparticular rate, therewill bedisequilibrium
between the demand for and the supply of money—either the total demand for money
will exceed or fall short of thetotal supply of money availableinthe system. Itisclear
that theliquidity preference function remaining unchanged, any increase (decrease) in
the money supply represented by the rightward (Ieftward) shift in the money supply
functionwill causeafal (rise) in the equilibrium rate of interest unlessthe equilibrium
rate of interest hasalready touched theliquidity trap rate of interest. In Figure 2.2, when

the money supply function shiftsrightward from MM , to M&v¢ theequilibrium rate
of interest fallsfrom Or_to Or¢ showing that an expansionary monetary policy iseffective
inraisingthelevel of aggregate employment and output in the economy by causing an
increase in the aggregate investment depending upon the interest elasticity of the
Investment demand function.

Mf‘,g _-"'Ar| T .-'U:
= Ly(Y) + Ly(r)

Liquidity Trap

Rate of Interest ()

B

0 M M
Demand for Money (M,). Supply of Money (M)

Fig. 2.2 Supply Curve of Money
Criticiam
Theliquidity preferencetheory of interest rate has not escaped criticisms. First, being
completely astock theory, therateof interest inthistheory isasmuchindeterminate as
itwas in the classical theory. According to Alvin H Hansen, ‘the Keynesian theory, like
theclassical, isindeterminate. In the Keynesian case the money supply and demand
schedules cannot givetherate of interest unlesswe already know theincomelevel; in

theclassical casethe demand and supply schedulesfor saving offer no solution until
income is known. Keynes’ criticism of the classical theory applies to his own theory.’

Second, the theory cannot explain the determination of therate of interestinthe
long period becauseit focusses attention only on thosefactorswhich arerelevant only in
theshort period.

Third, thetheory cannot explain the co-existence of the different interest rateson
the basisof liquidity preference becauseinterest rateswill haveto be perfectly uniform
dueto the perfect uniformity of money or cash balances.

TheFourth criticism of thistheory isthat itiswrongto say that rate of interest is
not the reward for “saving or waiting as such.” Keynes blissfully forgets that without
saving or waiting, investment funds cannot be obtained. Jacob Viner stated the correct



position when he asserted that ‘without saving there cannot be liquidity to surrender...
the rate of interest is the return for saving without liquidity.’

TheFifth criticism of thetheory isthat although in the short period at any given
point of time the rate of interest will be such that the community’s total holding of cash
must be equal to thetotal existing stock of money, but itisequally truethat over along
period therate of interest must tend to that level wherethe saving and investment flows
areinequilibrium.

Last, Keynes’ basic proposition in his theory is that the rate of interest and the
demand for money, more particularly the specul ative demand for money, areinversely
related. According to Don Patinkin, “Keynes’analysis of the implication of this dependence
isrepeatedly marred by aconfusion (which characterizesthe later Keynesian literature
aswell) between hisbasi ¢ proposition that the amount of money demanded isinversely
dependent upon therate of interest and the compl etely different proposition that the
equilibrium rate of interestisinversely dependent on theamount of money. Hisdiscussion
of theliquidity preferencein The General Theory shiftsuninhibitedly from oneproposition
to the other with never an indication that they are in any way not identical. More
specifically, there is never arecognition that, in our terminology, the first of these
propositions describesan individual experiment and the second amarket experiment,
and that the truth of the first does not imply the truth of the second.’

CHEcK YOUR PROGRESS

3. What doestheliquidity preferencetheory of interest state?
4. What is the basic proposition of Keynes’s theory?

24 SUMMARY

- Theclassical theory of interest rate cannot be ascribed to any one singlewriter
bel onging to the classical schooal.

- According to John Maynard Keynes, it is “difficult to state it precisely or to discover
an explicitaccount of it in the leading treatises of the modern classical school’.
Following Adam Smith, theclassical writersbe nginterested in those fundamental
forceswhich determined thelong term interest rate, disregarded those factors of
temporary and ‘secondary’ nature which characterized the short-run disequilibrium
Stuations.

- Themain propelling force behind thedemand for investible fundswasthe physica
productivity of present capital goodswhich provided incentivefor thefirmsto
undertakeinvestment and add to their capital stock.

- According to the classical approach, the rate of interest was a factor which
brought into equilibrium the demand for investment and the supply of savings.

- Investment represented the demand for investible funds and savingsrepresented
the supply of these funds while the rate of interest was that “price’ of the investible
fundsat which the supply of and the demand for investible fundswere equated.

- Theclassicd theory of interest rate hasbeen criticized on several grounds. Besdes
others, it has been severely criticized by Keynes.’
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- Inthefirst place, the classical theory of interest rate isincomplete because it

consdersonly thereal asdistinct from the monetary and only theflow asdistinct
from the stock variables.

- Besgdesquestioning theform of the classical saving supply andinvestment demand

schedules, Keynes has criticized the classical view that rate of interest isthe
‘price’ which equates the demand for and the supply of investible resources.

- Theclasscal theory isa sofaulty sinceit completely ignoresthe consi deration of

the asset demand for money and regards money as being demanded exclusively
for the transactions purposein order to removethedifficulties of barter.

- Keyneshad criticized the classical theory and he was not satisfied with the neo-

classical or loanablefundstheory of rate of interest. According to him, the rate of
interest wasnot areturn on saving or waiting.

- Keyneslumpstogether thesetwo demandsand relatesthesetotheleve of income.

Thetransactions demand and the precautionary demand for money areinterest-
ingladtic.

- Theliquidity preferencetheory of interest rate has not escaped criticisms. First,

being completely a stock theory, the rate of interest in thistheory isas much
indeterminate asit wasin the classical theory.

2.5

KEY TERMS

- Investment: Aninvestment isan asset or item that is purchased with the hope

that it will generateincomeor will appreciatein thefuture. In an economic sense,
aninvestment isthe purchase of goodsthat are not consumed today but are used
inthefutureto create wealth.

- Interest rate: Interest rateisthe amount charged, expressed asa percentage of

principal, by alender to a borrower for the use of assets. Interest rates are
typically noted on an annual basis, known asthe annual percentagerate (APR).

- Equilibrium: Equilibriumisaconditioninwhichall influencesacting cancel each

other, so that astatic or balanced situation results. In physics, equilibrium results
from the cancellation of forces acting on an object.

2.6

ANSWERS TO ‘CHECK YOUR PROGRESS’

. Thethreeimportant features of the classical theory of therate of interest are as

follows

- Itisapurely flow theory, i.e., the saving supply and investment demand
variables which determine the rate if interest are the flow quantities as
distinct fromthe stock quantities.

- Both saving and investments are the real variables as distinct from the
monetary variables.

- If the equilibrium between saving and investment isdistributed due to the
shiftinany of thefunctions, it isre-established exclusively through changes
intherate of interest without any way affecting any other variable.

2. Theclassical theory of interest rateisincomplete becauseit considersonly the

real asdistinct from the monetary and only the flow asdistinct from the stock



variables. The result is that both the stock as well as the monetary variables
which affect therate of interest are completely left out from the discussion of
interest rate determination. Any compl ete theory worth its name should be broad
enough toinclude both the stock and the money variables.

3. Theliquidity preference theory states that the equilibrium rate of interest is
determined at that point wheretheliquidity preference or the demand schedule
for money intersectsthe supply schedule of money.

4. The basic proposition of Keynes’ theory is that the rate of interest and the
specul ative demand for money areinversely related.

2.7 QUESTIONSAND EXERCISES

Short-Answer Questions

1. Defineclassical theory of interest.

2. Why isKeynesian theory considered superior to thetraditional quantity theory of
money? Give reasons or your answe.

3. Statethe arguments of Keynesfor deficit spending.
Long-Answer Questions

1. Discussthe classical theory of rate of interest. On what grounds did Keynes
criticizeit?

2. Explaincritically theliquidity preferencetheory of interest rate.

3. Explain the merits of the Keynes’ version of the quantity theory of money.
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3.0 INTRODUCTION

The word ‘bank’ is generally used in the sense of a commercial bank. The word is of
Germanic origin. Although, some historians trace its origin to the French word ‘Banqui’
and the Italian word ‘Banca’. Abank is referred as an establishment authorized by a
government for keeping, lending, and exchanging of money or coinsinthe marketplace
by money lenders and money changers.

A commercia bank, whichisalso known asbusinessbank, isakind of financia
institution and intermediary. It isabank that offerstransactional, savings and money
market accountsand acceptstimedeposits. The understanding of the businessconducted
by the commercial banks is very significant in today’s conditions. Banks are said to be
departmental storesof financial servicesasthey render awide variety of such services
totheir customers. Therange of these servicesdiffersfrom bank to bank, depending
mainly on the different size and the types of banks. They are al so the most important
function of abank.

Inthisunit, youwill learn about thedifferent functionsof commercial banks. This
unit will also discussthe nature of the banking systemsand the various servicesprovided
by them including the credit creation process. Therole, functions, and monetary policy
of RBI have a so been explainedin thisunit.

3.1 UNIT OBJECTIVES

After going through thisunit, you will beableto:
- Definethe principlesof commercia banking
- |dentify the credit creation process of commercial banks
- Explaintherole of specialized bankslike DBl and NABARD
- Discussthevariousfeaturesand functionsof RBI
- Statethe monetary policy of RBI
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3.2 PRINCIPLESOF COMMERCIAL BANKING

Commercial banksare organized on ajoint stock company system, primarily for the
purpose of earning aprofit. They can be either of the branch banking type, asseenin
most of the countries, with alarge network of branches, or of the unit banking type, as
seen mainly inthe USA, where a bank’s operations are confined to a single office or to
afew brancheswithinastrictly limited area. Although, the commercial banksattract
deposits of all kinds—current, savings and fixed—their resources are chiefly drawn
from current depositswhich are repayable on demand. So, they attach muchimportance
totheliquidity of their investments and as such they specializein satisfying the short-
term credit needs of businessrather than thelong-term.

Thetwo essential functions of acommercial bank may best be summarized as
the borrowing and the lending of money. They borrow money by taking all kinds of
deposits. Deposits may be received on current account whereby the banker incursthe
obligation to repay the money on demand. Interest isnot payable on current account
deposits. When depositsare received on savings bank account aswell, the bank undertakes
the obligation to repay them on demand. Interest isusually allowed on savings bank
depositsathough thereare usually restrictionson thetotal amount that can bewithdrawn
and/or the number of timeswithdrawalsare allowed during adefined period. When
depositsarereceived on fixed deposit accounts, the banker incursthe obligation to repay
the money together with an agreed rate of interest after the expiry of afixed period.
When deposits are received on deposit accounts, the banker undertakesto repay the
customer together with an agreed rate of interest in return for the right to demand from
him an agreed period of noticefor withdrawals. Thus, acommercia bank mobilizesthe
savings of the society. Thismoney isthen provided to those who are in need of it by
granting overdrafts or fixed loans or by discounting bills of exchange or promissory
notes. In short, the primary function of acommercial bank isthat of abroker and a
dealer in money. By discharging thisfunction efficiently and effectively, acommercia
bank rendersavery valuabl e service to the community by increasing the productive
capacity of the country and thereby accel erating the pace of economic development. It
gathersthe small savingsof the people, thusreducing the quantity of idle money to the
lowest limits. Then, it combinesthese small holdingsin amountslarge enough to be
profitably employedinthose enterpriseswherethey aremost called for and most needed.
Here, it makes capital effective and givesindustry the benefitsof capital, both of which
otherwisewould haveremained idle. For instance, take the practice of discounting bills
of exchange. By converting future claimsinto present money, the commercial bank
bridgesthe time element between the sale and the actual payment of money. Thiswill
enablethe seller to carry on hisbusinesswithout any hindrance; and the buyer will get
enoughtimetorealizethemoney.

Thus, acommercia bank receivesdepositswhichit hasto repay accordingtoits
promise and makesthem availableto thosewho arereally in need of them. Thebank is
actualy distributing its deposits between the borrowersand itsown vaults. Herein, lies
the most delicate of the functionsof acommercia bank.

Besidesthesetwo main functions, acommercial bank performsavariety of other
functionswhich may broadly be grouped under two main heads, viz., the agency services
and the general utility services.



Agency Services Banking

A commercial bank providesarange of investment services. Customerscan arrangefor
dividendsto be sent to their bank and paid directly into their bank accounts, or for the
bank to detach coupons from bearer bonds and present them for payment and to act NOTES
upon announcementsin the press of drawn bonds, couponspayable, etc. Ordersfor the
purchase or sale of stock exchange securities are executed through the banks’ brokers
whowill also givetheir opinionson securitiesor listsof securities. Similarly, bankswill
make applications on behalf of their customersfor allotmentsarising from new capital

issues, pay calsasthey fal dueand ultimately obtain share certificatesor other documents
of title. On certain agreed terms, the bankswill alow their namesto appear on approved
prospectuses or other documents as bankers for the issue of new capital; they will

receive applicationsand carry out other instructions.

A commercia bank undertakesthe payment of subscriptions, premia, rent, etc.,
on behalf of itscustomers. Similarly, it collects cheques, billsof exchange, promissory
notes, etc., on behalf of itscustomers. It also actsasacorrespondent or representative
of itscustomers, other banksand financial corporations.

Most of the commercial banks have an ‘Executor and Trustee Department’.
Some may have affiliated companiesto deal with thisbranch of business. They aimto
provide acomplete range of trustee, executor or advisory servicesfor asmall charge.
The businessof banksacting astrustees, executors, administrators, etc., has continuousy
expanded with considerable usefulnessto their customers. By appointing abank asan
executor or trustee of his/her will, the customer securesthe advantage of continuity,
avoiding to have made changes, impartiality in dealing with beneficiariesand inthe
exercise of discretionsand thelegal and specialized knowledge pertai ning to executor
and trustee services. When a person dieswithout making awill, the next-of-kin can
employ the bank to act asadministrator and to deal with the estatein accordance with
therulesrelatingtointestacies. Alternatively, if atestator makesawill but failsto appoint
anexecutor, or if an executor isunableor unwilling to act, the bank can usually undertake
the administration with the consent of the personswho are immediately concerned.
Bankswill act solely or jointly with othersin these matters, asa sointhe case of trustee
for stocks, shares, funds, propertiesor other investments. Under adeclaration of trust, a
bank undertakes the supervision of investments and distribution of income; a customer’s
investments can be transferred into the bank’s name or control, thus enabling it to act
immediately upon anoticeof rightsissue, alotment |etters, etc. Alternatively, whereitis
not desired to appoint the bank as nominee, these servicesmay still be carried out by
appointing the bank asattorney. Where businessisincluded in an estate or trust, abank
will providefor itsmanagement for alimited period, pending itssaleto the best advantage
asagoing concern or transfer to abeneficiary.

Private companieswishing to set up pension fundsmay appoint abank ascustodian,
trustee and investment advisor, while retai ning the administration of the schemeinthe
hands of the management of the fund.

Most bankswill undertake the preparation of income tax returns on behalf of
their customersand claim for therecovery of overpaidtax. They also assst the customers
in checking theassessments. In addition totheusua claimsinvolving persond alowances
andreliefs, clamsare prepared on behalf of residents abroad, minors, charities, etc.
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General Utility Services

These services are those in which the bank’s position is not that of an agent for his
customer. They include the issue of credit instruments like letters of credit and travellers’
cheques, the acceptance of billsof exchange, the safe custody of val uablesand documents,
thetransaction of foreign exchange business, acting asareferee asto the respectability
andfinancial standing of customers, providing specialized advisory serviceto customers,
etc.

Banker’s Drafts and Letters of Credit

By selling drafts or orders and by issuing letters of credit, circular notes, travellers’
cheques, etc., acommercial bank is discharging a very important function. A banker’s
draft isan order, addressed by one office of abank to any other of itsbranchesor by any
one bank to another, to pay a specified sum to the person concerned. A “letter of credit’
isadocument issued by abanker, authorizing some other bank to whom it isaddressed,
to honour the cheques of a person named in the document, to the extent of a stated
amount in the letter and charge the same to the account of the grantor of theletter of
credit. A letter of credit includesapromise by theissuing banker to accept al billsof
exchangetothelimit of credit. When the promiseto accept isconditional onthereceipt
of documents of title to goods, it is called a ‘documentary letter of credit’. When the
promise isunconditional, itis called a “‘clean letter of credit’. Letters of credit may again
be classified as revocable and irrevocable. A ‘revocable letter of credit’ is one which
can be cancelled at any time by theissuing banker. However, the banker will still be
liable for bills negotiated before cancellation. An “irrevocable letter of credit’ is one
which cannot be cancelled before the expiry of the period of its currency. ‘Circular
letters of credit’ are generally intended for travellers who may require money in different
countries. They may be divided into “travellers letter of credit” and ‘guarantee letters of
credit’. A “travellers letter of credit’ carries the instruction of the issuing bank to its
foreign agents to honour the beneficiary’s drafts, cheques, etc., to a stated amount
which it undertakes to meet on presentation. While issuing a ‘guarantee letter of credit’,
the bank securesaguaranteefor reimbursement at an agreed rate of interest, or it may
insist on sufficient security for the grant of credit. Thereisyet another typewhichis
known as ‘revolving credit’. Here, the letter is so worded that the amount of credit
available automatically revertsto the original amount after the bills negotiated under
them areduly honoured.

Circular Notes, Travellers Cheques, Circular Cheques

Circular notes are cheques on the issuing banker for certain round sumsin hisown
currency. On the reverse side of the circular noteis aletter addressed to the agents
specifying the name of the holder and referring to aletter of indication in hishands,
contai ning the specimen s gnature of the holder. The notewill not be honoured unlessthe
letter of indication is presented. Travellers’ cheques are documents similar to circular
notes with the exception that they are not accompanied by any letter of indication.
Circular cheguesareissued by banksin certain countriesto their agentsabroad. These
agentssell themto intending visitorsto the country of theissuing bank.

Safe Custody of Valuables

Another important servicerendered by amodern commercia bank isthat of keepingin
safe custody val uabl essuch as negotiable securities, jewel lery, documentsof title, wills,



deed-boxes, etc. Some branchesare a so equipped with specially constructed strong
rooms, each containing alarge number of private steel safesof various sizes. These
may beused for asmall fee. Each user isprovided with thekey of anindividua safeand
thusnot only obtains protection of his’her valuablesbut also retainsfull persona control
over them. The safesare accessible at any time during banking hours, and often longer.

Night Safes

For shopkeepersand other customerswho handlelarge sums of money after banking
hours, “night safes’ are available at many banks. Night safe takes the form of a small
metal door on the outsidewall of the bank, accessible from the street, behind which
there is a chute connecting with the bank’s strong room. Customers who require this
serviceare provided with aleather wallet, which they lock before placingin the chute.
Thewallet isopened by the customer when he callsat the bank the next day to get the
contentscredited to hisaccount.

Referee as to the Respectability and Financial Status of the Customer

Another function of great value, both to banks and businessmen, isthat of the bank
acting asareferee asto the respectability and financial statusof the customer.

Bank Giro

Among the servicesintroduced by amodern commercial bank during thelast quarter of
acentury or so, the ‘bank giro’ and “credit cards’ deserve special mention. The ‘bank
giro’ is a system by which a bank customer with many payments to make, instead of
drawing achequefor each item, may simply instruct hisbank to transfer to the bank
accounts of hiscreditorsthe amount due from him. He writes one cheque debiting his
account with thetotal amount. Credit advices containing the name of each creditor with
the name of his bank and branch will be cleared through the “credit clearing’ of the
clearing house, which operatesin asimilar way asfor the clearing of cheques. Even
non-customers of a bank may make use of thisfacility for asmall charge. A direct
debiting service is also operated by some banks. This service is designed to assist
organizationswhich receive large number of paymentson aregular basis. A creditor is
thereby enabled, with the prior approval of the debtor, to claim any money dueto him
direct from the debtor’s bank account. To some organizations, for example, insurance
companies, which receive, say, Sx equal sumson six datesin ayear, theschemeisonly
an extension of the standing order facility but for the public utilitiesand traderswhich
send out invoicesfor valuable amountsat differing times, the schemeisan entirely new
one.

Credit Cards

A credit card isbasically apayment mechanism which allowsthe holder of the card to
make purchaseswithout any immedi ate cash payment. Credit limit isfixed by theissuing
bank and the limit is determined by the financial history as well asthe type of card.
Usersareissued with acard on production of which their signatures are accepted on
invoicesin merchant establishments participatingin the scheme. Theissuing bank makes
the payment to the merchant establishment selling therelevant goods or services. The
holder to whom the card isissued, in turn, reimbursesthe bank on receipt of the billing
satement. Generally, itisnot necessary to reimburse the bank with theentireamount on
thebilling statement. After making payment of the minimum amount due every month,
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the balance could be staggered over aperiod. Of course, outstanding balance plusany
overduewill attract service charge at acertainrate. Also, usersare generaly required
to pay aregular subscription for the use of the service. Different types of cards are
available. The benefits attached to the card vary according to the type of the card.

Often, the bank whichissuesthe card will beamember of apaymentsbrand. For
instance, VISA isapaymentsbrand with global paymentssystem. Itscardsare accepted
at numerouslocations (about 23 million merchant establishments) all over theworld. All
establishmentsdisplaying VISA logo accept VISA cardsfor al transactions. Of course,
VISA itself doesnot offer cardsor financial services; it only advances new payment
productsand technol ogieson behalf of itsmembers.

On every card transaction conducted, the merchant establishment will givea
commission which will be shared by theissuing bank and the acquirer bank (i.e., the
bank which approaches the merchant establishment for itsacceptance of the card). If it
isabranded card, apart of the commissionwill goto the paymentsbrand. For instance,
ifitisaVISAcard, a part of the commission will go to VISA. Suppose Bank ‘A’ has
convinced merchant establishment X’ to accept VISA cards. This means that all VISA
cards will be accepted by establishment *X’. In case establishment *X’ accepts the
VISA card issued by Bank ‘B’, then the commission will be shared by Bank ‘A’, Bank
‘B”and VISA. Establishment *X”will collect the amount due to it from Bank ‘A’ and
Bank ‘A’ will collect the amount from Bank ‘B’ (the bank which has issued the card).
Bank “B’ will collect the amount from the card holder. The entire transaction is routed
viaVISA.

Kisan Credit Cardsand Laghu Udyami Credit Cards

A Kisan Credit Card (used to be designated as ‘green card’ by some banks) issued by
Indian banks, aimed at providing adequate and timely support from the banking system
tothefarmersfor their cultivation needsincluding purchase of inputsin aflexibleand
cost effective manner. More specifically, kisan credit cardswill facilitatefarmersinthe
purchase of agricultural inputs such asseeds, fertilizersand pesticidesand to draw cash
for other production and ancillary needs as many timesasthey wish. Unlikethe usual
credit cards, kisan credit cards areissued based on the landhol ding of agriculturists. As
such, the provision of one-by-six scheme (i.e., the provision requiring the hol der of a
credit card to furnishincometax return) isnot applicableto holdersof kisan credit cards.
The credit extended in the case of akisan credit card would be revolving cash credit and
providesfor any number of drawal sand repaymentswithin thelimit. The quantum of
limit isbased on operational landholding, the cropping pattern and scales of finance
approved for the area. The cards are valid for three years and subject to an annual
review.

Encouraged by the kisan credit card scheme, Laghu Udyami Credit Cardshave
beenintroduced in Indiafor providing smplified and borrower-friendly credit fecilitiesto
retail traders, artisans, professionalsand self-employed persons, small industrial units
and smdl businessmen including thosein thetiny sector.

Debit Cards

The main difference between credit cards and debit cards lies in the words “credit’ and
‘debit’. In case of a credit card, the card holder makes the cash payment at the end of
themonth. On other hand, in the case of adebit card, it runsdown onesdeposit account
the moment the saleismade. In other words, whileusing adebit card, oneisusing ones



own money in the bank account. Thus, while making a payment to a merchant Banking
establishment by using adebit card, it assumesthe form of atransaction betweenthe

establishment and onesbank account. Debit cardsare morereadily accepted by merchant

establishments since they get instant payment. Debit cardsfree the card holder from

carrying cash for his/her purchases. Although, debit cardsare convenient in one sense, NOTES

the card holder hasto be extremely careful withthecard. If thecardislost or isstolen,
the entire balance in the bank account could be emptied with asingle purchase by an
unscrupul ous person.

ATM Cards

AnATM (Automatic Teller Machine) Card isavariation of adebit card which onecan
usein acash machine by punchingin onesPIN (Personal Identification Number) for
making cash withdrawal sfrom onesbank account. ATM cards have the advantage over
debit cardsin that aperson other than the card holder will not be ableto useit for cash
withdrawals because of the secrecy surrounding the card holder’s Personal Identification
Number. Also, most bankslimit the amount of cash that can be withdrawn on any single

day.
Budget Accounts

Some banks are opening budget accounts for credit-worthy customers. The bank
guaranteesto pay, for aspecific charge, certain types of annual bills (e.g., fuel bills,
rates, etc.,) promptly asthey become due, whilerepaymentsare spread over atwelve-
monthly period from the customer’s account.

All these money transmission serviceshave particul ar regard to the devel opments
in computerised book-keeping which thebanksin most countrieshave already introduced.

EFT (Electronic Funds Transfer) Service

Another important service which isof comparatively recent origin isthe Electronic
Funds Transfer (EFT) service. Thisis a service under which funds are transferred
electronically over thetelephone, either nationally or internationally. International funds
transfers from applicant to beneficiary are made in as little as a few seconds. The
international network known as *SWIFT’ (Society for Worldwide Interbank Financial
Telecommunications), an organi zation promoted by banksand financid inditutionsaround
the world, is utilized to facilitate the speedy transfer of funds across international
destinationswithout any paper work and expeditious efficiency. SWIFT isthe largest
network in the world which has around 4,800 usersin 130 countries. Thisis apath
breaking technology that will ultimately pavetheway for paperlessbanking. Inaddition
tothe servicewnhichit renderstoindividual customers, it will goalongway incuringthe
corporate sector’s headaches of cash management in multiple locations.

Overseas Trading Services

Recognition of overseas trade has encouraged modern commercial banks to set up
branches specializing in the finance of foreign trade. Banksin some countries have
takeninterest in export houses and factoring organi zations. Ass sted by banksaffiliated
tothem in overseasterritories, they are able to provide acomprehensive network of
servicesfor foreign banking business, and many transactions can be carried through
from the start to finish by ahome bank or subsidiary. In places where banks are not
directly represented by such affiliated undertakings, they have working arrangements
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with correspondents so that the banks are in aposition to undertake foreign banking
businessin any part of theworld.

The banks provide morethan just ameansfor the settlement of debts between
traders, both at homeand abroad for the goodsthey buy and sell. They area so providers
of credit and enable the company to rel ease the capital which would otherwise betied
up in the goods exported. An outline of some of the services provided by banks for
overseastradersisgiven.

For centuries, the bill of exchange hasbeen one of the chief meansof settlement
intrade. Itsfunctionisto enable aseller or exporter of goodsto obtain cash assoon as
possible after the dispatch of goods, and yet enable the buyer or importer to defer
payment until the goodsreach him or | ater.

There are many waysin which trade may be financed with bills of exchange.
Two common waysareasfollows:

1. Theexporter will draw abill of exchange on theimporter, or, by arrangement
between the parties, on the importer’s bank, for the amount of the exporter’s
invoicefor thegoods. Shipping documents(usudly theinvoice, marineinsurance
policy and the “bill of lading’ which is the shipowner’s receipt for the goods)
whichwill convey titleto the goodsare attached to the bill of exchange. The
exporter will sell (“negotiate” in technical terms) the bill with the documents to
alocal banker. Thereceipt of the documents of titlealong with thebill means
that, in effect, goodsare in possession. Thus, the bank will bewilling to pay
theexporter practically the full amount of hisinvoiceand bill. The bank will
immediately forward the bill and the documentsto itsbanking correspondents
or agents in the importer’s country to be presented to the importer, or the
importer’s bank as the case may be, for payment if the bill is payable on
demand, or for acceptance if the bill isa “term bill’.

2. The importer’s bank, at its request, will arrange for its banking correspondents
or agents in the exporter’s country to accept a term bill drawn on them by the
exporter, and to be accompanied by shipping documents mentionedin (1)
above. (Such an arrangement is an example of ‘opening credit’ which is
mentioned below). Whenthebill isaccepted, it will bereturned to the exporter
who can either keepit until the period of thebill expiresand then claim payment
from the accepting bank, or, asismorelikely in practice, sdl thebill to hisown
or other banks. The accepting bank, upon accepting thebill, will detach the
shipping documents and send them to the importer’s bank.

Ifa bill is payable on demand (i.e., a “demand bill’), the importer, or his bank on
hisbehdf if thebill isdrawn on that bank, hasto pay thewhole amount whenthebill is
presented.

If the bill is drawn payable at a later date (i.e., a “time bill” or a “term bill”), for
examplethreemonthsafter presentation, it is, upon presentation, accepted by theimporter
ifitisdrawn onhim, or by hisbank on hisbehdf if itisdrawnonit by special arrangement.
However, theimporter isnot called upon to pay until the three monthsare up.

Usually, thearrangement between thebuyer and the saller will bethat the shipping
documentswhich accompany thebill are to be detached upon payment or acceptance of
thebill by theimporter or by abank on hisbehalf. The documentsthusbecomeavailable
to the buyer so that he can take delivery of the goodswhen the ship arrives, resell them
inthe ordinary way; and from the proceeds recoup himself or hisbank, or make funds
availableto meet the bill whenit matures.



An overseas buyer may arrange through hisbank in the home country to opena
documentary credit in favour of the seller. Thisisan undertaking that the bank will
honour draftsdrawn in accordance with thetermsof credit, if accompanied by stipulated
shipping documents, insurance policies, etc., and presented not later than the date of
expiry of the credit. Thetermsusually cover the nature, price and quantity of the goods,
the method of shipment, the documentsto be attached and the date by which shipment
must be effected. The creditor may undertake payment of ademand draft or acceptance
of aterm draft. It may be expressed in home currency or in foreign currency, this
depending on the condition of sale. It may be either revocableor irrevocable. Theformer
may be cancelled at any time, but thelatter cannot be cancelled without the consent of
both the parties. Therefore, anirrevocable credit provides much greater protectionto
the exporter.

If, for instance, aforeignimporter hasno account with an Indian bank, hewill
open the credit with hislocal bank. The exporter may, however, prefer to receive a
corresponding advicethat the credit isopened from an Indian bank. Consequently, itis
usual for the foreign bank to instruct its Indian banking correspondent to advise the
credit to the exporter. Asan additional safeguard, an Indian exporter may requirehis
bank not only to advice but also to undertake respons bility by addingits confirmation.
This is known as a ‘confirmed credit’. Having received the advice on shipment of the
goods, the exporter must lodge the documentswithin thetime alowed by the credit. If
thedocumentsarein order asstipulated in the credit, the exporter will receiveimmediate
payment if it providesfor sight payment. If it callsfor abill drawn payableafter sght, the
bank will accept thebill whichwill then beavailablefor discount. If, for any reason, the
exporter isunableto present the document he must request theimporter to instruct the
relevant bank to extend or amend the credit.

In case where it is not possible to arrange a documentary credit and the
arrangement isfor payment to be made only when the goods have been sold, abank can
usually undertake the dispatch of the shipping documents and arrange the goodsto be
warehoused and insured in the name of a correspondent bank, pending delivery of the
goods in part or in whole to the exporter’s agent against payment. The correspondent
bank will then remit proceeds of salesasand when they are made by the agent. Exporters
who are dealing with first-class agents may be prepared to ship their goods on open
account. In such cases, the exporter usually sendsthe documentsdirectly by air mail to
the consignee, who actsas hisagent for the sal e of the goods. Remittances, in order to
avoid theinconveniences of collection, may be by acheque on an Indian bank or by a
telegraphic transfer.

I nformation and Other Services

Aspart of their comprehensive banking services, many banksact asamajor source of
information on overseastradein al itsaspects. Some banksproduce regular bulletinson
trade and economic conditionsat homeand abroad, and special reportson commodities
and markets. In some cases, they invite enquiriesfrom those wishing to extend their
foreigntrade, and areablethrough their correspondentsto furnish the namesof reputable
and interested deal ers of goods and commodities and to advise on the appointment of
suitable agents. For businessmen travelling abroad, | ettersof introduction indicating the
purpose of journey undertaken, can beissued addressed to banking correspondentsin
thevariouscentresitisproposed tovisit. Inthisway, it isoften possibleto establish new
avenues of business. On request, banks obtain confidential opinionson thefinancial
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standing of companies, firmsor individualsat home or overseasfor customersfor the
purpose of business.

Commercia banksfurnish adviceand information of trade, outsideitsscope. If it
isdesired to set up asubsidiary or branch overseas(or, for an overseas company to set
upinthehome country) they provide detailed information onlocal legal requirementson
company formation, tax requirements, exchange control andinsurance, hel pingtoestablish
contact with local banking organizations.

To sum up, the servicesrendered by amodern commercia bank isof inestimable
value. It congtitutesthe very life blood of an advanced economic society. Inthewords of
Walter Leaf:

“The banker is the universal arbiter of the world’s economy.’
Certain Sound Commercial Principles

Just asinthe case of any other commercial enterprise, thecommercial banksstriveto
earn aprofit. However, isprofitability everything which abank should pay attentionto?
Canwejustify acommercial bank inemployingitsfundsin arisky manner inanticipation
of windfall profits? The answer isdefinitely in the negative. A commercial bank isa
custodian of others’ surplus funds. Therefore, while earning a profit, the bank should

never forget thefact that it isdoing businesswith thefundsof others, whichit acquires
because of itscredit. It hasbeen seen that these funds (deposits) are either repayableon
demand or after the expiry of afixed period. In either case, the bank must beready to
meet the liabilitieswhenever necessary. In other words, it meansthat the bank hasmany
outstanding contractsfor thefuture delivery of money. In case of failure, it will sufferin
itscredit whichisthe very bas c foundation onwhich itsbusinessstands. Not only will it
feel the shock of such afailure, but it will also be transmitted to the other links of the
banking system, thereby preci pitating nation-wide bank failures. Hence, acommercia

bank should awaysbear in mind that it isthe guardian of avery delicate mechanism
which pavestheway for future economic development and which, if disturbed, will

create monetary disequilibriumwith all theevil effectsincidental thereto. Obvioudy, a
commercia bank should take the necessary precautionsto keep itsassetsasliquid as
possible. Now, the question arises as to what exactly is meant by the term “liquidity.’

By ‘liquidity’” one means the capacity to produce cash on demand. No doubt, the
most liquid asset is cash in the vaults of abank. It is necessary for abank to keep a
certain percentage of thedepositsintheform of liquid cash asreserve, either initsown
vaultsor with hisbank, generally the Central Bank. However, such liquid cash doesnot
earn anything and as such it is purely idle money, intended to provide the necessary
liquidity by meeting theimmediate withdrawal sof deposits Asarule, successful banking
is dependent on the capacity of these reserves to meet the immediate requirements.
When liquidity isprovided by the cash reservesasabove, abank shouldinvest itsexcess
money in someassetswhich areliquidin natureand at the sametimewhich could earn
anincome.

‘Liquid assets” may be explained briefly. These are which can be turned into cash
quickly and without | oss, to meet the claims of the customers. However, if an assetisto
beturned into cash quickly, it must be shiftablein nature. In other words, theliquidity of
an asset depends on the question of shifting it to the central bank or to otherswilling to
supply cashinexchangefor it. For example, if abank holdsafirst classhill of exchange,
among itsother assets, which satisfiesthe eligibility rulesof the central bank, it can be
rediscounted with the central bank when the bank isshort of funds. Again, agovernment



security satisfiesthe quality of anideal liquid asset Snceitisingreat demand inthe stock Banking
exchange and as such shiftable. However, it isimportant to remember that liquidity

impliesnot only shiftability but also shiftability without | oss. To take an example, the

ordinary sharesof anindustrial enterprise may be shiftablebut only at adiscount. Here

shiftability ispossbleonly at alossand henceit cannot be considered asanideal banking NOTES
asset.

The conclusion that onearrivesat from the above analysis, isthat commercial
banks, whileemployingtheir funds, should pay regard both for profitability and liquidity.
Liquidity initsturnisdependent on shiftability without loss. Animportant point to be
remembered in thisconnectionisthat liquidity should not be sacrificed at the altar of
profitability. At the sametimenolessimportant isit to remember that to maintain excessve
liquidity isto sacrifice earnings, without which banking operations cannot be carried on
successfully. An efficient and effective commercia bank would, therefore, follow avia
mediabetween liquidity and profitability whileemployingitsfundsand selecting itsassets.

Employment of Funds by Commercial Banks

Generaly, following aretheimportant items seen on the assetsside of the bal ance sheet
of acommercial bank:

- Cashinhand

- Money at call and short notice

- Billsdiscounted

- Investments

- Loansand advances
Theaboveitemsaregivenintheorder of liquidity.

The first item appearing on the asset side of a commercial bank’s balance sheet
is “‘cash in hand’, including cash reserve at the central bank and demand deposits with
other banks. Thisisthemost liquid of all assets. From the point of view of profitability,
abanker istempted to minimize his cash holdings, while from the point of view of
liquidity, heistempted to maximize hiscash holdings. To maintain morereservesthan
what isnecessary istoimpair the profits. The English bankersusually maintain acash
ratio of 8 per cent whilein India, ahigher cashratioisdes rable owing to the undevel oped
and unpredictable nature of the money market.

A banker isgenerally guided by experience in deciding what proportion of his
depositsin cashwill enablehim to meet al demandsreadily. In addition to the minimum
requirements indicated by experience, a wise banker must necessarily alow for
unpredictable needs. In thisconnection, certainimportant considerationsinfluencing the
cash reserves of abanker may be pointed out.

Inthefirst place, if the customersare highly banking minded, the need for liquid
cashwill besmall becauseinthat case, depositorswill seldom demand the payment of
cash and will content themselves by the transfer of rights which the bank can do by
mere book entries. Second, the banking habitsof the customersand the businessconditions
of thelocality will have animportant bearing on the cash reserves. Certain businesses
carried on by the depositors may make heavy occasional demandsfor cash whichthe
banker will haveto meet with adequate provison of liquid cash. Thirdly, itisal so dependent
on thereserveskept by other banks of thelocality. If, certain banksare keeping higher
amountsof cash reserves, other bankswill be compelled toincreasetheir cashratioin
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their bid for popularity. Further, the nature of the accounts and the size of average
depositsalso influence cash reserves. For instance, if the accountsare of afluctuating
nature, a higher cash reserve may be required. So also the cash reserves of a bank
having only afew large depositswill be generally large because of the chances of heavy
withdrawals. On the other hand, if the bank hasalarge number of small sized deposits,
the danger of large withdrawalsby any individual customer will belessand henceit
need not maintain a large amount of liquid cash. Again, the presence of a bankers’

clearing house greatly reducesthe need for liquid cash to be kept by abank becauseit
hasonly to providefor the difference between the chequesdrawn on it and the cheques
drawn by it on other banks. Even thisdifferenceissettled by mere book entriesby the
clearing house. Lastly, the bank hasto takeinto account probablereceiptsof cash by it
and probable demandsuponit, inthe near future.

Thus theratio of liquid cashto depostswhich abanker should maintainisdependent
upon anumber of considerations. It variesfrom placeto place and from bank to bank.
Therefore, it isnot possibleto lay down any hard and fast rule regarding the exact cash
reserve ratio which a bank should maintain. It has to give due consideration to the
variousfactors discussed above and hasto cometo a conclusion asto the amount of
liquid cash which it should maintain. In this connection, it may be pointed out that
commercial banks, in most countries, are statutorily required to maintain aminimum
reserveof liquid cash.

Earning Assets of a Bank

The cash reserves of abank may be strengthened by ajudicious selection of certain
earning liquid assets. Among these ‘money at call and short notice’ stands first. This
item representslargely theamountslent to the discount market and/or to stock exchange
which arerecoverabl e either on demand or on serving ashort notice. Thisconstitutes
the second line of defence. This asset has an advantage over ‘cash reserves’, the first
line of defence of acommercial bank in sofar asit satisfies, to acertain extent, both the
attributesof asound banking asset, viz., profitability aswell asliquidity. Itisliquidinthe
sensethat itisrecoverableat call or short notice; itisprofitablein the sensethat it earns
interest.

‘Bills discounted” is also considered as a highly earning liquid asset and is included
among the ‘money market assets.” It is considered to liquidate itself automatically out of
the saleof thegoods covered by such abill (i.e., afirst classhill of exchangeisconsidered
to be a self liquidating paper). Again, it is readily shiftable to the central bank (by
rediscounting it with the central bank) without much loss because of the very short
length of life of such abill. Asamatter of fact, abill of exchangeisgenerally of three
monthsduration and assuch thelossinvolved in rediscountingit will not be very great,
even when it is not shifted. All this indicates that *bills discounted’ is one of the most
earning liquid assets, satisfying both the qualities of anideal banking asset.

It isnot unusual for acommercial bank to invest its fundsin stock exchange
securitieslike government securities, semi-government securities, industrial securities,
etc. These are represented by the term ‘investments’. They enable the bank to obtain
more earning than that afforded by ‘loans at call and short notice’ or “bills discounted’,
although they arelessliquid. Herethe bank givesimportance not only to the safety of
theinvestment, but al so to the possibility of easy conversioninto cash without loss. The
principlesthat influence abank in rating these securitieswhile selecting them arethe
safety of capital, easy marketability, stability of price and stability of income. The bank



should awaysbear in mind that in buying these securitiesit isnot itsprimary object to
gain by apossibleriseinthe pricesof these securities. Cons deration should begivento
thisfactor only if it issatisfied with the safety and tability of capital. Generaly, commercia
banks prefer government securitiesto the shares and stocks of joint stock companies.
The reasons are manifold. Firstly, the repayment of capital is ensured because this
dependson the creditworthiness of the whole nation, whereasin the case of an ordinary
stock exchange security, safety of capital isentirely dependent on the creditworthiness
of asingleinstitution. Secondly, the yield from agovernment security is steady and
reasonable. Thirdly, they are easly saleablewithout causingaglut intheir market prices,
whereasin the case ordinary industrial securities, sale of alarge block of sharesislikely
to depresstheir prices.

The item “loans and advances’ comes next in the order of liquidity. For all practical
purposes they are not shiftable. Of course, this is the most profitable of a bank’s assets,
and a bank’s earnings are mainly derived from these assets. As a rule, a commercial
bank will lend only for short-term commercial purposes. It isnot considered to beits
duty to providelong-term loansfor investment purposes. Such loansare provided by
specialized agencies such asindustrial banks. The reason advanced in support of this
view isthat in the case of long-term loans, the bank will find it difficult to realize them
when emergenciesarise. For example, inthe case of amortgage, the mortgaged property
may cover theloan with asafe margin. However, when the bank needsliquid cash mog,
it may findit difficult to convert the mortgaged property into liquid cash. Herein, liesthe
meaning of the oft-quoted statement. “The art of banking lies in knowing the difference
between a mortgage and a bill of exchange.’ In the case of a bill of exchange, itis ofa
self liquidating character and offers an ideal security for a bank’s investment for reasons
aready explained.

Certain general principlesmay belaid down which should guideacommercia
bank when it ismaking |oansand advances. Before granting asecured loan, it should
carefully consider the margin of safety offered by the security, possibility of fluctuations
initsvale and possibility of shiftability. In case of an unsecured loan, its repayment
entirely dependson the credit of the borrower. Assuch, the cardina principleswhichthe
bank should consider are ‘character’, “capacity’ and ‘capital” (usually referred to as the
three Cs) of theborrower. In either casethe bank should aim at spreading theseloansas
widely aspossible over many industriesand localities. Itisalso advisablefor abank to
advance moderate amountsto alarge number of customersthan advancelarge amounts
toasmall number of customers.

In addition to the aboveitems, certain other itemsal so appear on the assetsside
of a bank balance sheet, viz., ‘acceptances and endorsements as per contra’ and
“furniture, premises, etc’. Among these items, the item “acceptances and endorsements
as per contra’ refers to the amounts due from the customers on whose behalf the bank
has accepted bills of exchange. These amounts are due from the customersand hence
they are considered asassets. In acertain sense, thisitem representsaliability of the
bank also sincetheliability to honour these obligationswill fall upon the bank if the
customersfail to meet them on the due dates.

Theother itemssuch asfurniture, premises, etc., are not important from the point
of view of theinvestment portfolio of abank asthey aretheleast liquid of al the assets.
Further, they are not intended for conversion into cash to meet an emergency.
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Self Liquidating Paper Theory vsAnticipated |ncome Theory

Traditional banking theory favoured by the conservative bankershol dsthat the earning
assetsof abank should belimited to short-term self liquidating productiveloans. These
include self liquidating commercial papersor short-term|oansintended to providethe
current working capital, which initself isof aself liquidating nature. The merit of the
‘self liquidating theory” of commercial bank loans is derived from the fact that such

loansare consdered toliquidate themsalvesautomeatically out of the sal e of goodscovered
by such atransaction. For instance, look at the case of abill of exchange, atypical

exampleof aself liquidating paper, drawn for the purpose of purchasing raw materials.
Thebill iscovered by agenuine commercial transaction. And abank isjustified ingiving
aloan against such apaper because such self liquidating papersautomatically provide
the bank with liquidity throughloan repayments. Not only that but they area so shiftable
tothe central bank in times of emergenciessincethe central bank, being thelender of
thelast resort, iswilling to rediscount such self liquidating papers. Thelossavoiding
aspect of liquidity isalso present here because of the very short periodsfor which these
loansare given. Moreover, they protect the businessworld against infl ation because of
their elastic nature to correspond with trade demands. Their volume increases as
production increases and decrease as production decreases. No wonder, thetraditional

bankers heavily favoured the claimsof self liquidating theorists.

Thevalidity of the saif liquidating theory, however, hasbeen chalenged by certain
modern writers. They are contend that the transaction covered by a self liquidating
paper doesnot by itself alwaysguaranteetheliquidity of theloan, especially when there
isan abnormal fall inthe prices of those commodities covered by thetransaction. Itis
said that customers’ loans to provide their current working capital are not a safe and
reliable source of bank liquidity. The contention that self liquidating commercial loans
provide protection against inflation has a so been challenged by thecritics. They argue
that during boom periods, when the business conditions are prosperous, the borrowers
increasetheir loansby offering more and more salf liquidating papers. Asfull employment
isreached, the pricesincrease because of theincreasein the money supply ascompared
to the output, introducing inflationary tendenciesin the economy. They conclude by
sayingthat thetheory of self liquidating loanshasfallen out of date. And asan alternative,
they advocate a new theory of bank liquidity, viz., *Anticipated Income Theory of Liquidity.’
Theorigin of thistheory liesin the extens on of term|oansby the commercial banksof
the USA for financing long-term capital needsof industry. Theloansare granted on the
specific condition onthe part of the borrower to conduct thefinancial and other affairs
in such a manner as agreed upon between him and the bank. The loans are to be
liquidated out of the anticipated earnings of the borrowing enterprise.

Whatever be the merits of such atheory, a point may be said in favour of the
traditional theory of commercial bank assets. When abank provides short-term self
liquidating productiveloans, itisfairly easy for the bank to gaugetheliquid position of its
customer because of the short length covered by such loans. In the case of long-term
loansgranted on the basi s of anticipated incomes of suchloans, thequestioninvolvedis
not one of gauging the current liquidity position of the borrower, but the future earning
capacity of the borrower. Thisdependson the correct assessment of anumber of factors
which may gowrong. Dueto this, conservative bankerstill find favour with theview
that itisawaysgood commercia banking to make short-term salf liquidating productive
loans.



CHEcK YOUR PROGRESS

1. What isthe primary function of acommercial bank?

2. Definea'letter of credit'.

3. What isabank giro?

4. What isthe main difference between credit cardsand debit cards?

3.3 CREDIT CREATION PROCESS

Fromthe previousanalysis, it isclear that commercial banksalwaystry to maintaintheir
holdingsof idle cash to the lowest extent possible. Intheir attempt to achieve thisend,
they unwittingly increase thetotal amount of money in circulationinthecommunity. It,
however, does not mean that they increase the total amount of legal tender currency
whichisan exclusive prerogative of the central bank.

Whenitissaidthat abanker islending money, heisactualy lending money inthe
deposit credit with aright to the borrower to draw chequesagainst it. For instance, let us
takethe case of aloan granted to acustomer. Instead of paying away thewholeloanin
theform of liquid cash, the bank will place the amount to the credit of the borrower.
Thus, the borrower acquiresaclaim against the bank, just asa sum of money deposited
by him with the bank createsaclaim against the bank. Assuming the borrower draws
chequesin favour of other people, they pay these chequesinto their own banks for
collection, and their deposits go up. Here, one may agree with Hartley Withersin that
‘every loan creates a deposit’. Again, by purchasing securities or any other banking
assetsalso abank isadding to thetotal supply of money.

When the bank buyssecurities, it paysfor them by itsown cheque. Thischeque,
like a currency note issued by the central bank, is an IOU (‘I Owe You’) of the bank
issuingit. Andthisisaccepted by the seller of the securitiesbecause of hisfaithinthe
ability of the bank to produce cash on demand. The seller depositsthischequeinthe
very same bank or with any other bank where he has an account, thereby creating
additional deposit money. Thus, thecommercial banksasasystem can and doincrease
the total amount of money in circulation by increasing the purchasing power of the
peopl e through the deposit money created by them.

A closeanalytical study of the mechanism of bankingwill smplify mattersmore.
Let ustake the case of acommunity wherethereisonly one bank and wherethe people
are highly banking minded so that all transactions are settled by means of cheques.
Further, let usassumethat that total amount of legal tender currency incirculationis
10,000 and the bank knows by experiencethat 10 per cent of itsdepositsascash reserves
issufficient to meet the demands of itscustomers.

Since, thereisonly one bank inthe community, peoplewill deposit all their money
inthisparticular bank. The balance sheet of the bank would then be:

Liabilities 4 Assets 4
Deposits 10,000 Cash in Hand 10,000
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According to our assumption, the bank need maintain acash reserve of only 10
per cent of the depositsand can safely lend the balance amount of X 9,000 to those who
arein need of funds. The bank will place thisamount to the credit of the borrowers,
giving them the right to operate their accounts with cheques. Their deposits will
consequently go up by thisamount. The balance sheet of the bank, then, would be:

Liabilities 4 Assets 4
Deposits (original) 10,000 Cashin Hand 10,000
Deposits (i.e. credit

Balance of borrowers) 9,000 Loansto clients 9,000
19,000 19,000

These deposits, now standing to the credit of the borrowers are, as we know,
claimsagainst the bank. As such they command a purchasing power and hence they
may be considered asgood as money. Suppose the borrowersdraw chequesin favour
of their creditors. The payees of these chequeswill not require liquid cash over the
counter sincethey are highly banking minded, according to our supposition. Ontheother
hand, they will deposit these chequeswith our supposed singlebank for collection. Here,
what happensismerely atransfer of the credit balance of the borrowersto the credit of
the accounts of the payees of their cheques. In short, athough the total amount of legal
tender currency in circulationisonly to the order of X 10,000, our bank, through the
process of creating additional deposit money, has brought into effective circul ation an
additional amount of ¥ 9,000, thereby raising thetotal supply of money from¥ 10,000to
% 19,000. The power of the bank to increase the amount of money in circul ation does
not cometo an end here. 1t can further increase the supply of money.

Asshownin the above bal ance sheet, the amount of the deposits of thebank is
now < 19,000. Theassumptionisthat the bank should maintain acashreserveratio of
only 10 per cent. Tomaintainthis, the bank only needsto provide an additiona amount of
%900 over and abovethe amount of X 1,000 whichit already maintains. Eventhenthere
isabalance of X 8,100 inthe vaultsof the bank which it can lend without undergoing any
risk. Now, the bal ance sheet position would be:

Liabilities T Assets T

Deposits (original) 10,000 Cashin Hand 10,000
Deposits (deposited by the
Payees of the cheques issued

by the first borrowers 9,000 Loansto Clients.
Deposits (credit balance of 9,000
Subsequent borrowers) 8,100 8,100 17,100
27,100 27,100

Here, the bank hasto keep an additional cash reserveof X 810. Thetotal cash
reservesincreasetoX 2,710. Still thereisabalance of |oanable fundswith the bank,
amountingtoX 7,290.

Thus, the bank can go onincreasing the creation of additional money. However,
thereare questionsthat crop up. Isit possiblefor thebank to increase credit without any
limit? Isthe power of the bank to increase the supply of deposit money unlimited? The
answer isdefinitely inthe negative.



Limitations on the Creation of Credit

The power of commercial banksto create credit islimited mainly by the cash reserves
which they have to hold against their deposits and the total amount of legal tender
currency issued by the centra bank. Every bank hasto meet thedemandsof itscustomers
to pay cash over the counter. Thus, aworking reserve of liquid cashisalwaysnecessary
for abank. Of course, if the people are highly banking minded, alower cash reserve will

be sufficient. However, in the case of a community where the habits are not well

developed, a higher cash reserve will be essential. In either case, a cash reserveis
necessary. Thisactsasabrake on the power of the banksto create credit. Torevert to
thepreviousillustration, our supposed bank can go on creating further and further credit
money till it findsthat it hasno moreliquid cash to maintain the 10 per cent cash reserve
ratio. Inother words, itisinaposition to supply moreand more credit up to an additional
amount of ¥ 90,000. If it wantsto expand credit still further, either there should be an
additional supply of liquid cash, which entirely isthe sole prerogative of the central bank,
or the cash ratio should belowered which can be done only at itsown peril. Moreover,
aminimum cash reserve ratio is prescribed by law in most countries. Thus, a bank’s
power to create credit islimited by two factors, viz., the cash reserveratio and thetotal
amount of legal tender currency.

So far the anaysi swas confined to acommunity where thereisonly one bank.
Thisisnot aredistic assumption. However, admittedly, themultiplicity of bankswill not
make any material alterationinthe mechanism of credit creation and thelimitationsonit.
The banking system, taken asawhole, will be conducting its operations on the very
samelines. Theonly differenceisthat if any bank triesin anisolated manner to expand
credit more than the other banks, it will 1ose cash to other banks. So, in the case of a
network of branches, each bank will haveto keep in step with the otherswhenever itis
creating credit.

In conclusion, commercial banks can increase the total amount of money in
circulation through the process of credit creation. In the words of Sayers, ‘Bankers are
not merely purveyors of money, but also, in an important sense, manufacturers of money.’

CHEcK YOUR PROGRESS

5. Namethetwo factorsrestricting credit creation by banks.
6. How do commercial banksincreasethetotal amount of money in circulation?

3.4 SPECIALIZED BANKS (IDBI AND NABARD)

Therearemany banksin India. However some of them aretermed asthe apex banksin
India, suchasIDBI, NABARD, EXIM Bank, IRBI, SIDBI, NHB, etc. Out of themthe
specialized bank as, i.e., IDBI and NABARD onediscusedin detail inthefollowing
Section.

IDBI

The IDBI, which commenced operationsin July 1964, providesterm credit to industry.
Though, the other institutions specializing in thefield of industrial finance have been
discharging their dutiesfairly efficiently, the help provided by them hasbeeninadequate
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inrelation to the needs of new and growing industrial enterprisesin adynamic economy
likeours. Inview of thedimens onsof the problem that rapid industrialization wasposing
anew institution with wider functionsand larger resourcesthan those of the existing
ones appeared necessary. Such aninstitution would be ableto coordinate the activities
of al other agencieswhich are or may be concerned with the provision of financefor
industrial development. Accordingly, theIndustrial Development Bank of IndiaAct was
passedin 1964.

Originally, the IDBI was established asafully owned subsidiary of the RBI. In
order to enlargetheroleof the IDBI asthe apex financial ingtitution and to achievemore
effective coordination among dl financia ingtitutionsin the country, IDBI wasdelinked
from the RBI with effect from February 1976, and made an autonomous corporation
owned by the Government of India.

For enabling the IDBI to finance all typesof industrial enterprises, these have
been widely defined toinclude manufacturing, mining, processing and serviceindustries
covering shipping, transport and hotel industries, bothin the private and public sectors
andincorporated under the Indian CompaniesAct or any other law. Unlike other financia
ingtitutions, no restrictive provisionshave been writteninitsstatute. The Bank will thus
bein aposition to exercisealarge degree of discretion in these matters.

TheIDBI will provide direct assistanceintheform of loansand advancesor by
subscribing to, purchasing or underwriting issuesof stocks, shares, bondsor debentures.
Such loans and advances and debentures coul d at the opinion of the Bank be converted
into equity stocksand shares. It isempowered to guarantee deferred payment duefrom
industrial concerns, loansraised by them in the public market or from schedul ed banks,
state cooperative banksand other notified institutions. It can al so accept, discount or
rediscount bonafide commercial billsor promissory notesof industrial concerns. The
bank givesfresh strength to termlending ingtitutionsby providing refinancefacilitiesfor
all periods, other than purely short-term, and by supplementing their capital and other
resources.

A distinct feature of the IDBI Act isthe provision for the creation of a special
fund known as ‘Development Assistance Fund’. This fund is intended to provide
ass stancefor industries, which, for variousreasons, such asheavy investmentsinvolved
or low antici pated rate of return on capital, may not be ableto obtain fundsin thenormal
course but nevertheless be of such importance as to justify special assistance. The
resources of the fund consist primarily of amounts received by way of loans, gifts,
grants, donations, etc. Ass stancefrom thefund requiresprior approva of thegovernmen.
Before seeking the approval, the bank should satisfy itself that banksor other financial
ingtitutionsare not likely to provide financeto the enterprise concerned in the ordinary
course of business.

Theroleof IDBI extends beyond the provision of financial and other assistance
toindustrial concerns. Thebank can undertake promotional activitiessuch asmarketing
and investment research and surveysaswell astechno-economic studies. It can also
providetechnical and adminigtrative assstanceto any industrial enterprisefor promotion,
management or expansion. Aboveall, it hasbeen assigned apositiverolein the process
of indugtrialization through planning and promoting of new industriestofill thegapsinthe
industria structure of the country.

Sinceitsinception, IDBI hasbeen performing therole of the apex devel opment
bank of the country aswell asthat of acoordinator of the activities of the other term



financing institutions. The IDBI’s role as an apex development bank may be summarized Banking
asfollows:

- Thefunctioning asthe apex devel opment bank of the country involvesfor
the IDBI, the granting of substantial financial assistance besides the
assumption of theroleof leadershipin several cases. Thisdual responsibility NOTES
isparticularly apparent in the provision of assistancetoindustrial project
which because of technological compulsionsareof alargesizeand call for
ubgtantia investment;

- Theroleof acoordinator ismainly performed through the machinery of a
monthly inter-ingtitutional meeting under theleadership of the DBI;

- Inthe case of small projectsall over the country, the IDBI fulfilsitsrole of
surveyor of supplementary resources and coordinator—through its schemes
of refinancing of industrial loansand machinery billsrediscounting;

- Inthefield of medium and long-term export financing for engineering goods,
the IDBI hasbeen playing itsdual rolethrough its scheme of refinancing
banks’ assistance as well as direct participation with the banks in providing
export finance.

Bills Rediscounting Scheme of the IDBI

The Bills Rediscounting Schemewasintroduced in April 1965, in termsof the powers
vested inthe IDBI under Section 9 (1) (b) of its statute, which authorizesit to accept,
discount and rediscount bills of exchange and promissory notes of industrial concerns
subject to such conditions as may be prescribed. The objective of the schemeistwo
fold. The manufacturers of indigenous machinery/capital equipment can push up the
salesof their products by offering to the prospective purchase users deferred payment
facilities. The manufacturer, of course, getsthe value of the machinery within afew
daysof the delivery of the machinery by discounting the bill of exchange/promissory
note arising out of the sale of the machinery with hisbanker. On the other hand, the
manufacturer is enabled to utilize the machinery acquired and repay its cost over a
number of years. The schemethusfacilitatesthe sale of machinery thereby contributing
totheindustrial progressof the country.

Other activities

IDBI’s technology driven commercial bank adjunct— the IDBI Bank Ltd. — became
functional during 1995-96. Its stock broking subsidiary, IDBI Capital Market Services
Ltd., commenced operationsin March 1995. The bank had set up adomestic Mutual
Fund and an Asset Management Company in 1994-95.

NABARD

On the recommendations of the committee to review arrangementsfor Institutional
Credit for Agriculture and Rural Devel opment, the National Bank for Agricultural and
Rural Devel opment Act, 1981 was passed by the Parliament and the National Bank for
Agricultural and Rural Development (NABARD) wasestablished in July 1982 with an
initial capital of X 100 crore. The capital has been subsequently raised toX 2,000 crore.
NABARD started its operationsin November 1982 by taking over the devel opmental
and refinancing functions of the ARDC on the one hand and the RBI on the other. The
Bank was organi zed with the basi c objective of establishing an apex institutionin the
field of agricultural and rural development finance in such away asto integrate the
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The paid-up capital of NABARD isshared equally by the Government of India
andtheRBI. It can augment itsresourcesby drawing fundsfrom the central government,
the state governments, the RBI, international agenciesincluding theWorld Bank group
and by raising fundsfrom the market through bonds and debentures. In addition, the
resourcesof the National Agricultural (long-term operations) and theNationa Agricultura
(stabilization) Funds of the RBI stand transferred to the National Rural Credit (long-
term operations) and the National Rural Credit (stabilization) Fundsof theNABARD. It
can a so borrow from the RBI for financingits short-term lending operations. In short,
NABARD iswell equipped with adequate financial resourcesto meet itscommitments
inthefield of agricultural and rural development.

The management of NABARD isvested in aBoard of Directors, consisting of
thefollowing members:
- A Deputy Governor of the RBI asChairman
- Three nominees of the RBI
- Three nomineesof the central government
- Three members, two with experiencein cooperative banking and onein
commercia banking
- Two nominees of the state governments
- Two expertsin rural economicsand rural devel opment
- A managing director
- Oneor morefull timedirectors

Functions

NABARD isestablished asadevel opment bank, in termsof the preamble of theAct,
“for providing and regulating credit and other facilities for the promotion and development
of agriculture, small-scaleindusdtries, cottage and villageindustries, handicraftsand other
allied economic activities in rural areas with a view to promoting integrated rural
development and securing prosperity of rural areasand for matters connected therewith
or incidental thereto’. As an apex institution, it is accredited with all matters concerning
policy, planning and operationsin thefield of credit for agriculture and other economic
activitiesinrural areas. It performsall thefunctions performed by theerstwhile ARDC
aswell asthose performed by theAgricultural Credit Department of the RBI inthefield
of agricultural and rura credit. Briefly, theseincludethefollowing:

- Provision of short-term, medium-term and long-term financial assistance to
cooperative credit institutions, RRBs and commercia banks for promoting
agricultural and rural development;

- Provision of long-term loansto state governmentsfor contribution to the share
capital of cooperative creditingtitutions;

- Provison of long-termoansto any ingtitution approved by the central government

- Contribution to the share capital of ordinary/rural debenturesissued by any
ingtitutioninvolvedinagricultural and rura development;

- Provision of necessary resourcesby way of refinanceto theingtitutionsproviding
investment and production credit for promoting thevarious developmentd activities
inrural aress,

- Participationiningtitution building for improving absorption capacity of thecredit
delivery system including monitoring, formul ation of rehabilitation schemes,
restructuring of credit institutions, training of personnd, etc.;



- Coordination of therural financing activitiesof all theinstitutionsengagedin
developmental work at thefield level and maintaining liaison with Government of
India, state governments, RBI and other national level ingtitutions concerned with
policy formulation;

- Preparation, on an annual basis, rural credit plansfor all districtsin the country
(theseplansform thebasisfor annud credit plansof al rurd financia ingtitutions);

- Undertaking monitoring and eval uation of projectsrefinanced by it;
- Promotion of researchin agricultural and rural devel opment;
- Inspection of cooperative credit ingtitutionsand RRBs.

[tisgratifyingto notethat NABARD hasplayed itsdual role asan apex ingtitution and
asarefinancing agency creditably by participating actively in the development of policy
formulation, planning, coordination, monitoring research, training and consultancy aswell
asrefinancing areasrel ating to agricultural and rural development. The Research Cell
of the Bank is paying particular attention to ensure that weaker sections of the rural
popul ation benefit more by schemes of refinance by the Bank, that thereissmplification
of procedures so that quick disposal of applications is possible and that the government’s
programmes of poverty eradication are supported inameaningful way.

Rural Infrastructure Development Fund (RIDF)

RIDF was initially set up in NABARD in 1995-96 with a corpus of X 2,000 crorewith
themajor objectiveof providing fundsto state governmentsand state-owned corporations
at reasonabl e rates to enable them to complete various types of rural infrastructure
projects pertaining to irrigation, flood protection, rural roads, bridges, etc. Under the
scheme, the central government, through budgetary outlays, contributesto the corpus
fund of RIDF. Commercial bankscan, inturn, deploy their shortfallsin priority sector
lending target to thefund. In order to encourage commercial bankstowardsdirectlending
toagriculture/priority sector, interest rates earned by commercial bankson RIDF deposits
arekept inversely related to the shortfall in lending to agriculture. Furthermore, for
ensuring parity inrisk weightsassignedto direct priority sector lending and RIDF deposits,
credit risk weightsfor both types of fund deployments by commercial banks have been
fixed at 100 per cent.

The fund has completed thirteen years of operation by 2007-08. The total corpus
of the RIDF under Tranches | to XIII (excluding for Bharat Nirman) aggregated
% 72,000 crore. It was announced in the budget speech for the year 2008-09 that RIDF
X1V, withacorpusof X 14,000 crore, and a separate window under RIDF X1V for rural
roads component under Bharat Nirman, with acorpusof ¥ 4,000 crore would be set up
with NABARD for the year 2008-09. It was also announced that another fund would
be set up with NABARD, viz., Short-term Cooperative Rural Credit (STCRC)
(Refinance) Fund with acorpusof X 5,000 crore.

Credit extended by NABARD

NABARD providesshort-term credit facilitiesto State Cooperative Banks (STCBS) for
financing seasonal agricultural operations, marketing of crops, pisciculture activities,
production/procurement and marketing activitiesof industrial cooperatives, financing of
individua artisansthrough PACs, purchaseand distribution of fertilizersand dlied activities
and marketing activities. Medium-term facilitieswere provided to StCBsand RRBsfor
converting short-term loansfor financing seasonal agricultural operationsto medium-
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term (conversion) loansand approved agricultura purposes. Long-termloansare provided
to the state governmentsfor contributing to share capital of cooperative creditingtituions.
During 2007-08, NABARD sanctioned total credit limits of ¥ 18,689 crorefor various
short and medium-term purposes to StCBs and RRBs. The interest rate charged by
NABARD hasbeen uniform irrespective of the size and purpose of theloan.

Kisan Credit Card Scheme

TheKisan Credit Card (KCC) schemeintroduced in August 1998 aimsat providing
adequate, timely and cost effective and hassle-free credit support tothefarmersandis
being implemented across India by all public sector commercial banks, RRBs and
cooperative banks. The schemeis popular among both farmers and i ssuing bankers.
Farmershavetheflexibility toavail of production credit and also avoid procedural delays
in getting credit sanctioned. For bankers, the need for repeated processing of credit
applicationsisavoided. To cater to the comprehens ve credit requirements of farmers
under asinglewindow, the scope of KCC isbroadened by NABARD fromtimetotime.
Inaddition to short-term credit needsand term loansfor agricultureand allied activities,
acertain component of loansthrough KCC a so coversconsumption needsof thefarmers,
including defaulters, oral lessees, tenant farmersand share croppers, among others, who
might have left out of the KCC scheme as aso to identify new farmers. Bankswere
also advised to issue KCCsin ahasd e-free manner and extend crop loans only through
KCCs. To further expand the coverage of borrowers under KCC, the scheme was
extended to borrowers of long-term cooperative credit structure, viz., PCARDBsand
SCARDBs.

Gramin Tatkal Scheme

The Gramin Tatkal schemeformulated by NABARD isauniqueloan product combining
investment, production and consumption needsof rural families. The approach towards
lending is “family-centric’ and the credit needs are assessed and loan decisions and
repayment potential are determined on the basis of family cash flow, thus, allowing
banksto decidetheloan sizeandinterest rate payable. The schemeisbeingimplemented
from 2006-07.

CHEcK YOUR PROGRESS

7. Giveadistinct feature of IDBI Act.
8. What isthe Bill Rediscounting Scheme of IDBI?
9. Why wasNABARD established?

3.5 CENTRAL BANK AND ITSFUNCTIONS

Centra bankingisof comparatively recent origininIndia The Hilton Young Commission
recommended the establishment of a Central Bank in India. In compliance with this
recommendation, aBill wasintroduced inthe L egidative Assembly by the then finance
minigter in1927. Unfortunately, it had to be abandoned owing to fundamenta disagreement
between the Assembly and the Government of India. The question assumed importance
agai n with the unanimous recommendation of the Central Banking Enquiry Committee
(1931) which viewed the matter “to be of supreme importance from the point of view of



thedevel opment of banking facilitiesin India, and of her economic development generally, Banking
thata Central or Reserve Bank shall be created at the earliest possible date’. Moreover,

the White Paper on Indian Constitutional Reformsreiterated theimportance of aReserve

Bank freefrom palitica influence. Accordingly, afresh bill wasintroducedinthe Legidative

Assembly in 1933 and the Reserve Bank commenced its operationsfrom 1 April 1935. NOTES
Thus, the Reserve Bank of India(RBI) took along timeto cometo fruition and perhaps
thelongest incubation period for any central bank intheworld.

Objectives

The preambleto the Reserve Bank of IndiaAct, 1934, lays down the object of the RBI
to be ‘to regulate the issue of bank notes and the keeping of reserve with a view to
securing monetary stability in British Indiaand generally to operate the currency and
credit system of the country to its advantage’. The financial system of India, before the
establishment of the RBI, had been utterly inadeguate mainly because of the dud control
of currency by the government and of credit by the Imperia Bank. The Hilton Young
Commission pointed out the inherent weakness of a system in which the control of
currency and credit isin the hands of two distinct authorities, whose policies may be
widely divergent and in which the currency and banking servicesare controlled and
managed separately from one another. Under the circumstances, the necessity of a
singleingtitution regulating thefinancia policy from the point of view of the economic
development of the nation as awhole was keenly felt, and the RBI was constituted
mainly withthisobjectinview.

Secondly, according to Paragraph 32 of theintroduction to White Paper on Indian
Congtitutional Reforms, the proposal for transfer of responsibility at the Centrefrom
British to I ndian handswas made dependent on the condition that a Reserve Bank, free
from political influence, be established and be in successful operations. It was a
‘fundamental condition of the success of the constitution that no room should be left for
doubtsasto theability of Indiato maintain her financial stability and credit, both at home
and abroad’.

Thirdly, theinadequacy of the Imperial Bank of Indiain controlling the money
market was patent, because of thelack of confidence of other joint-stock bankson the
Imperial Bank. The success of acentral banking institution depends on the confidence
whichitinspireson the member banksand theinfluencewhichit exerciseson them. But
the Imperia Bank, which wasacting asthe central bank, wasfor al practical purposes
acommercia bank competing with other joint-stock banks. Under these circumstances,
it was decided to establish aReserve Bank with the object of discharging purely central
banking functionsand thereby initiating afresh sart inthefield of Indian central banking.

Organization

The RBI was originally constituted as a shareholders’ bank with a share capital of¥ 5
croredividedinto 5lakh fully paid up sharesof ¥ 100 each. Theentire share capita was
owned by private individuals with the exception of shares of the nominal value of
¥ 2,30,000, which wereallotted to the government for disposal at par to Directorsof the
Central Board of the Bank seeking to obtain the minimum share qudification.

For the successful operation of the Bank, the country wasdivided intofive areas,
viz., Mumbai, Kolkata, Chennai and Yangoon (the Yangoon officewasclosed in 1947).
With aview to securing moreor lesseven basisto sharesall over the country, the shares
wereallotted on an even basisto sharehol dersregistered in thefiveregions. To prevent
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concentration of sharesin afew hands, it was further provided in the Act that each
shareholder should be entitled to onevotefor every five sharesheld, subject toamaximum
of 10 votes. However, in course of time, the shares got concentrated in the Mumbai
region. Even theamendment to the RBI Actin 1940 did not stop thisevil concentration
of sharesinthe Mumbai register. Thisdefect was effectively remedied only with the
nationalization of the RBI in 1949.

Nationalization of the RBI

In order to have a close integration between the policies of the RBI and those of the
government, it wasdecided to nationalize the Bank immediately after the attainment of
independence. Intermsof the Reserve Bank (Transfer to Public Ownership) Act, 1948,
the entire share capital of the Bank was acquired by the central government. From 1
January 1949, the RBI began functioning asastate-owned and state-controlled central
bank. The nationalization of the RBI wasin keeping with the contemporary world-wide
tendency towards nationalization of central banks.

The affairsof the RBI are controlled by acentral Board of Directors, consisting
of thefollowing members:

- One governor and not more than four deputy governors appointed by the
central government for such periodsnot exceeding five yearsasmay befixed
by the central government at the time of their appoi ntment.

Four directorsnominated by the central government, one from each of the
four local boards. The term of office of these directorsis related to their
membershipinthelocal boards.

Three other directors, nominated by the central government. Thesedirectors
hold officefor four yearsand thereisprovisionintheAct for their retirement
by rotation.

Onegovernment official.

Besidesthe Central Board, therearelocal boardsfor thefour regional areas of
the country with headquarters at Mumbai, Kolkota, Chennai and New Delhi. Local
board consi stsof five members appointed by the central government for aterm of four
yearsto represent, asfar aspossible, territorial and economic interestsand interests of
cooperative and indigenous banks. Thefunctionsof thelocal boardsareto advisethe
Central Board on such mattersasmay generally or specifically bereferred to themand
to perform such duties asthe Central Board may by regul ations del egate to them.

3.5.1 Functions of the RBI

The RBI performsall the typical functions of acentral bank. Itsmain functionisto
regul ate the monetary mechanism comprising of the currency, banking and credit syslems
of the country. For this, the Bank is given the monopoly of note issue and haswide
powersover the banking system. Another important function of the Bank isto conduct
the banking and financial operations of the government. The Bank dischargescertain
other functionslike maintaining theexternal valueof therupee, collection and publication
of monetary and financid information, etc. Therange of functionsof the Bank hascome
to be steadlily enlarged with the task of economic devel opment assuming new urgency
and dimensions. Implementation of appropriate monetary policies, no doubt, remainsits
most important function. At the sametime, the Bank istaking an active part in fostering
an adequiate banking structure capabl e of meeting the needs of trade, industry, agriculture
and commerce.



Monopoly of Note Issue Banking

Under Section 22 of the RBI Act, the RBI hasthe soleright for theissue of currency
other than one rupee notes and one rupee coinsand subsidiary coins. Asin the case of
Bank of England, the RBI maintainstwo departments, viz., the ssue Department and NOTES
the Banking Department. The notesarealiability of the I ssue Department alone. The
assets of the Issue Department which form the backing for the note issue are kept
separate from those of the Banking Department. According to Section 33 of the RBI

Act, the assets of the I ssue Department against which bank notes are issued should
consist of gold coin and bullion, foreign securities, rupee coins, Government of India
securitiesand such bills of exchange and promissory notes payablein Indiaand asare
eligiblefor purchase by the Bank. Under the original Act of 1934, not lessthan 2/5th of
the assets of the | ssue Department were required to beheldin gold coin, gold bullion or
foreign securities. Thevalue of gold coin and gold bullion wasnot allowed to fall below
T 40 crore. In order to facilitate the Second Five Year Plan, achangein the currency
reserve position wasbrought about by the RBI (Amendment) Act, 1956. ThisAmendment
Act provided for two changesin the monetary system, viz.:

1. Therevauation of gold reservesheld by the RBI from the original very low price
of X 21.24 per tolato 62.50 per tolawhich wasthe rupee equivaent of the price
agreed by the International Monetary Fund.

2. A shift from the Proportionate to the Minimum Reserve System with regard to
theissueof currency.

Simultaneoudy, with therevaluation of gold, theminimum reserveto beheldingold was
fixed at X 115 crore. According to the second change, there would be no limit to the
volume of currency that could beissued by the RBI provided it maintained aminimum of
T 115 croreof gold and 400 crore of foreign exchange. Therewasafurther provision
inthe Amendment Act that the foreign exchange could be alowed to fall below X 400
croreuptoalimit of ¥ 300 crore under certain conditionsand with the previousapproval
of the Government of India.

In October 1957, the RBI Act wasfurther amended. According to thisamendment,
the aggregate value of gold coin, gold bullion and foreign securitiesheld in the I ssue
Department should not at any time be lessthan¥ 200 crore, of which thevalue of gold
coinand gold bullion should, at notime, belessthan 115 crore. The provisonto Section
37 stipulating afloor limit on the value of foreign securitiesto be held in the Issue
Department at X 300 crore was del eted. The net effect of the amendment, therefore, is
that whilethe provision about gold reservesremains unaltered, the effective minimum
limit for foreign securitieswill beX 85 crore. Provision has a so been made, asin other
countries, for the suspension of the requirement regarding reserves of foreign exchange
to meet unforeseen contingencies. It must, however, havegold equivalent toX 115 crore.

Currency Management

Asan extension to thementioned function, the RBI isentrusted with thetask of currency
management inIndia. Currently, it involvesmanagement of 3,800 crore piecesof currency
notesvalued at X 2,33,000 crore. While currently 1,200 crore piecesare being printed
every year, the printing capacity has been built up to afuturistic level of 1,800 crore
piecesannually. The current position of supply of fresh notesiscomfortable. Hence, the
Bank isconcentrating on faster and better distribution of notesand coinsby augmenting
its capacity to withdraw soiled notesfrom circulation and processing them in faster
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waysthrough increased mechani zation and automeation. Apart from maintaining adequate
supply of fit notesin circulation and disposal of soiled notes, preventing counterfeiting of
high denomination bank notesisanother challengefaced by the RBI in the context of
currency management. There arereportsof organized counterfeiting from acrossthe
border. In order to combat this problem, the RBI has initiated a series of stepsin
cooperation with the central government. Theseinclude, among others, strengthening
the security features on the currency notes and launching awareness campaigns about
the availableidentifiablefeaturesin genuine bank notes.

Banker to Gover nment

The RBI also managesthe banking needs of the government. Itsduty isto maintainand
operate the government’s deposit accounts. It also gathers receipts of funds and makes
payments on behalf of the government.

Custodian of Cash Reserves

The RBI is the custodian of the country’s reserves of international currency. This allows
the bank to deal with crisesthat may occur with adverse balance of paymentsposition.
In addition, the RBI also has custody of cash reserves of the country’s nationalized and
private banks.

Lender of Last Resort

When commercial banksfacefinancial difficulties, they approach the RBI for loans.
However, the RBI may charge ahigher rate of interest.

Central Clearance and Accounts Settlement

Since commercial banks have cash reservesdeposited inthe RBI, itiseasier to deal
with each other and settle the claim of each on the other through book keeping entriesin
the books of the RBI. Thus, the clearing of accountsisalso acritical function of the
RBI.

3.5.2 Monetary Policy of RBI

There appearsto be ageneral consensustoday that the primary objective of monetary
policy should be domestic price stability. Maintenance of price stability and ensuring
availability of adequate credit to the productive sectors of the economy are the major
objectivesof monetary policy inIndia Thestated objectivesof monetary policy inIndia
are ‘to promote sufficient credit for growth while ensuring that there is no emergence of
inflationary pressures on this account’. The relative emphasis between the objectives
depends on the underlying economic conditionsand isspelt out from timeto time. Asfar
asinflationisconcerned, ascompared to many other devel oping countries, Indiahas
been ableto maintainamoderatelevel, and inflationratesin Indiararely touched double
digit. Although, the policy objectivesof the Reserve Bank of Indiaremained broadly
unchanged over the years, there is some change in emphasis from time to time. In
addition to thetraditional objectives of growth and price stability, athird objective that
hasbeen gaining importancein the post-reform periodisthat of financial stability. While
in the short run, there may exist some trade-off between the stated objectives, inthe
long run, the complementarities among them became more pronounced. Thefocuson
growth and stability continuesto bereflected inthe overall stance of monetary policy in
recent years. The policy statementsaswell asmid-term reviewsof the RBI have been



focussing on the structural and regulatory measuresto strengthen thefinancial system.
The policy measures have been guided by the objectives of increasing operational
efficiency of monetary policy, redefining the regulatory role of the RBI, strengthening
prudential norms, and devel oping technological and ingtitutiona infrastructure. It may be
noted in thisconnection that the policy statements of the RBI provide aframework for
the monetary, structural and prudential measuresthat areinitiated from timeto time
cons stent withthe overall objectivesof growth, price stability and financial stability. In
recent years, monetary management had to be constantly fine-tuned to keep pacewith
thefast evolving changes, accentuated by growing sophistication of financial markets
and integration of domestic economy with theinternational economy.

Operating Procedures: Pre-reform Period vis-a-vis Post-reform Period

Beforetheearly 1990s (i.e., during the pre-reform period), maor monetary instruments
used by the RBI were direct methods such asinterest rate regul ations, selective credit
controlsand cash reserveratio system so asto neutralize the monetary impact of the
government’s budgetary operations. The administered interest rate regime during that
period kept theyield rate of government securitiesartificially low. Demand for these
securitieswas created through increasesin Statutory Liquidity Ratio (SLR).

Tobemoreprecise, thelogical evolution of themonetary policy settingin Indiain
the 1970swereinthedirection of credit rationing asaninterna element of developmental
planning. Therationing of credit evolved with food credit being given thefirst charge,
followed by the prescribed priority sector lending, sectoral limitsfor credit deployment
and selective credit controls. Sectoral credit limitsbecamethe proximate targetsfor
monetary policy which were operated through all ocation of non-food commercial bank
credit. Selective credit control swerestrengthened by theingtitution of Credit Authorization
Scheme in 1966-68. With the nationalization of banks, the institutional apparatus for
conducting monetary policy through the credit channel, with the virtual exclusion of
other channels, was compl ete. Refinance was provided in order to make up for the
shortfall of credit targets in relation to demand. The interest rate structure was
administered, renderingitinflexible and sterile asan instrument of monetary policy. The
policy of setting up interest rate ceilings up to 1997-98 in situations of excess demand
reinforced therationing of bank credit in order to influence aggregate demand.

The situation during the post-reform period (since the early 1990s) has changed.
The government securitieswere made market related. Also, an array of other market
related productswas created. Simultaneoudly, theinterest rate structure wasrationalized
and deregulated. Bankswere given afree hand in the determination of the mgjor rates.
These devel opments enable the RBI to make use of open market operations as an
effectiveinstrument for liquidity management. Theimpact of large capital inflowsduring
this period hasbeen sterilized through open market operations.

Inshort, the conduct of monetary management has undergone significant changes
inthe 1990sin termsof objectives, framework and instruments, reflecting broadly the
progressive liberalization of the economy. The RBI announced amultipleindicator
approach in 1998-99, which accord the necessary flexibility to respond to changes in
domestic and international economic and financia market conditionsmore effectively.
Themonetary stance of the RBI in the recent period hasbeen to ensurethat all legitimate
requirementsfor credit are adequately met without affecting adversely the objective of
pricegability.
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During the pre-reform period, the bank rate had only alimited role asaninstrument
of monetary policy. It was activated in 1997. Along with the bank rate, open market
operations have a so been actively used. With the stance of the RBI to move away from
sector-specific refinance scheme, theliquidity in the system is managed through the
‘liquidity adjustment facility’ (LAF). As explained in detail subsequently, the RBI influences
liquidity on aday-to-day basisthrough thisfacility. Thefacility isbeing used asan effective
flexibleinstrument for smoothening interest rates. Theliquid adjustment facility has
evolved asan effective mechanism for absorbing and/or injecting liquidity on aday-to-
day basisin aflexiblemanner and, in the process, providing acorridor for the call money
market and other short term interest rates. The operating procedures of the liquid
adjustment facility are refined periodically to makeit more efficient. Assuch, therepo
andthereverserepo ratesemerging from the LAF auctionsessentially reflect the market
conditionsof availability of liquidity inthesystem alongwiththerateat whichliquidity is
availablefromtheRBI.

The LAF operations coupled with judicious use of open market operationsare
expected to evolveinto aprincipal operating procedure of monetary policy of the RBI.
Tothisend, the RBI may haveto reduce substantially theliquidity through refinanceto
banksand primary dealers. Ascash reserveratio getslowered and repo market devel ops,
therefinancefacilitiesshould a so belowered imparting more effectivenessto the conduct
of monetary policy. The bank rate changes combined with cash reserveratio and repo
rate changes have emerged assignalling devicesfor interest rate changesand important
toolsof liquidity and monetary management.

Severa landmark initiatives have been recently announced to make the conduct
of monetary policy more effective. The decision to divest ownership functionsin
commercial banking, devel opment of finance and securitiestrading activities, separation
of supervisory functionsin regard to cooperative banks, separation of public debt
management functionsfrom monetary policy, changesin operational conduct of monetary
andfiscal policiessuggested by Advisory Group on Transparency in Monetary and Fiscal
Policies(Chairman being Shri M.Naras mham) and the tabling of Fiscal Responsibility
and Budget M anagement L egislation mark anew phasein the evol ution of monetary
policy inIndiainthenew millennium.

As observed in the report on Currency and Finance 2000-01: *The conduct of
monetary policy inIndiawould continuetoinvol vethe constant reba ancing of objectives
intermsof therelativeimportance assigned, the sel ection of instrumentsand operating
frameworks, and asearch for animproved understanding of theworking of the economy
and the channels through which monetary policy operates.’

Inconclusion, it may beobserved that in the conduct of monetary policy, anumber
of common features could beidentified. Themoreimportant among them are asfollows:

- There have been significant reductionsinthe reserveratio torelieve the
pressure on the banking sector and reduce the costs of intermediation. Asa
matter of fact, many countriesnow have no reserverequirements. And, in
some countries, thelevel of minimum deposit at the central bank hasfallen
to suchlow levelsthat it isno longer considered to be an active monetary
policy insrument.

- Thedeepening of financid marketsand the growth of non-bank intermediation
hasinduced the central banksto increase the market orientation of their
instruments. A consequence of thisisgreater activism of central banksin
liquidity management.



- Thegresater activism throughindirect instrumentsled to moreintensive use Banking
of open market operationsthrough flexibleinstrumentslikerepo. Theopen
market operationscan beused for netinjection or absorption of liquidity and
can beresorted to irrespective of whether the operating target worksthrough
therate channel or quantity channel. NOTES

- Themarket environment hasinduced many central banksto focusmoreon
theinterest ratesrather than bank reservesin trying to influenceliquidity.

Monetary Policy Making Process

Inthiscontext, it would be enlightening to have abrief ideaon the process of monetary
policy makingin India, especialy in order to get anideaasto the extent towhich India
complieswithinternational standardsand codesin the areaof transparency in monetary
andfisca policies.

The processof making monetary policy inIndiaisan elaborate oneand thereare
anumber of technical, analytical, ingtitutional and dynamicinputsthat go into the process.
At the apex of making monetary policy making processisthe Governor of the RBI,
assisted by Deputy Governors and guided by deliberations of the Board of Directors.
Monetary, economic and financia conditionsare reviewed every week by aCommittee
of the Board of Directorsso that advicesare given or decisonsare taken appropriately.
There are Standing and Ad-hoc Committees or groups of the Board of Directorsand
Boardfor Financia Supervisonaswell, whichplay acriticd roleinregardtoingitutional
developments. Periodical consultationswith academics, market parti cipantsand financia
intermediariestake place through Standing Committeesand Ad-hoc groups, in addition
to mechanisms such asresource management discussionswith banks. Financial Markets
Committee focusses on day-to-day market operations and tacticswhile aMonetary
Policy Strategy Group analyses strategies on an on-going basis. In order to ensure
coordination, periodica consultationswiththegovernment, mainly with Ministry of Finance,
aremade.

The stance on monetary policy and therational e are communi cated to the public
mainly through theannua policy statement by the Governor of the RBI inApril and the
mid-term review in October. These statementsareanalytical, at timesintrospective and
elaborate.

Aspart of the ongoing process of reforms, one of the Advisory Groupswith Shri
M. Narasimham as Chairman assessed the extent to India’s compliance with international
standards and codes in the area of “Transparency in Monetary and Fiscal Policies’. The
group, while noting that the policiesand operations of the RBI largely conform to the
IMF Code, made a set of recommendationsfor making Indiafully compliant with the
Code. The main points covered in the recommendations and the follow-up actionsin
relation to them are summarized asfollows:

(i) Theobjectiveof monetary policy should be set out by the government, as
part of itsoverall economic policy package, and the government should be
obliged to seek parliamentary debate on these objectivesasa so any changes
in these objectives thereafter. The government should also consider
prescribing to the RBI single objective such asmedium terminflationwhile
thegovernment would havefor itself aclearly set out hierarchy of objectives
for whichit could use other instrumentsof policy.

Inrelation to thisrecommendation, the RBI isof theview that at the current
gageof inditutiona development and fiscal stance, coordination and harmony
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are of paramount importancethough thereisneed for clear demarcation of
responsibilitiesand accountability between the RBI and the government
with appropriate degreesof trangparency. Moving in thisdirection, the RBI
isdivesting al ownership functionsincommercial banksasasotermlending
ingtitutions, subject to approval by the government.

(i) Amendment to relevant legidation to accord greater operational flexibility
tothe RBI for the conduct of monetary policy and regul ation of thefinancia
system.

The RBI hastransmitted proposalsfor legidative changesinthe RBI Act,
whichisunder consideration of thegovernment. Theseproposals, if endorsed
by the Parliament, would accord greater operational flexibility tothe RBI
for conduct of monetary policy.

(i) Thegovernment should set up itsown independent debt management office
to take over the functions being discharged by the RBI in order to avoid
conflict of interest in conduct of monetary policy.

An enabling proposal to delink the function of debt management of the
government from the RBI has been made in the Reserve Bank of India
(Amendment) Bill, 2001. Thegovernment hasdecided, inprinciple, toddink
thesefunctions.

(iv) TheRBI should set up aMonetary Policy Committee asaCommittee of
the Board of Directors, requiring no specific changesinthelaw.

Inrelation to thisrecommendation, the RBI hasnot taken any view. However, it
needsto be noted that, asmentioned earlier, the transparency and consul tative process
inthe RBI have been deepened and widened significantly inrecent years.

Therecondtituted Technical Advisory Committee on Monetary Policy (TACMP)
with tenure up to January 2009 has strengthened the consul tative mechanism for monetary
policy in Indiaasimportant issuesarediscussed initsmeeting held from timeto time.
TACMP’s role is, however, advisory in nature and the responsibility and accountability
of thedecison-making restswiththe RBI. The Committeeisheaded by the RBI Governor
with the Deputy Governor in charge of monetary policy asVice-Chairman and comprises
the other three Deputy Governors, two membersof the Central Board of the RBI and
fiveexternal memberswith expertiseintheareasof monetary economics, central banking,
financia marketsand public finance.

Concluson

Theinterest rateregimeismade moreflexibleand responsveto economic fundamentas.
Theinterest rate policy isevolving and at the present stage of devel opment, it may not
be as effective as it could be in more deregulated environment mainly because the
financial marketslack depth and far from being fully integrated. Moreover, the public
sector dominatesthefinancial sector. Thishasatendency toimpede responsesbased on
either market considerationsor regulatory incentives. In the context of decelerationin
industrial activity, therole of monetary policy inenabling therevival by marking down
interest rates has been widely discussed. In thiscontext, it isworth noting that the RBI
has created a number of instruments, asa package, to ensure adequate liquidity and
appropriateinterest rates. Allowing for lending below primelending rates (PLR), for
instance, hasresulted inasignificant amount of lending at sub-PLR rates.

In recent years, the operating procedures of monetary policy have undergone
significant changes. A major transformation has also taken place in the form of an



expansion in the array of monetary instruments. The gradual switch over to indirect Banking
market-based instrumentsin the conduct of monetary policy wasmade possible because

of amultaneouseffortsat devel oping varioussegmentsof thefinancid market, particularly

money, foreign exchange and government securitiesmarket. Reformsinthecall money

market whenfully implemented inthe next few yearswoul d mean completion of trangition NOTES
towardsindirect instruments of monetary policy. Theincreasing responsibility of the
RBI in undertaking reforminthefinancial market isto be seen essentially inthe context
of improving the effectiveness of the transmission channels of monetary policy.
Development of financial markets has, therefore, encompassed regulatory and legal
channels, building up of institutional infrastructure, constant fine tuning in market
microstructure and massive upgradation of technol ogical infrastructure. Animportant
development in the evolution of monetary policy in Indiaisthe activation of the Bank
Rate asaninstrument of monetary policy in 1997. Thiswasfollowed-up withamore
activerecourseto repo operations, leading to an orderly progressto afullfledged liquid
adjustment facility. With theemergence of financial marketswith depth and sophigtication
, the Bank Ratewould perform the critical function of the principal signalling variable
and the LAFrates, settingacorridor for short term money market, would be the operating
instrumentsof monetary policy.

Against thebackdrop of risksto inflation and inflationary expectations because of
upside pressuresfrominternational food and energy prices, the Annual Policy Statement
for the year 2008—-09 emphasized that the stance of monetary policy was geared towards
maintenance of monetary and interest rate environment that accorded high priority to
price stability, well-anchored inflation expectationsand orderly conditionsin financial
marketswhile being conducive to continuation of growth momentum. In accordance
with the policy stance, it wasreiterated that the RBI would continue with itspolicy of
active demand management of liquidity through appropriate use of the cash reserve
ratio (CRR) sti pulationsand open market operations, including the market stabilization
scheme and theliquidity adjustment facility (LAF), using all the policy instrumentsat its
disposal flexibly, asand when warranted by the situation.

3.5.3 Instruments of Monetary Policy
Inthefollowing section, wewill discussthe variousinstrumentsof monetary policy.
Bank Rate

Bank Rateistherate at which the Reserve Bank of Indiarediscounts certain defined
bills. The Bank Rate policy has been defined as ‘the varying of the terms and of the
conditions, in the broadest sense, under which the market may have temporary access
to the central bank through discounts of selected short-term assets or through secured
advances’. By manipul ating the Bank Rate, the Reserve Bank can, to acertain extent,
regulate commercial bank credit and the general credit situation inthe country.

At thevery outset, it may be pointed out that the bank rate policy has not been
very successful inthe past, asfromitsvery inception the Bank had to maintain acheap
monetary policy under which the bank rate was maintained constantly at three per cent.
Theannouncement of the Bank in 1951 increasing the bank rateto athree and ahalf per
cent marksan important turning point in the bank rate policy hitherto followed by the
Bank. Simultaneously, a drastic change had been effected in the Bank’s policy of providing
financeto the commercial banksin order to makethe bank rate policy effective. The
Bank announced that it would refrain from purchasing government securitiesto meet
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the seasonal requirements of schedul ed banksbut would, asanormal practice, advance
money at the prevailing bank rate on government and other securitiesspecifiedinthe
Reserve Bank of IndiaAct. This was definitely a new step in the monetary policy
pursued by the Bank till 1951. These measures had the immediate effect of making
credit dearer. Therewasagenera increasein the market ratesal so.

Thebank rate wasfurther increased to four per cent with effect from May 1957.
Asinthe previouschange, the market ratesresponded to thischange. Thus, after along
period of cheap monetary policy, the Bank assumed a “flexible interest rate’ policy in the
realm of monetary policy, acquiring thereby agreater measure of control over thebanking
system thanit had ever before.

A summary of thehistory of the bank rate policy pursued by the Reserve Bank of
Indiasince 1957 isgiven asfollows:

Oct. 1960 Introduction of slab rates system under which scheduled banks’ access to the Reserve
Bank isregulated under athree-tier structure of ratesrel ated to the extent of borrowing.
This system combined the feature of direct limitations on borrowing and raising the
cost of borrowing. It provided atechnique whereby the objectives of credit restraint
could be achieved without too large an adjustment in government security prices.

July 1962 Readjustment of dlab ratesand introduction of afour-tier system. The quotafor each
quarter would be 25 per cent of the average of the reserves required to be kept by
each bank during each week in the previous quarter. Borrowings up o0 100 per cent of
the quotas would be at the Bank Rate. Any borrowing upto 200 per cent of the quotas
would be at 1 per cent above the Bank Rate. From 200 to 400 per cent of the quotas
would be at 2 per cent above the Bank Rate. Further borrowings would be at 2 per
cent above Bank Rate. The new lending rate structure, in effect, meant araising of the
average lending rate of the Bank by about %2 per cent or more.

Oct. 1962 Revision of thelending rates.

January 1963 Bank Rateincreased to 4 ¥z per cent. Revised system of lending rates. Two-tier system
replaces the then existing four-tier system.

Oct. 1963 Changes in the system of quotas and lending rates.
Sept. 1964 Bank Rate increased to 5 per cent. Withdrawal of the quota system.

Introduction of the Differential Interest Rate system whereby banks would pay a
progressively higher rate for their borrowings, the level of the rate depending on the
real impairment of their liquidity position. (‘Net Liquidity Position’ is the total of a
bank’s cash balances in current account with other banks and investments in
government securitieslessits total borrowings from the Reserve Bank of India and
the State Bank of Indiaand timeliabilities.)

Feb. 1965 Bank Rate raised to 6 per cent. Terms of accommodation to banks tightened.
Differential interest rate adjusted.

March 1968 Bank Rate lowered to 5 per cent.

Jan. 1971 Bank Rate raised to 6 per cent.

M ay 1973 Bank Rate raised to 7 per cent.

July 1974 Bank Rate raised to 9 per cent.

July 1976 Net Liquidity Ratio discontinued.

June 1981 Bank Rate raised to 10 per cent. Statutory Liquidity Ratio (SLR) raised to 35 per
cent in October 1981 and to 36 per cent in September 1984.

July 1991 Bank Rate raised to 11 per cent.

Oct. 1991 Bank Rate raised to 12 per cent.

April 1997 Bank Rate lowered to 11 per cent.

June 1997 Bank Rate lowered to 10 per cent.

Oct. 1997 Bank Rate lowered to 9 per cent.

Jan. 1998 Bank Rate raised to 11 per cent.




March 1998 Bank Rate lowered to 10.5 per cent.
April 1998 Bank Rate lowered to 10 per cent.

April 1998 Bank Rate further lowered to 9 per cent.
March 1999 Bank Rate lowered to 8 per cent.

April 2000 Bank Rate lowered to 7 per cent.

Oct. 2001 Bank Rate lowered to 6.5 per cent.

Oct. 2002 Bank Rate lowered to 6.25 per cent. Thisisthe lowest Bank Rate since 1973. Over
thelast 4 Y2 years, the Bank Rate has been reduced from 11 per cent to 6.25 per cent.
Thisisthe sharpest reduction in Bank Rate since independence.

April 2003 Bank Rate lowered to 6 per cent.

Thus, since 1951, the RBI resorted to changesin bank ratefrom timeto timein order to
exercisearestraininginfluencein an environment of seriousimbalancein the economy.
Along with these changes, adjustments had al so been brought about intheinterest rate
structurethrough official measures.

Nevertheless, thefact hasto be admitted that during the pre-reform period (i.e.,
prior to early 1990s), thebank rate had only alimited roleasamonetary policy insrument.
Interest ratesas an instrument of monetary policy were activated during the post-reform
period. Inmorepreciseterms, bank rate wasactivated and made asgnalling and reference
ratein April 1997 linking it to the ratesat which accommodation isprovided by the RBI.
Since then changes in bank rate are seen as an integral part of the monetary policy
stance of the RBI announced fromtimeto timeand provideadirection to general level
of interest rates in the system. In other words, the importance of bank rate which
influencesthe cost and availability of credit in the economy hasincreased since the
1990s. Thebank rate was used to signal the stance of policy in association with other
supporting instruments. In therecent period, giventhe surplusliquidity conditionsinthe
financial market, coupled with thefact that discretionary liquidity wasbeing provided at
thereverserepo rate as and when required, theimportance of bank rate asasignalling
rate declined. It is desirable that the liquidity injections take place at a single rate.
Accordingly theinternal group on liquidity adjustment facility suggested that the bank
rate, normal circumstances, be aligned to the reverse repo rate, and accordingly the
entireliquidity support including refinance could be made available at thereverserepo
rate/bank rate. The bank rate/reverse repo rate would, therefore, provide the upper
bound to theinterest rate corridor. The group al so suggested that the RBI may continue
to announcethe bank rateindependently. The activation of bank rate asan instrument of
monetary policy wasfollowed up with amore active recourseto repo operations, leading
toanorderly progressto afullfledged liquidity adjustment facility. Inthisconnection, it
would berelevant to trace the recent development of liquid adjustment facility.

Liquidity Adjustment Facility (LAF)

The RBI had agreed in principlewith the recommendation of the Second Narasimham
Committee (1998) that the RBI’s support to the market should be through a Liquidity
Adjustment Facility (LAF) operated by way of repo and reverse repo providing a
reasonabl e corridor for market players. Pending further upgradation in technology and
legal/procedural changesto facilitate el ectronic transfer and settlements, it wasdecided
tointroducean Interim Liquidity Adjustment Facility (ILAF) inApril 1999 throughlending
against collateral of government securities. The ILAF provided amechanism by which
liquidity would beinjected at variousrates, so that volatility in the money market was
minimized and the market operated within areasonablerange. Under theILAF, while
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liquidity wasinjectedinto the system through export credit refinancefacility, collateraized
lendingfacilitiesand liquidity support to primary dedl ers, the absorption of liquidity from
the market was done through fixed rate repos supplemented by open market operations
indated government securitiesand treasury bills.

Inlinewith the recommendation of the Narasimham Committeell, mentioned
above, the RBI decided in June 2000 to introduce aliquidity adjustment facility toset a
corridor for money market rates. LAF replaced theILAF introduced in April 1999.

In the light of the experience gained during 1999-2000, the introduction of LAF
by the RBI represented thefirst stage of transition to afullfledged LAF. Inthisstage,
the additional collateralized lending facility for banksand level |1 support to primary
dealerswerereplaced by reverserepo auctions, whilethefixed rate repo was replaced
by variableraterepos, effective 5 June 2000. Thus, effective 5 June 2000, thefirst stage
of LAFwasoperationalized. Initialy, repos/reverse reposauctionswere conducted ona
daily bas sand with oneday maturity. Subsequently inAugust 2000, multiplerepo/reverse
repo auctions with 3—7 day maturity were introduced.

After extensive consultationswith expertsand market participants, the policy
statement of April 2001 announced the decision to move over to the second phasein
graduated steps. For more effective functioning of LAF, certain changeswere effected
in the operating procedures. In the second phase of LAF which commenced in May
2001, theminimum bid size wasreduced from< 10 croretoX 5 croreto enable small
level operatorsto participatein LAF auctions. Theauction format for LAF waschanged
from the uniform price auction method to the multiple price auction method to ensure
more respons ble bidding. The second phase of LAFwasintroduced in synchronization
withtherationalization of sandingliquidity facilities Thesefacilitieshave been splitinto
normal and backstop components. The switch over to themodified operating procedures
has been smooth. The medium term objectiveisto movegradualy towardsafull fledged
LAF and to do away with sector specific standing liquidity facilities.

The LAF, which has been increasingly emerging as the principal operating
instrument of monetary policy, alow the RBI to manage market liquidity onadaily basis
while hel ping the short-term money market interest ratesto move within acorridor.
Taking into account the recommendations of the Internal Group on LAF, referred to
earlier, and the suggestionsfrom the market participantsand experts, therevised LAF
scheme cameinto effect from 29 March 2004. The scheme outlined: (a) 7-day fixed
rate repo to be conducted daily in place of daily LAF auctions; and (b) overnight fixed
ratereverserepo to be conducted daily, on week days. Also the 14-day repo, whichwas
reintroduced in 2001, conducted at fortnightly intervals, was being continued for some
timein order to enablemarket participantsto meet their prior commitments. With effect
from October 2004, it has been decided to adopt the international usage of ‘repo’ and
‘reverse repo’ terms under LAF operations. Accordingly, absorption of liquidity by the
RBI inthe LAF window is termed as ‘reverse repo’ and injection of liquidity as “repo’.

Although, repo auctions can be conducted at variable or fixed rateson overnight
longer-term, given market preferenceand theneed to transmit interest rate sgnal squickly,
the LAF has settled into a fixed rate overnight auction mode since April 2004. The
Second LAF (SLAF) which wasintroduced in 28 November 2005 to enable market
participantsto fine-tunetheir liquidity management during the day, waswithdrawn with
effect from 6 August 2007. With aview to fine-tuning the management of bank reserves
on the last day of the maintenance period, the SLAF was reintroduced on 1 August
2008, to be conducted on reporting Fridaysfor banks. The salient featuresof the SLAF



arethe same asthose of the LAF. However, the settlement for the LAF and SLAF is
conducted separately and on agrossbasis. The SLAF isconducted on adaily basiswith
effect from 17 September 2008. LAF operations continueto be supplemented by access
to the RBI’s standing facilities linked to the repo rate, export credit refinance to banks
and standing liquidity facility to the primary deal ers. Therepo and reversereporatesare
revised inthelight of the evol ving macroeconomic and monetary conditions. Theserates
were kept unchanged during 2007-08. During 2008-09, up to July 2008, the repo rate
was raised by 125 basis pointsin thelight of evol ving macroeconomic and monetary
conditions. On 20 October 2008, however, therepo rate wascut by 100 basispointsto 8
per cent. The repo rate was further reduced by 50 basis pointsto 7.5 per cent on 3
November 2008. On 8 December 2008, both repo and reverse repo rateswere reduced
by 100 basis pointseach to 6.5 per cent and 5.0 per cent, respectively.

Open Market Operations

‘Open market operations’ implies the purchases and sales of government securities. In
abroader sense, these operations may be said to cover purchases and sales of equities,
gold and foreign exchange, besidesgovernment securities. However, inmost countries,
these operationsare confined to the sales and purchases of government securities.

According to Section 17 (8) of the RBI Act, the RBI isauthorized to engagein
the purchases and sal es of securitiesof the central government or astate government or
of such securitiesof alocal authority asmay be specified in thisbehalf by the central
government on the recommendations of the Central Board of the RBI. Securitiesfully
guaranteed asto principal and interest by any such government or authority isdeemed
for the purpose of this clauseto be securities of such government or authority. Further,
intermsof Section 17 (8) of theAct, the RBI isauthorized to make purchasesand sales
of sharesin, or capital of the State Bank of Indiaor any other bank or financial ingtitution
notified by the central government inthisbehalf.

Before the Second World War, the volume of the RBI’s open market operations
was rather negligible. The Bank’s operations assumed significant dimensions from 1944—
45. During the pendency of war, the commercial bankswere employing their excess
funds by investing in government securities and the RBI’s operations were mainly intended
to assist the successful floatation of government loans. Intheimmediate post-war years
therewere large scale withdrawal s of deposits from commercial banksowingto the
turbulent political conditionsinthecountry resultingin the genera lack of confidence of
dealersinthemoney market and the pent-up demand of trade and industry. Under these
circumstances, commercial bankshad to sell securitiesinthe market to replenishtheir
cashresources. Inorder to maintain security pricesand to sabilizethefinancia structure
of the country, the RBI increased its open market operationson asubstantial scale.

In 1951, simultaneoudy with theraising of the bank rate, the RBI announced a
change in its open market policy, of which reference has already been made in the
previoussection. Accordingtothis, it was decided to provide seasonal financeto banks
not by making purchases of government securities but by granting temporary
accommodation against the collateral of government securities. Sincethischangein
policy, the RBI’s open market operations have been, by and large, flexible and meaningful.

Nevertheless, during the pre-reform period, open market operationswere not
designed to suit therole of afull fledged instrument of monetary policy. They were
carried out morefor the purpose of assisting the government in itsborrowing operations
aswell asfor maintaining orderly market conditionsin the government securitiesmarket
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than for influencing the availability and cost of credit. Till 1992, therewerevery large
switch operations under which holders of government securities sold the securitiesto
the RBI and bought an equivalent amount of securities. Such open market operations
weretotally neutral to overall monetary control. Again, under the administered interest
rateregime, the RBI would purchase alarge volume of securitiesin the primary market
and sall the securitiesin the secondary market as part of itsopen market operations. As
far asmonetary control wasconcerned, the net effect of al these operationswasgenerally
neutral and as such open market operationswere not an effectiveinstrument of monetary
control.

During the post-reform period, the Situation has changed. Along with the activation
of bank rate, discussed in the previous section, open market operations have al so been
actively used. The government securitiesmarket hasbeen made market related. And an
array of other market related instruments has been created. Simultaneously, the
administered interest rate structure has been abolished and commercial banks have
been given virtual freedom to determinethe major rates. The cumulative effect of all
these devel opments has enabl ed the RBI to make use of open market operationsasan
effectiveinstrument for liquidity management. Through theinstrument of open market
operationsnow being conducted, together with LAF explained earlier, the RBI isableto
withdraw liquidity or inject liquidity inthe system aspart of aconsciouspolicy of monetary
control.

Success of Open Market Operations

Animportant pre-requisitefor the successful operation of open market operationsisthe
stability of cash reservesof commercial banks. In India, banks maintain cash reserves
with the RBI which are over above the statutory minimum, fluctuating with seasonal
changesin monetary conditions. This constitutes a limiting factor in the successful
operation of open market operations because the operationswould only serveto reduce
the excessreservesof commercial banks.

Itistruethat the presence of the unorgani zed sector of the Indian financia system
has a dampening effect on the policies pursued by the RBI. However, theinstitutional
settingin India, with all its shortcomings, may be said to be suitablefor the conduct of
open market operations. To quotethe RBI:

...the foremost condition for the effective conduct of open market operations is
the presence of an active money and capital market. The financial markets in
India, though not so well developed and closely integrated as those of the UK
and the US, they are sufficiently broad and active to enable the Reserve Bank to
buy and sell government securities in appropriate amounts without wide price
fluctuations. The Reserve Bank itself has contributed significantly to the
development of the money and capital marketsin India both by helping to create
aproper institutional framework and by assisting their further growth... .

The setting up of the Discount and Finance House of India and the Securities
Trading Corporation areingtancesin thisconnection. Besdes, the RBI hastakeninitiatives
for thedevelopment of a system of Primary Dealers. The Primary Dealers’ basic function
isto purchase securities and to accessthem deeper into the market.

Another element for effective open market operationsistheintroduction of a
Delivery Versus Payment (DV P) system under which the transfer of securitiesfrom
the seller to the buyer and the payment therefore by the buyer to the seller would be
simultaneousin respect of thosewho have an SGL Account and a Current Account with



theRBI. Thiswill reducethe counter party risk and risk of diversion of fundsthrough Banking
security transactions.

An important factor which may cause serious dislocation in the open market
policiesof acentral bank isthelack of sufficient securitiesof different maturity with
which it can conduct itsoperations. Asregardsthe adequacy of this, it isobserved that
the RBI had always been equipped with sufficient securities. Although, it can not be
denied that toward the early years of the Bank’s existence, its portfolio of investments
was small, since the war the volume and variety of securities in the Bank’s portfolio
have considerably increased, thus augmenting its capacity to undertake open market
operations.

NOTES

Thelegal settingin Indiafor the conduct of open market operationsmay aso be
considered asfavourable. At present there are no restrictionseither asto the quantity or
the maturity of government securities which the RBI can buy or sell, and the Bank
enjoysfull discretionin thisrespect.

Variable Reserve Ratio Method

Thelimited efficacy of the bank rate policy and open market operati onsbecause of the
peculiaritiesin theingtitutional and structural framework of thefinancial system during
the pre-reform period, the RBI was vested with powersto vary theratio of minimum
cash reserveswhich the commercia banksare statutorily obliged to keep withthe RBI.
Theoriginal Act required the scheduled banksto maintain 5 per cent of their demand
and 2 per cent of their time liabilitiesin deposit with the RBI, free of interest. The
Amendment Act, 1956 empowered the RBI to vary the reserves between 5 and 20 per
cent in respect of demand liabilities and between 2 and 8 per cent in respect of time
ligbilities. Inadditiontothis, the RBI wasa so allowed to require the schedul ed banksto
keep additional reserve up to 100 per cent against any increase in depositsaccruing to
them after acertain specified date. The overall reservesto be maintained should not,
however, exceed 20 per cent of demand and 8 per cent of timeliabilities. Provision has
been made for payment of interest on these reserves at the discretion of the RBI.

Thisamendment was necessitated owing to thegrowth of deposit money inrelation
tolegd tender currency in circul ation and the consequent power of thebankstoincrease
credit money. Thetota notesin circulation which amounted toX 1,189.84 crore in 1951—
52increased toX 1,339.39 crore in 1955-56. The corresponding figures of scheduled
banks’ deposits were 859.20 crore and X 1,003.54 crore. Thisevidently indicated the
increasein the power of banksto accel erate the creation of credit money. Naturally, the
authoritiesfeared that the Situation, if not checkedintime, would accentuatetheinflationary
spiral. Inthiscontext, flexibility inthe minimum reserveratioswasfound essential. As
was admitted by thethen Minister for Revenue and Expenditure, while presenting the
RBI (Amendment) Bill, 1956, in the Lok Sabha, ‘under the present economic conditions,
thebank rate policy and open market operationsmay not prove quite effectiveor feasible
means of credit control...the Central Bank should be authorized to vary the percentage
of deposits with it by the commercial banks from time to time’.

Subsequently, in September 1959, the Banking Regulation Act and the RBI Act
were amended. In terms of these amendments, bankswere required to keep with the
RBI an average daily balance of 3 per cent of their total time and demand liabilitiesin
Indiaasagainst the previousrequirement of 5 per cent of demand and 2 per cent of time
liabilities. The cash reserveratio (CRR) could be varied between 3 and 15 per cent.
Whilefixingthisratio, changesinthe pattern of deposits, viz., thelargeincreaseintime
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liabilitiesand thefall in the issuance period of fixed depositswere also bornein mind.
Sincethisamendment, the statutory cash reserveratio and the statutory liquidity ratio
(SLR) had been changed from time to time according to the devel oping circumstances.

In brief, because of the very limited role of bank rate policy and open market
operations, the RBI had to resort to frequent increasesin CRR to freeze apart of the
lendabl eresources of the banksin order to neutralize the expansionary impact of large
fiscal deficitsand the consequent generation of inflationary pressures. The CRR which
had been at aminimum of 3 per cent of net time and demand liabilitiesin June 1973 was
success vely increased and reached the statutory maximum of 15 per centin July 1989.
In addition, the Bank prescribed incremental CRR. The CRR was brought downin
phasesto 4.5 per cent on 4 June 2004. On areview of the macroeconomic situation, the
CRR was increased to 4.75 per cent effective 27 October 2004. The RBI chose to
increasethe CRR, partly for absorbing liquidity, but moreimportantly for sgnallingthe
RBI’s concern at the unacceptable levels of inflation so that inflationary expectations
aremoderated whilereiterating theimportance of stability infinancial market conditions.
The CRR for scheduled commercial bankswasincreased by acumulative of 150 basis
points during 2007-08. During 2008-09, the CRR was first increased by 150 basis
pointsin six phases of 25 basispoints each to 9.0 per cent before a sharp reduction of
250 basispointsto 6.5 per cent from the fortnight beginning 11 October 2008. The CRR
was further reduced in two phases of 50 basis points each to 6.0 per cent and 5.5 per
cent with effect from the fortnights beginning 25 October 2008 and 8 November 2008,
respectively. The Annual Policy Statement for 2008—09 announced an increase in the
CRR108.25 per cent with effect from thefortnight beginning 24 May 2008. Aswholesale
priceindex inflation continued to surgein the monthsfollowing the policy announcement,
the RBI inaccordancewith its pre-emptive and calibrated approach to contain inflation
expectations, raised the CRR in two stagesto 8.50 per cent and 8.75 per cent from the
fortnights beginning 5 July 2008 and 19 July 2008, respectively. In view of the then
macroeconomic and overal monetary conditions, the RBI increased the CRR of scheduled
commercia banksto 9.0 per cent with effect from the fortnight beginning 30 August
2008. The measurewas expected to impart astabilizing influence on the economy in the
period ahead.

The amendment made to the RBI Act, 1934 during 2006—-07 enhanced the RBI’s
operational flexibility in monetary management. Provisions of Section 3 of the RBI
(amendment) Act, 2006, cameintoforce on 1 April 2007 following which, thefloor and
the celling on CRR to be prescribed by the RBI ceased to exist and no interest was
payable on the CRR balances of banks with effect from the fortnight beginning 31
March 2007. Thefollowingtableillustrates, at aglance, recent changesin Policy Rates
and Cash Reserve Ratio:

Effective From Reverse Repo Rate Repo Rate Cash Reserve Ratio
1 2 3 4
18 September 2004 450 6.00 4.75 (+0.25)
2 October 2004 450 6.00 5.00 (+0.25)
27 October 2004 4,75 (+0.25) 6.00 5.00
29 April 2005 5.00 (+0.25) 6.00 5.00
26 October 2005 5.25 (+0.25) 6.25 (+0.25) 5.00
24 January 2006 5.50 (+0.25) 6.50 (+0.25) 5.00
9 June 2006 5.75 (+0.25) 6.75 (+0.25) 5.00




25 July 2006 6.00 (+0.25) 7.00 (+0.25) 5.00
31 October 2006 6.00 7.25 (+0.25) 5.00
23 December 2006 6.00 7.25 5.25 (+0.25)
6 January 2007 6.00 7.25 5.50 (+0.25)
31 January 2007 6.00 7.50 (+0.25) 5.50
17 February 2007 6.00 7.50 5.75 (+0.25)
3 March 2007 6.00 7.50 6.00 (+0.25)
31 March 2007 6.00 7.75 (+0.25) 6.00
14 April 2007 6.00 7.75 6.25 (+0.25)
28 April 2007 6.00 7.75 6.50 (+0.25)
4 August 2007 6.00 7.75 7.00 (+0.50)
10 November 2007 6.00 7.75 7.50 (+0.50)
26 April 2008 6.00 7.75 7.75 (+0.25)
10 May 2008 6.00 7.75 8.00 (+0.25)
24 May 2008 6.00 7.75 8.25 (+0.25)
12 June 2008 6.00 8.00 (+0.25) 8.25
25 June 2008 6.00 8.50 (+0.50) 8.25
5 July 2008 6.00 8.50 8.50 (+0.25)
19 July 2008 6.00 8.50 8.75 (+0.25)
30 July 2008 6.00 9.00 (+0.50) 8.75
30 August 2008 6.00 9.00 9.00 (+0.25)
11 October 2008 6.00 9.00 6.50 (-2.50)
20 October 2008 6.00 8.00 (-1.00) 6.50
25 October 2008 6.00 8.00 6.00 (-0.50)
3 November 2008 6.00 7.50 (-0.50) 6.00
8 November 2008 6.00 7.50 5.50 (-0.50)
8 December 2008 5.00 (-1.00) 6.50 (-1.00) 5.50

Note: 1. With effect from 29 October 2004, the nomenclature of repo and reverse repo was changed in
keeping with international usage. Now, reverse repo indicates absorption of liquidity and repo
signifies injection of liquidity. The nomenclature in this chapter is based on the new usage of
terms even for the period prior to 29 October 2004.

2. Figuresin parenthesesindicate changein policy rates.

Alongside, the SLRwasalso raised fromtimetotime. The SLRwhichwasat a
statutory minimum of 25 per cent of net time and demand liabilitiesin February 1970,
reached 38.5 per cent in July 1989 as against the statutory maximum of 40 per cent. The
SLR has been progressively brought down to the statutory minimum of 25 per centin
October 1997. Thus, the statutory pre-emption by way of SLR wassi gnificantly reduced
over theyears.

The Banking Regulation (Amendment) Act, 2007, which cameinto forceon 23
January 2007, removed thefloor rate of 25 per cent for SLR and empowered the RBI to
determine SLR-eligible assets, among others. The RBI had maintained that the pre-
emptionunder SLR at 25 per cent till thefirst week of November 2008. Banks, however,
have continued to hold morethan the prescribed minimum, though the amount exceeding
the prescribed minimum has come down in recent years. The RBI began offering to
banksadditional liquidity support under the LAFfrom 17 September 2008. Banksobtain
liquidity fromthe RBI under the LAF against the collateral of digible securitiesthat are
inexcessof their prescribed SLR. It was decided that, in addition purely asatemporary
measure, scheduled commercial bankscould avail additional liquidity support under the
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LAFtotheextent of 1.0 per cent of their net demand and timeliabilitiesand seek waiver
of penal interest. In November 2008, it was decided to make the reduction permanent
and accordingly, the SLR wasreduced to 24 per cent of net demand and timeliabilities,
with effect from the fortnight beginning 8 November 2008. Furthermore, till end-June
2009, banks have been allowed rel axation in maintenance of SLR upto 1.5 per cent of
their net demand and timeliabilitiesto meet funding requirementsof MFs, NBFCsand
HFCs.

It may berecalled herethat the Narassmham Committee (1) on Financial Sector
Reforms recommended aprogressive reductionin CRR and SLR over aperiod and an
increase in theinterest rate paid to banks on their SLR investmentsand, on CRRin
respect of impounded deposits. Subsequent to the implementation of thefinancia sector
reforms, CRR wasgradually brought downto 12 per cent and effectively standsat 4.75
per cent on 16 November 2002. SLR has also been brought down to the statutory
minimum level of 25 per cent.

In this connection, the fact has to be admitted that high reserve requirements
createdigtortionsinthefinancial system. Hence, eventhe abalition of reserverequirements
isdemanded by some quarters on the pleathat with capital adequacy and prudential
normsnow in place, reserve requirementsare no longer necessary. They point out that
the market environment hasinduced many central banksto focusmoreon theinterest
ratesrather than bank reservesin tryingtoinfluenceliquidity. Asamatter of fact, many
countriesnow haveno reserverequirements. And, in some countries, thelevel of minimum
deposit at the central bank hasfallento suchlow levelsthat itisno longer considered to
be an active monetary policy instrument. The above discussion abundantly makesit
clear that evenin India, there have been significant reductionsin thereserveratio to
relieve the pressure on the banking sector and reduce the cost of intermediation.

Liquidity Management by the Reserve Bank of India: A Summing-up

Activeliquidity management isakey element of the current monetary policy stance.
The RBI managesliquidity through appropriate use of cashreserveratio (CRR), open
market operations(OM O) and market stabilization scheme (M SS) and policy instruments
at itsdisposal flexibly, asand when the situation warrants. In the context of the uncertain
and unsettled globa Situation and itsindirect impact on the domestic economy in genera
and thefinancial market in particular, the RBI closely and continuously monitorsthe
Stuationto respond swiftly and effectively to devel opments, employing both conventional
and unconventional measures.

The Indian experiencewithliquidity management has been uniquein severa ways.
Firgt, unlikein severa countries, the RBI Act, 1934 doesnot permit the monetary authority
to float itsown securities. Second, acombination of several instruments, viz., theLAF
window, outright open market operations, MSSand CRR, isused for liquidity management.
The RBI hasnow assigned the task of day-to-day liquidity management to LAF, while
usng M SSfor addressng semi-durableliquidity mismatches Third, liquidity management
ispresently done on aburden sharing basi swherethe costs of sterilization operations
areshared by all stakeholders, i.e., the government in case of MSS, the RBI in case of
LAF reverserepo and the banking system in case of CRR. Fourth, monetary measures
are supplemented by regulatory and prudential measureswhereby caibrated decel eration
in credit to sensitive sectors were brought about through changesin risk weight and
provisioning norms. Fifth, by adopting amore gradual and aphased approach towards



capital account liberalization, it has been possibleto sustain capital inflowsonamore
stable basiseven with theimposition of temporary capital controls.

While LAF and M SS have been able to bear alarge part of the burden, some
modulationsin CRR and SLR have also been resorted toin order to meet theliquidity
mismatches. For instance, on 16 September 2008, inregard to SLR, the RBI permitted
banks to use up to one per cent of their NDTL, for atemporary period, for drawing
liquidity support under LAF from the RBI, which was made a permanent reduction by
one per cent to 24 per cent, with effect from the fortnight beginning 8 November 2008.
The CRR which had been gradually increased from 4.5 per cent in 2004 to 9 per cent by
August 2008 was cut by 350 basis pointsduring 11 October to 9 November 2008 on
review of theliquidity Situationin the context of global and domestic devel opments.
Thus, asthe very recent experience shows, in the prudential ratios such as CRR and
SLR combined with flexible use of the M SS, could be considered as avast proof of
back-up liquidity that isavailablefor liquidity management asthe Situation may warrant
for relieving market pressure at any given time. The recent innovation with respect to
SLR for combating temporary systemicilliquidity isparticul arly noteworthy.

Qualitative Credit Controls

Besides quantitative controls discussed above, the RBI may resort to qualitative
restrictionsto make effectiveits monetary policy measures.

Under the Banking Regulation Act, 1949, the RBI isvested with powersto control
the entire banking system. In pursuance of Section 21 of the Act, the RBI may give
directionsto banking companieswith regard to their lending policies, which they are
bound to comply with. The section runsasfollows:

1. Wherethe Reserve Bank issatisfied that it isnecessary or expedient inthe
publicinterest soto do, it may determinethe policy inrelation to advancesto
befollowed by banking companiesgenerally or by any banking company in
particular and when the policy hasbeen so determined, all banking companies
or the particular company concerned, asthe case may be, shall bebound to
follow the policy so determined.

2. Without prejudiceto the generality of the power vested in the Reserve Bank
under sub section (1), the Reserve Bank may give directions to banking
companies, either generally or to any banking company or group of banking
companiesin particular, asto the purpose for which advances may or may not
be made, the marginsto be maintained in respect of secured advancesand
theratesof interest to be charged on advances, and each banking company
shall be bound to comply with any directionsas so given.

Agan,
1. Wherethe Reserve Bank is satisfied that:

(@) inthenational interest or;

(b) toprevent theaffairsof any banking company being conducted inamanner
detrimental to theinterests of depositorsor inamanner prejudicial to the
interests of the banking company or;

(c) tosecurethe proper management of any banking company generally.

Itisnecessary toissue directionsto banking companiesgenerally or to any banking
company in particular, it may, from timeto time, issue such directions asit deemsfit,
and the banking companies or the banking company, as the case may be, shall be
bound to comply with such directions.
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2. The Reserve Bank may, on representation made to it or on its own motion,
Modify or cancel any directiveissued under sub section (1), and in so modifying
or cancelling any directive may impose such conditions asit thinksfit, subject
to which the modification or cancellation shall have effect.

Further, under Section 36 (1) (a) of the RBI Act, the RBI isempowered to caution
or prohibit banking companiesgenerally, or any banking company in particular against
entering into any particular transaction or class of transactions. It may call for periodica
aswell asad hoc returnsand in the public interest may also publish such information
asit deemsfit.

Implementation of Selective Credit Controls

Inorder to enforcethepolicy of selective credit controls, the RBI used toissuedirectives
to scheduled banks since the beginning of the Second Five Year Plan. Thefirst such
directivewasissued on 17 May 1956, to all scheduled banksnot to increase any credit
limit they had already sanctioned and not to issue any fresh credit limit against riceand
paddy inexcessof X 50,000 to any party. In September, thiscontrol wasfurther extended
to cover bank advances against other foodgrains, gram and other pulses, and cotton
manufactures. Sincethen, the Bank continued to issue directives, somewere by way of
replacement or modification of previousonesand dome by way of extension of control
measuresto new sectors.

Objective of Selective Credit Controls

By and large, selective credit controls are employed for the purpose of controlling
inflationary tendencieswhich appear owingto anincreasein thetotal amount of money
incirculationthrough an over expanson of bank credit. However, inadevel oping country
likeIndia, they are primarily intended to prevent the anti-social use of credit, whichis
associ ated with the specul ative hoarding of stocksof grategic commoditieslikefoodgrains,
and to push down pricesor at least to check an unwarranted increasein their prices.
The bank rate policy, open market operations and variabl e reserveratio system, which
areemployed in controlling the quantity of credit, are not effectivein controlling the
quality of credit and canalizingitsflow into thoselineswhere they aremost called for
and most needed, whereas sel ective credit controlsare effectivein controlling the quality
of lending and investment operationsof thebanksand inrestricting credit againg particular
commodities.

Salient Features of Selective Credit Controls

Thepolicy of theRBlI, whileingtituting sel ective credit control s, had been oneof flexihility.
Inother words, the directiveswere promptly withdrawn when circumstances no longer
needed their continuance. For instance, the Bank, while maintaining the broad framework
of controlsregulating advancesagainst foodgrainsby banks, had madefromtimetotime
suitable modifications to the structure of control to meet the needs of the changing
situations. In other words, there was no rigid formulafor the Bank whileinstituting
selective credit controls. On the other hand, the measureshad been essentially flexible
so that they were modified according to the devel oping circumstances.

Another salient feature of the control technique had been the endeavour of the
Bank to ensure that the measures did not hamper production.

TheBank had a o been careful to makethe necessary modificationsinthecontrols
according tothe circumstances prevailing in different aress.



Limitations of Selective Controls Banking

The success of selective controlsin arresting upward trendsin prices does not depend
ontheavailability of bank credit alone, but also on avariety of other factorsincluding
aggregate and individua demand and supply. Itisunequivocally admitted that monetary NOTES
techniquesare no panaceafor curingall illsin the economy caused by the scarcity of
particular commoditiesinrelationto their demand. InIndia, shortage of supply hasaways
been one of theimportant factors contributing to hectic movementsin prices.

Another limitation of thismonetary technique arisesfromthefact that insofar as
stocksof commaoditiesare salf-financed or privately financed, therole of bank financeis
negligible.

Aboveall, itisanecessary pre-requisitefor successful employment of the control
measuresthat there shoul d be an effective machinery for the preparation of thedirectives
according to the peculiar circumstances of each commodity and for the monitoring of
these measures.

Moral Suasion and Credit Rationing

‘Moral suasion’ implies persuasion of banks to follow certain lines of policies, impressing
upon them the necessity to do so. Thereisno el ement of compulsioninthispersuasion
and assuch the efficacy of thismeasure depends on the active cooperation of banksand
their goodwill tofall inlinewith the advices of the RBI. That iswhy certain quarters
have expressed doubts about the success of thisinstrument of monetary policy. However,
the success which the RBI could achieve has been somewhat encouraging. A brief
discussion of theactivitiesof theBank inthisdirectionis, it ishoped, not out of placein
thiscontext.

After the devaluation of the rupee, as speculative activities were feared, the
bankswere advised to restrict their advancesto genuine trade requirementsand not to
grant accommodation for any speculative purposes. During therecent years, the Governor
of the RBI advisesinformally the commercial banksto follow the policy measures
generally. The effect which these advicesinvoked hasbeen, by and large, satisfactory;
if not spectacular. The Bank’s activities in this direction are facilitated by the concentration
of resourcesin the hands of afew big bankswhich enablesthe Bank officialsto have
frequent informal consultationswith the officid sof thesebig banksand achieve satisfactory
results.

‘Direct action’ implies the refusal of the RBI to extend rediscounting facilities
and other financid accommodation to banksfollowing unsound banking principles, or to
grant further accommodation to banks whose capital and reserves are considered
inadeguate. The Bank isnot resorting to thisweapon very often, but cases of wilful and
pers stent violations of therulescould be met with the sharp blades of direct action with
whichthe Bank isarmoured.

Report of the Committee to Review the Working of the Monetary System

In 1982, the RBI constituted a Committee under the chairmanship of Prof Sukhamoy
Chakravarty to review the working of the monetary system in India. The terms of
reference of the committee were asfollows:

- Toreview critically the structure and operations of the monetary systeminthe
context of the basi c objectivesof planned devel opment;
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- Toevaluatethe variousinstruments of monetary and credit policies;
- Toassesstheinteraction of monetary policy and debt management;

- Torecommend suitable measuresfor the formul ation and operation of monetary
and credit policiesand for strengthening theinstruments of monetary and credit
policies

Thecommittee submitted itsreport in April 1985. Themajor findingsand recommenda-
tionsof the committee may be summarized asunder:

1. Inthe context of planned economic devel opment, the primary objective of the
monetary policy should be price stability inthe broader sense. Price stability in
this context doesnot imply constant pricelevel; it only impliesthat it should be
consi stent with annual increase of 4 per cent in thewholesale priceindex. Also,
the objective of price stability should not comeinto conflict with the other socio-
economic goals embodied in the Five Year Plans. The mgjor factor that has
contributed to theinflationary pressures has been theincreasein money supply
mainly through Reserve Bank’s credit to the government. Hence, it is necessary
that the government should aim at raising output level and the Reserve Bank
should aim at controlling the expans on in reserve money and money supply.

2. Thetarget for increase in money supply during any particular year should be
announced in advance. The target should be in terms of a range, based on
anticipated growthin output and inthelight of the price situation. Therecould be
modifications in the target range; but the circumstances under which such
modifications are made should also be announced in advance. This type of
monetary targeting will assi st the Reserve Bank in making use of itsmonetary
policy instrumentseffectively.

3. The government should restrict its recourse to Reserve Bank credit at
predetermined level s so that monetization of debt could berestricted. With this
endinview, theyield rate of government securitiesand treasury billsshould be
made more attractive. Thus, the government should raise the necessary financia
resources by tapping the savings of the peopleand/or by increasing tax revenues
or by incurring budget deficit financed from sources other than the Reserve Bank.

4. At present the official concept of budgetary deficit doesnot giveaclear picture
of the monetary impact of fiscal operations. Thisisbecause at present the budget
deficitismeasured intermsof increasein thelevel of treasury billsoutstanding.
This overstates the extent of monetary impact of fiscal operations, since no
digtinctionismade between the absorption of treasury billsand theincreaseinthe
holdingsof treasury billsby the Reserve Bank. Therefore, achangeinthedefinition
of budget deficit isnecessary. Closer coordination of fiscal and monetary policies
would be achieved if the government and the Reserve Bank could determinein
advance the desired monetary impact of the government’s borrowing programme
aspart of annual budget exercise.

5. Banksshould havegreater freedominfixingtheir lending rates. Thiswoul d prevent
unnecessary use of credit whichispossibleat present duetorelatively low rates
of interest. Simultaneoudly, savers should be ableto earn reasonablereturnson
their long-term savings. To achievethis, therate of interest fixed by banksfor
depositsfor fiveyearsand above should offer the saver aminimum positiverea
return of 2 per cent per annum. Thenominal deposit rates should befixed by the



Reserve Bank accordingly. Innovative schemes should be devised by banksto
providethe small saver abetter return.

6. Thereisan urgent needtoimprove productivity inall aspectsof banking operations.
Strict discipline should be enforced in the use of credit needs. Loan requests, for
example should be carefully appraised. Al so, it should be ensured that creation of
additional capacity isnot induced by theavailability of fundsat concessiond rates.
Preventive measuresrather than remedial measures should be adopted to tackle
thegrowingincidenceof industrial sickness.

7. Concessional interest ratesasaredistributive device should beused in aselective
manner. Thereisneed to provide adequate and timely credit to the priority sectors
and the present preoccupation with concessional interest rates should be given
up. A detailed review of overduesby areasand activity should be undertakento
initiate remedial action by the concerned departmental agenciesand banks.

8. Continuance of cash credit asthe predominant form of bank credit should be
discouraged. Thisisbecause cash credit system makesit difficult to supervise
the end use of bank credit. Appropriate measures should be undertaken to
encourageloansand bill financeformsof bank credit. The procedura obstacles
standing intheway of devel oping thebill market should beremoved.

9. Money market in Indiashould be restructured. A well-structured money market
would pave the way for transmission of the impact of monetary regulation
measuresto therest of the economy. In therestructured system, the treasury bills
market, thecall money market, thecommercid billsmarket and theinter-corporate
fundsmarket should play animportant roleinthealocation of short-term resources
with minimum transaction cost and minimum of delays. The Reserve Bank should
takethe necessary stepsto devel op an efficient money market in the country.

10. To protect theinterests of the depositors, aproper system of licensing should be
adopted in the case of traditional non-banking financial intermediariessuch as
chit funds, investment trusts, etc.

11. Monetary regulations should be the major responsibility of the Reserve Bank. It
should not depend excessively on any singleinstrument of monetary policy. In
addition, the Reserve Bank should usetheregulatory measuresearly and gradualy
sothat the effectsof such regulationsmay not betoo drastic and cause unintended
hardship to specific sectorsof the economy.

12. Reserve Bank’s role in supporting developmental institutions should only be
secondary. They should obtain their working fundsordinarily from sources other
than the Reserve Bank.

The government has accepted the major recommendations of the committee and they
are being implemented. Thus, the government has carried out an exercise to evolve
aggregate monetary targetsto ensure orderly monetary growth in consultation with the
RBI. Further, the government has announced its acceptance of the new definition of
budgetary deficit. Asrecommended by the commiittee, theyieldsonlong-term government
securitieshave been increased and the maximum maturity has been reduced. Also, the
RBI has started issuing a new form of 182 days’ treasury bill. The announcement by the
RBI of its decision to compel large companiesto meet 25 per cent of their working
capital needs by discounting bills of exchange has been another step following the
recommendation of the committeeto discourage cash credit system. The establishment

Banking

NOTES

Self-Instructional
Material

97



Banking

98

NOTES

Self-Instructional
Material

of the Discount and Finance House of IndiaLtd, hasbeen yet another stepin popul arizing
bill financing asrecommended by the committee.

10.
1
12.
13.
14.
15.

CHECK YOUR PROGRESS

What isthe main objective of the Reserve Bank of India?

What are the major objectives of the monetary policy inIndia?

Why wasamultipleindicator approach announced by the RBI in 1998-99?
Definethe bank rate policy.

What are open market operations?

What isan important factor which may cause serious dislocation in the open
market policiesof the central bank?

3.6

SUMMARY

- Commercia banksareorganized on ajoint stock company system, primarily for

the purpose of earning aprofit.

- Thetwo essential functionsof acommercial bank may best be summarized as

the borrowing and the lending of money. They borrow money by taking all kinds
of deposits.

- Besidesthese two main functions, acommercia bank performsavariety of other

functionswhich may broadly be grouped under two main heads, viz., the agency
servicesand thegeneral utility services.

- A commercial bank provides arange of investment services. Customers can

arrange for dividendsto be sent to their bank and paid directly into their bank
accounts, or for the bank to detach couponsfrom bearer bondsand present them
for payment and to act upon announcementsin the pressof drawn bonds, coupons
payable, etc.

- By selling drafts or orders and by issuing letters of credit, circular notes, travellers’

cheques, etc., acommercial bank isdischarging avery important function.

- Another function of great value, both to banks and businessmen, isthat of the

bank acting asareferee asto therespectability and financid statusof the customer.

- A credit card isbasically apayment mechanism which allowsthe hol der of the

card to make purchases without any immediate cash payment. Credit limitis
fixed by theissuing bank and the limit isdetermined by thefinancia history as
well asthetype of card.

- The main difference between credit cards and debit cards lies in the words ‘credit’

and “debit’. In case of a credit card, the card holder makes the cash payment at
theend of themonth. On other hand, in the case of adebit card, it runsdown ones
deposit account the moment the saleismade.

- AnATM (Automatic Teller Machine) Card isavariation of adebit card which

one can usein acash machineby punchinginonesPIN (Personal Identification
Number) for making cash withdrawal sfrom ones bank account.



- The firstitem appearing on the asset side of a commercial bank’s balance sheet Banking
is “‘cash in hand’, including cash reserve at the central bank and demand deposits
with other banks.

- “Billsdiscounted’ is also considered as a highly earning liquid asset and is included

among the ‘money market assets.’ NOTES

- When the bank buys securities, it paysfor them by itsown cheque. Thischeque,
like a currency note issued by the central bank, isan 10U (‘1 Owe You’) of the
bank issuingit.

- The power of commercial banksto create credit islimited mainly by the cash
reserves which they have to hold against their deposits and the total amount of
legal tender currency issued by the central bank.

- ThelDBI, which commenced operationsin July 1964, providesterm credit to
industry.

- Originally, the IDBI was established asafully owned subsidiary of theRBI. In
order to enlarge the role of the IDBI as the apex financia institution and to
achievemore effective coordination amongal financia ingtitutionsin the country,
IDBI wasdelinked from the RBI with effect from February 1976, and made an
autonomous corporation owned by the Government of India.

- Ontherecommendationsof thecommitteeto review arrangementsfor Ingtitutional
Credit for Agricultureand Rura Devel opment, the National Bank for Agricultural
and Rural Devel opment Act, 1981 was passed by the Parliament and the National
Bank for Agricultural and Rural Development (NABARD) wasestablished in
July 1982 with an initial capital of * 100 crore.

- TheRBI performsall thetypical functionsof acentral bank. Itsmainfunctionis
to regul ate the monetary mechanism comprising of the currency, banking and
credit systemsof the country.

- Bank Rateistherate at which the Reserve Bank of India rediscounts certain
defined bills. The Bank Rate policy has been defined as “the varying of the terms
and of the conditions, in the broadest sense, under which the market may have
temporary accessto the central bank through discountsof selected short-term
assets or through secured advances’.

- The RBI had agreed in principle with the recommendation of the Second
Narasimham Committee (1998) that the RBI’s support to the market should be
through aLiquidity Adjustment Facility (LAF) operated by way of repoand reverse
repo providing areasonabl e corridor for market players.

- *Open market operations’ implies the purchases and sales of government securities.
In abroader sense, these operations may be said to cover purchasesand salesof
equities, gold and foreign exchange, besi desgovernment securities.

- *Moral suasion’ implies persuasion of banks to follow certain lines of policies,
impressing upon them the necessity to do so. Thereisno element of compulsion
inthispersuasion and as such the efficacy of thismeasure dependson the active
cooperation of banksand their goodwill tofall inlinewith the advicesof the RBI.
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3.7

KEY TERMS

- Credit cards: A credit card isbasically apayment mechanism which allowsthe

holder of the card to make purchases without any immediate cash payment.

- Circular notes: Circular notes are cheques on the issuing banker for certain

round sumsin hisown currency.

- Demand bill: Demand bill isabill of exchangethat is payable on demand.
- Satutory liquidity ratio (SL R): Statutory liquidity ratioisthe Indian government

termfor reserverequirement that thecommercia banksin Indiarequireto maintain
intheform of gold, government approved securitiesbefore providing credit tothe
customers.

- Cashreserveratio (CRR): Cash Reserve Ratio isaspecified minimum fraction

of thetotal depositsof customers, which commercia bankshaveto hold asreserves
either in cash or asdepositswith the central bank. CRR is set according to the
guidelinesof the central bank of acountry.

- Reporate: Reporateistherateat which the central bank of acountry (Reserve

Bank of Indiain case of India) lendsmoney to commercia banksin the event of
any shortfal of funds. Repo rateisused by monetary authoritiesto control inflation.

3.8

ANSWERS TO ‘CHECK YOUR PROGRESS’

. The primary function of acommercial bank isthat of abroker and adealer in

money.

A “letter of credit” isa document issued by a banker, authorizing some other bank
towhomitisaddressed, to honour the chequesof aperson named in the document,
to the extent of astated amount in theletter and charge the sameto the account
of the grantor of theletter of credit.

The band giro isasystem by which a bank customer with many paymentsto
make, instead of drawing achequefor each time, may simply instruct hisbank to
transfer to the bank accounts of hiscreditorsthe amount duefrom him.

The main difference between credit cards and debit cards lies in the words ‘credit’
and “debit’. In case of a credit card, the card holder makes the cash payment at
theend of the month. On other hand, inthe case of adebit card, it runsdown ones
deposit account the moment the saleismade.

Abank’spower to create credit islimited by two factors, viz., the cashreserve
ratio and the total amount of legal tender currency.

Commercial bankscanincreasethetotal amount of money in circulation through
the processof credit creation.

A digtinct feature of IDBI Actisthe provision for the creation of aspecial fund,
known as ‘Development Assistance Fund’.

The Bills Rediscounting Scheme wasintroduced in April 1965, intermsof the
powersvested inthe IDBI under Section 9 (1) (b) of itsstatute, which authorizes
it to accept, discount and rediscount bills of exchange and promissory notes of
industrial concerns subject to such conditionsasmay be prescribed.



9. Ontherecommendationsof thecommitteeto review arrangementsfor Indtitutional
Credit for Agricultureand Rura Devel opment, the National Bank for Agricultural
and Rural Devel opment Act, 1981 was passed by the Parliament and the National
Bank for Agricultural and Rural Development (NABARD) wasestablished in
July 1982 withaninitial capital of ‘100 crore.

10. The main objective of the Reserve Bank of India is ‘to regulate the monetary
mechanism comprising of the currency, banking and credit systems of the country’.

11. Maintenance of price stability and ensuring availability of adequate credit to the
productive sectors of the economy are the major objectives of the monetary
policyinIndia

12. A multiple indicator approach was announced by the RBI in 1998-99 to accord
the necessary flexibility to respond to changes in domestic and international
economic and financial market conditionsmoreeffectively.

13. The bank rate policy has been defined as *the varying of the terms and of the
conditions, in the broadest sense, under which the market may have temporary
access to the central bank through discounts of selected short-term assets or
through secured advances’.

14. Open market operationsimply the purchase and sal e of government securities. In
abroader sense, these operations may be said to cover purchases and sales of
equities, gold and foreign exchange, bes des government securities.

15. Animportant factor which may cause serious dislocation in the open market
policiesof the central bank isthelack of sufficient securitiesof different maturity
withwhichit can conduct itsoperations.

3.9 QUESTIONSAND EXERCISES

Short-Answer Questions

1. Outlinethe monetary policy pursued by the Reserve Bank of India

2. Satethelimitationsof monetary policy.

3. Writeashort note on the monetary policy making processin India.

4. What arethelimitationson the creation of credit by commercial banks?
5. Statethebasic featuresof acredit card.

6. Writeashort note onATM.

Long-Answer Questions

1. Explainthe monetary transmission mechanism of the central banks.
2. Describe the mechanism of bank rate policy.

3. Discussthe open market operations of the Reserve Bank of Indiawith special
emphasison their success.

4. Explainthe mechanism of credit creation by commercia banksand point out the
limitationsin credit creation.
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5. Explainthe concept of credit planning, bringing out clearly the objectivesand
operation of credit planning.

6. Analysethe difference between the credit cardsand debit cards.
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4.0 INTRODUCTION

According to the public understanding, inflation meansacondition which producesa
risngtrendinthegenera pricelevel intheeconomy. Inflation may, however, be present
in the economy if the sustained price rise, which would have otherwise occurred, is
prevented from occurring by imposi ng the price and physical controlsin the economy.
Such asituation is called “suppressed inflation’. Inflation is not amenable to any one
definition.

According to the Chambers’ Twentieth Century Dictionary, inflation is an ‘undue
increasein quantity of money in proportion to buying power, ason an excessiveissue of
fiduciary money.” Gardner Ackley has defined inflation “as a persistent and appreciable
rise in the general level or average of prices.” According to this definition, a sporadic
price spurt or animperceptiblerisein priceswill not beinflation. Elaborating further,
Ackley has stated: “We define inflation as rising prices, not as ‘high’ prices. In some
sense, theninflationisadisequilibrium state; it must beanalysed dynamically rather than
with the tools of statics.” According to Crowther, “inflation is a state in which the value
of money is falling, i.e., prices are rising.” According to Pigou, inflation exists ‘when
money incomeisexpanding relatively to the output of work done by the productive
agents for which itis the payment.” In general, inflation may, therefore, be defined asa
sustained riseinthe generd pricelevel brought about by high rates of expansioninthe
aggregate money supply athoughin thecontemporary discussonsoninflaionitisdefined
asasugtained riseinthe general pricelevel, howsoever generated. All these definitions
have acommon feature of stressing the point that inflation isaprocessof rising prices
and not astate of high prices, showing astate of disequilibrium between the aggregate
supply and the aggregate demand at the existing or current pricesnecessitatingarisein
thegenera pricelevel intheeconomy.

Inthisunit, youwill learn about the concept of inflation, its causes and effects.
Thisunit will aso discusthe measuresused for controlling inflation.
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4.1 UNIT OBJECTIVES

After going through thisunit, you will beableto:
- Definethe concept of inflation anditsvariousforms
- |dentify thevarious causesof inflation
- List the effectsof inflation on variousclasses
- Explainthemeasuresfor controlling inflation

4.2 CAUSESOFINFLATION

Inflationisapersstent riseinthegenera pricelevel rather than aonce-for-al riseinit.
It should be noted that most economistsall around the world have assumed that price
stability isthemain objective of economic policies.

Thevalue of money can bedivided into four parts, which areasfollows:
- Inflation
- Deflation
- Reflation
- Didnflaion

Formsof Inflation

Ineconomic lifethereare several formsof inflation. Some of them are asfollows:
- Production inflation: Sometimesthe production of goodsand servicesdecrease,

that timethe disequilibrium between the demand and the supply exist. At thetime
of lower level of production, the demand exceedsthe supply; thissituationis
known asinflation. Production inflation can al so exist when the productionis
fixed and the money income of the consumersincreases.

- Currency inflation: Asitisclear fromthe name, theinflation duetoincreasein

the currency isknown ascurrency inflation. When the government or the central
bank of acountry increasesthe money supply inahigh volume, it will increasethe
genera pricelevel. Thisinflationisknown ascurrency inflation. Normally, inthe
case of war or in some economic difficulties, central bank increasesthe money
supply inahighvolume.

- Credit money: Thetotal money stock of a country isthe sum of high power

money (money supply by the central bank), and the credit creation by the
commercial banks. In today’s world, credit money has a significant value in the
monetary system.

I nflation on the basis of motion

Onthe basisof mation, inflation can be dividedinto four parts:
- Creepinginflation: Whenthereisadow increasein thegenera pricelevel due

toinflation, thenitisknown as creeping inflation. Therate of increaseinthis
inflationisnot morethan 2 per centinayear. According to Keynes, itisamust
for the devel opment of an economy.



- Walkinginflation: When the government and other monetary authoritiesare not
ableto control the creepinginflation, it takestheform of walking inflation. The
rate of increasein theinflationismoreinwalkinginflation, in comparison with
creeping inflation. It affectsthe people adversely. According to Keynes, thisis
theform of real inflation.

- Runninginflation: Inrunninginflation, therateof increaseintheinflationincreases
at ahigher rate. It affectsthe fixed income group adversely.

- Gallopinginflation: Itistheworst form of inflation, which ispossiblein any
country after thefailure of central bank, and other monetary authorities. Inthis
dtuation, theincreasein price affects people very badly and the prices became
uncontrollable. According to Keynes, “this condition of inflation is possible only
after the point of full employment.’

Inflationary and Deflationary Gap

It should be noted that equilibrium cannot be on thefull employment level. It should be
considered that the equilibrium level may involve much unemployment and waste of
natural resources. It meansthat the only level of equilibrium that can be considered
desirableisthat which providesthe near full employment.

Inflationary Gap

The concept of inflationary gap has been propounded by Keynes. According to Keynes,
inflationary gap ariseswhen consumption and investment spending together are greater
than thefull employment grossnational product level.

In other words, it isagap between money incomes of the community and the
available supply of output of goodsand services. In thissituation, more goodswill be
demanded than the economic system can produce. Theresult will bethat the priceswill
beginto riseand aninflationary situation will emerge.
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Fig. 4.1 Inflationary Gap

In Figure 4.1, the inflationary gap has been shown. C, I, G stand for the
consumption, Investment and the Government Expenditure. (C+1+G), showsthetotal
expenditure on demand in the economy. At thislevel Yx isthetotal real output. Yfx
showsafull employment limit onreal output Y fx. Real income of the economy cannot
reach Y x, sothetotal demand (C+I+G), exceedstotd output, leavingagapAB, whichis
known asinflationary gap.
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Deflationary Gap

Similarly, you can show the deflationary gap with the hel p of agraph. Thiswould come
into existence, if total aggregate demand isinsufficient to createthefull employment. Y x
is the total output at full employment. Let us assume that the total demand is (C+1+G)’
which cuts the 45° line at B, with real output Y’x. AB is the deflationary gap.

Y Deflationary Gap D
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Fig. 4.2 Deflationary Gap

Infigure4.2, the deflationary gap has been shown. The output hasbeen assumed
on X axis, onthe other hand consumption, investment and the government expenditure
have been shown ontheY axis. The deflationary gap has been showninthegraph as
AB.

Demand Pull Inflation

Thisrepresentsthe Stuation wherethe basic factor at work istheincreasein the aggregate
demand for output either from the government or the entrepreneur or the households.
Theresult isthat the pressure of demand issuch that it cannot be met by the currently
supply of output.
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Aggregate Demand and Supply

Fig. 4.3 Demand Pull Inflation

It should be noted that K eynes has propounded the concept of demand pull inflation
in hisbooklet, How to Pay for war, and it issurprising that it was published during the
Second World War. In thistheory, Keyneshasexplained theinflation in terms of excess
demand for goodsto the aggregate supply of their output.



InFigure 4.3, you have assumed the aggregate demand and aggregate supply on Inflation
the X axis; onthe other hand you have assumed the pricelevel ontheY axis. Aggregate
supply curveisupward in the beginning but became vertical after thefull employment
level. According to thefigurewhenit intersectsthe AD3, it becomesvertical, because
after thefull employment, the supply of output cannot beincreased. NOTES

When the aggregate demand wasADL1, theequilibriumisat thelevel lessthanfull
employment and the price decided is P1. When the aggregate demand increased from
AD1toAD2, thepricelevel asoincreased from P1to P2. it should be noticed inthis
case the aggregate output supplied alsoincreased from OY 1 to OY 2. If the aggregate
demand further increased to AD3, the pricelevel risesto P3, and the output increased to
OYf.

If the aggregate demand further increases, say to AD4, only pricelevel risesto
OP4, andthe output remainscongtant at Y. OYfisthefull employment level of output
and aggregate supply curveisperfectly inelasticat Y.

Factors that Increase or Decrease Aggregate Demand

Aggregate demand can increase or decrease depending on severa factors. Thesefactors
cause upward or downward shiftsin the aggregate demand curve. Theseareasfollows:

Exchange Rates: When the exchangerate increases, thisresultsin adecreasein net
exports. Thus, aggregate expenditurewill godown at all prices, that is, aggregate demand
will decrease.

Distribution of Income: When the real wages of people increase, they have more
money to spend and consume. Thisresultsinanincreasein the consumption expenditures
toincrease.

Expectations: Consumersadjust their spending in accordancewith their expectations
of the economy. If they expect the economy to not do so well in the future, savings
would increasethusoverall expenditureswill decrease. Rising pricelevelswill cause
aggregate demand to increase. If consumersforesee the pricelevel torisein the near
future, they might just go out and buy that good now, increasing the consumption
expendituresin aggregate demand.

Monetary and Fiscal Policies. Government policies have an effect on aggregate
demand. Government spending or increasein taxesinfluence how consumers spend or
save. An expansionary fiscal policy of the government causes aggregate demand to
increase, while acontractionary monetary policy causesit to decrease.

Cost Push Inflation

Intheearly theories of inflation, the emphasiswasgiven only ontheinflation created by
the demand. Inthe classi cal quantity theory of money and also inthe Keynesian theory
of money, both suggested that the reason of inflation isthe excess of aggregate demand
over the supply. However, after 1950, anew theory cameinto existence, the cost push
inflation or in other wordsnew inflation theory. Thetheory explainsthat inflation occurs
because of therisein the cost of goodsby an increasein the cost of production.

Some economists have found nothing new in the new inflation theory asMartin
Bronfenbrenner and F. D. Holzman stated. cost inflation has been the layman’s instinctive
explanation of general priceincrease, since the dawn of the monetary system.
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The cost push inflation can bedivided into three parts, such asfollows:
- Wagepushinflation
- Profit pushinflation
- Increasein pricesraw materials, like crudeoil pricesand energy prices

Wage Push I nflation

In today’s world, trade unions are very strong, and they push the producers for higher
wages. Inthistheory, it hasbeen discussed that mainly thetrade unionsareresponsible
for wage pushinflation. When trade unionspush for higher wages, which arenot judtifiable
either onthe groundsof aprior risein productivity or of cost of living, they producea
cost push effect.

Inthe above situation, the employer isbound to increase the wages, because of
the competition in the labour market. Employersal so liketo think that they can passon
these cost to the consumersin the form of hikein prices. Thissituation isknown as
wage push inflation. Wage push inflationisamajor cause of cost pushinflation. Cost
pushinflation tell usthat evenif the aggregate demand isnot increasing, pricesmay be
abletorise, because of theincreasein the cost of production.

It should be noted that with theincreasein the wages, the aggregate supply curve
shiftstowards|eft, with agiven aggregate demand curve. Thisresultsin higher pricesof
outpui.

Profit Push Inflation

The profit pushinflationisone of the causesof cost push inflation; firmsoperating under
the monopoly market or in oligopolistic market can charge ahigher pricetoincrease
their profits. In the above case because of theincrease in wages of the employees, the
cost pushinflation exists. However, inthis case, the cause of cost pushinflationisthe
increase of profit. Also, in thiscase the aggregate supply curve shiftstowardsleft with
thefixed aggregate demand curve, and theresult isincreasein price (Figure4.4).
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Fig. 4.4 Cost Pull Inflation

Rise in Raw Material Prices

Inadditiontotherisein wagerate of labour and increasein profit margins, you have one
morereason of cost pushinflation, and that istherise of raw materia prices. Thesame
happened i nthe seventies, when the OPEC increased the price of crude oils. Asareaullt,
the aggregate supply decreased, resulting in cost pushiinflation.



It should be noted that an important feature of cost pushinflationisthat thisnot Inflation
only causesrisein pricelevel, but bringsabout afall in aggregate outpuit.

Generally speaking, the cost pushiinflation in the economy occursasaresult of
the combination of all the factors discussed above: wage push inflation, profit push
inflation and the risein the price on raw materials. According to those who feel that
pricesare pushed up by rising costsrather than by the demand pull forces, some control
intheform of pricesandincomespolicy isnecessary to bring the spiral of rising prices
toahalt.

Both thedemand pull and thecogt pushinflationsareclosdly related, and intertwined
with the now widely held view that the problem of inflationismore sociological than
economicin nature.

NOTES

CHECK YOUR PROGRESS

1. List someof theformsof inflation.
2. What do you understand by creeping inflation?

4.3 EFFECTSAND CONTROL OF INFLATION

Thefuture of the governments and the political parties depend on how they tacklethe
problem of inflation. Many aspectsof our everyday activitiesarein someway influenced
by thelevel of and changesin therate oninflation.

A highrate of inflation makesthelife of the poor very miserable. Duringmild
inflation, consumersgenerally cut their spending on luxuriousgoods, corporate profits
increases sharply dueto theincreasein priceand they build up new inventories. Alsoin
government sector, the tax collected from indirect tax also rises. It also affects the
incomedistribution of the economy.

We can dividetheeffectsof inflation into six parts, asgiven below:
1. Effectsof inflation on producersand tradersclass
2. Effectsof inflationoninvestorsclass
3. Effectsof inflation on labouresand other fixed income groups
4. Effectsof inflation on consumersclass
5. Effectsof inflation on debtorsand creditorsclass
6. Other effectsof inflation

Before discussing the effects of inflation on different classes of the economy, this
sectionwill discussthe concepts of anticipated and unantici pated inflation.

Anticipated I nflation

If the peopleknow that in the coming time period therate of inflationisgoing to incresse,
thisinflationisknown asanticipated inflation. If rate of inflation isanticipated, people
take stepsto make suitable adjustment in their contractsto avoid the adverse effects
whichinflation could bring to them.
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For instance, aworker correctly anticipatesthat in the coming year the rate of
inflationwill be 15 per cent. Suppose, hisincomeintheexisting year is3 10,000, then he
can make acontract with hisemployer to increasethewage by 15 per cent in next year,
s0 hewill getX 11,500 inthe next year. Thisway hewill not be affected by theriseinthe
inflationrate.

Unanticipated Inflation

Suppose, aworker isnot ableto anticipatetheinflation rate, it meansin next year hewill
a so get thesamewage, i .e., 10,000. However, inred term, hisreal incomewas decreased
by 15 per cent, dueto theincreasein therate of inflation.

Effects of Inflation on Producers and Traders Class

From the view point of producers and traders, inflation is alwaysvery useful, in the
period of inflation they earn much profit and soon they becamefinancially strong. There
aremany reasonsfor thissuch asfollows:

- Inthe period of inflation, the cost of production and price both increase, but the
rateof increasein priceismuch higher than theincreasein the cost of production.
That’s why a lower cost of production producer charges a higher price and earns
ahigher rate of profit.

- Inthe period of inflation, thedemand is much higher even at ahigher price; the
result issame asabove, ahigher rate of profit.

- Inthe period of inflation the liquidity increases. That’s why people can purchase
more, so the demand of the consumer increases. The producer can sell al the
goodseasily even at ahigher price.

Effects of Inflation on Investor’s Class

Here, themeaning of investor classisthose peoplewhoinvest their capital intheindustry.
Onthebasisof investment, investor classcan be divided into two parts, (i) investors of
fixedincomeand (ii) investorsof variableincome.

Investors of Fixed Income

Those investors received fixed return from their investment, like investment in the
debentures; they receive afixed incomefor their investment. Inthe period of inflation
thistype of investorsarein loss, becausetheir real income decreases.

Investors of Variable Income

Theincomesof theinvestors of variableincome depend on the changein the value of
money and on the business. They usually invest into the shares of acompany. Because
they earninthe period of inflation and they earn their sharethroughincreaseintheprice
of the share.

Effects of Inflation on Labourersand other Fixed Income Groups

Generally, thissector includesthe service sector; the personswho sell their serviceslike,
agricultura labour, industrial worker, teachersall come under thisgroup. Becausethey
bel ong to fixed incomegroup, it meansin the period of inflation the purchas ng power of
thisgroup decreased. It isalso true that they can have more new job offersin the period



of inflation, and the employersal so pay the dearness allowancesfor thisinflation, but
that dearness allowance cannot off-set the inflation, that’s why the labourer’s do the
strikes.

Effects of Inflation on Consumer Class

Every personinthisworld isaconsumer. No matter heisaproducer or the supplier of
thefactorsof production. From the view point of aconsumer inflationisalwaysbad.

Effects of Inflation on Debtors and Creditors Class

In the period of inflation the purchasing power of the money decrease. That’s why the
real burden of thetax decreases. In other words, in the period of infl ation the payment of
debt isnot atough task; in this period the debtor isin abetter position than the creditor.
For example, you lendX 20,000 to aperson at arate of 5 per cent per annum, after one
year you will receive 21,000. However, if therewill be4 per cent rate of inflation then
your 4 per cent of incomewill be offset by therisein prices, and effectively youwill get
only 1 per cent real rate of interest.

Other Effects of Inflation

Thefollowing arethe other effectsof inflation.

- Unequal distribution of wealth: Because of the inflation, there can be a
centralization of the economic power, producers and the traders earn ahigher
profit and personswho bel ong to thefixed income group haveto bear theloss. As
aresult, therewill beunegual distribution of incomeand wealth.

- Increasein taxation: Inthe period of taxation, governmentsgenerally revise
theold taxesand it al soimplements new taxes, to decrease the purchasing power
of the consumers.

- Increasein immorality: Thiseffect can be understand with the help of some
definitions. Accordingto Michael Levy; many peoplelosetheir health and happiness
trying to accumul ate money and that makesit most expensivething on earth.

Effect of Inflation on Growth of Banking Sector

Inthe period of inflation, the monetary income of the peopleincrease very fast. Hence,
theinsurance and the banking sector have changed completely.

Effect of Inflation on Balance of Payment (BOP)

Because of theinfl ation the bal ance of payment of any country can be adverse. Inflation
leadstotheincreaseinthepricelevel, it affectsthe export very badly on the other hand
it attractstheimports. Asaresult the bal ance of payment became negative or in other
wordsadverse.

Adverse Effect on Savings

Inthetime period of inflation, the purchasing power of the consumersdecrease, they
have to pay more for the same amount of commodities. That’s why they have to decrease
theamount of savings. In other words, inflation affectsthe rate of savingsadversely.
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Control of Inflation

With the help of above discussion, you can conclude that theinflationisvery bad from
theview point of economy, it can affect the economic and socid structure of the economy
adversely. There are several measures to check the inflation; some of them are as
follows

- Monetary measures
- Fiscal measures

Monetary Measures

In monetary measuresthe government of acountry triesto control theinflation through
the central bank of that country. The central bank follows a strict monetary policy,
through which central bank takesthe excessmoney supply from the economy.

Instruments of Money Control

There are many instrumentsto control the money supply in the economy. Some of the
main instrumentsof money control areasfollows:

1. Open mar ket oper ation: Theterm open market operation meansthe purchase
and sale of government securities by the RBI from and to the public and also
from and to the banks. When thereisasituation of inflationin the economy, that
time government can sell the government securitiesto the public and alsoto the
bank to soak theexcessliquidity intermsof excessmoney supply fromtheeconomy.

Asyou know that because of excessmoney supply, price of the goodsand
servicesincrease, because of increasein demand for goods and services. With
the sale of government securitiesto the public and to the bank, government takes
back theexcessmoney supply from theeconomy. Through thisprocessgovernment
can check theinflation by using thisinstrument of money control.

On the other hand, if there isarecession in economy. In this situation,
government can correct the situation by purchasing the government securities
from the public and from the banks. In recession, aggregate demand for the
goods and the services decrease and because of thisthe production also decrease
and consequently the employment.

To correct the condition of unemployment, decreasein aggregate demand
of goods and services government purchase the government securitiesfromthe
public and from the banks. By the help of this process, the government injects
liquidity into the economy, and it correctsthe situation of recession. In most of the
devel oping countries open market operation is regarded as the most efficient
instrument of themonetary policy.

2. Variation in reserverequirement: Bankshaveto keep certain proportion of
their assetsin theform of cash. It isfor two reasons. Thefirst reason of holding
thecashisto meet their daily transactions and the second reason of holding the
cashreserveisstatutory reserve requirement. Balance with the RBI isknown as
reserve requirement. Thisreserveregquirement isknown as CRR. According to
the RBI Act 1956, the RBI canimpose the CRR between 3 to 15 per cent ontheir
net demand and timeliabilities. Theworking of CRR can be explained with the
hel p of two conditionsof the economy. In the condition of inflation, whenthereis
an excessmoney supply intheeconomy, RBI increasesthe CRR. With theincrease



inCRR, thelending power of the commercia banksdecrease, the availability of
the credit to the public also decrease.

Ontheother hand, if thereisacondition of recessonintheeconomy. Inthis
condition RBI decreasesthe CRR, so that the lending power of the commercial
banksincrease, and a so the availability of credit tothe public. By increasingand
decreasing therate of the CRR, RBI can affect the avail ability of thecredit tothe
public.

3. Bank ratepolicy: Theinstrument of bank rate also playsacrucial roleinmoney
control. Bank rateisarate at which RBI should be preparesto buy or rediscount
eligiblebillsof exchange and other commercia papers. Thebill marketinIndiais
not well developed in comparison with other developed countries, that’s why RBI
hasto makesadvancesto banksmainly in other forms.

4. Working of bank rate: Anincreaseinthe bank rate raisesthe cost of borrowed
reserveshy thecommercia banks, and subsequently thecommercia banksincrease
the PLR (primelending rate), which discouragesthe public to takeloansfrom
banks. By increasing bank rate, RBI can decrease the money supply in the
€conomy.

On the other hand, adecreasein bank rate decreasesthe cost of borrowed
reserves by the commercial banks, and subsequently the commercia banks
decrease the PLR. Hence, people can avail loans at alower interest rate. By
decreasing the bank rate, RBI can increasethe money supply in to the economy.

5. Satutory liquidity ratio: Statutory liquidity ratioisanother instrument of money
control. According to thisinstrument each and every commercia bank hasto
requirestatutory to maintainaminimum proportion of their daily total demand and
timeliabilitiesintheform of liquid assets.

Liquid assetscan beasfollows:
- Other approved securities
- Current-account balanceswith other banks

By increasing and decreasing of statutory liquidity ratio the RBI canincrease or
decreasethe money supply into the economy.

In the condition of excess money supply, RBI increasesthe statutory liquidity
ratio, to decreasethelending power of the banks. In controlling the money supply, statutory
liquidity ratio worksindirectly rather than directly.

Moral Suasion

Moral suasionisacombination of persuasion and pressures. The central bank of any
country isalwaysin aposition to use thison commercial banks. Inthisinstrument, the
bank uses discussions, |etters and speeches. The RBI issues|ettersto banks making
clear itspolicy and urging bankstofal inline.

Sdlective Credit Control

Normally selective credit control is used in western countries. The working of this
instrument isvery simple; the availability of bank financefor purchasing and holding
some commoditiesisrestricted. In India, the holding of food grains, agricultural raw
material and other essential commoditiesisrestricted to control theundueriseintheir
prices.
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Fiscal Measures

Thefiscal policy isprepared by the union finance minister. Thefirst goa of thefiscal
policy isto increase tax revenue as well as non-tax revenue. On the other hand, the
other goa sof fiscal policy areto maintain public serviceslikefood, shelter, safedrinking
water, to bridge the gap between rich and poor, to control themoney in circulation, full
employment and to increase the rate of saving and rate of investment.

Thefiscal policy isaprojected balance sheet of the nation or acountry. Itisa
study of all ocation of the resourcesand generating thoseresources. The Finance Minister
implementsthefiscal policy through the budget. The budget isafuture statement of
revenue and expenditure of the state or a nation. According to Harvey and Johnson
changesin government expenditure and taxation are designed to influence the patterns
and level of activity.

With the help of fiscal policy, agovernment triesto bridge the gap in income
levels, which affects the devel opment of the country. With the equal distribution of
income and wealth, a country can perform well in al the sectors. According to Otto
Eckstein, changes in taxes and expenditure which aim at short-run goals of full
employment, pricelevel and sability.

Meaning of Budget

Budget hasanimportant rolein theeconomy of any country. It isthe central point of the
financia adminigtration. Thegovernment can affect theeconomic activitiesof the country
with the help of budget intermsof alocation and administration of theavailableresources.
The budget isvertically divided into two parts: revenue and expenditure. Horizontally, it
isdivided into two part revenue account and capital account.

Objectives of Fiscal Policy

The major objectivesof thefiscal policy areasfollows.
- Tofinancevariousdevelopmental projects, mobilization of resourcesisneeded
- To get the maximum utilization of theavailableresources
- Toget full employment
- Todecreaseregiond disparities
- Tocontrol theinflationary pressurein the economy
- Toreducethe per centage of below poverty line (BPL) population
- Toincreasetherate of capital formation with theincreasing rate of saving and
investment
Aspects of Fiscal Policy

Thereare mainly four aspectsof fiscal policy, which areasfollows:

1. Taxation policy: Taxation policy playsavitd roleinthe collection of revenuefor
the government in any country. Government canimpose adirect tax and indirect
tax. Direct tax isthe tax in which impact and incidence of tax burden areonthe
individua person. In other words, he or she cannot shift thetax burdento others.
Inindirect tax, shifting of tax burdenispossible.



Themain obj ectives of thetax policy areasfollows:
- Tomobilizeidleresources
To bridge the gap between rich and poor
To check theinflation by adopting an anti-inflationary taxation policy
Public expenditure policy
Public debt policy
Deficit financing policy

. Publicexpenditurepolicy: In developing countriesfiscal policy hasavital role
in the economic devel opment of the countries. After collecting therevenuefrom
the public, government engagesin public expenditure, which can bedevel opmental
or non-devel opmental expenditure. Developmental expendituresare generally
related with devel opmental activitieslikeroads, hospitals, bridges, infrastructure,
railway. Non-devel opmental expendituresare generally related with maintenance
of law and order, defence and so on.

. Publicdebt policy: Mostly in devel oping countries, people havealow taxable
capacity. They cannot afford ahigher rate of tax imposed by the government. To
finance the developmental projectsgovernmentstakeloansfromthepublic. Itis
known as public debt. Public debt helpsthe government intwo ways, firstly it
soaksthe excessliquidity from the market that createstheinflationary pressure,
and secondly it hel psthe government in financing the devel opmental projects,
which are necessary for the economic devel opment of the country. Thisdebt can
be internal or external. Government can also take the loan from the external

resourceslike, World Bank, IMF, IDA etc.

. Deficit financing policy: When the government expenditure exceeds the
government revenue, thisconditionisknown asdeficit, and to financethat deficit
government apply thispoalicy. Inthispolicy government can taketheloan fromthe
central bank intheform of issuing thefresh currency to financethe deficit. Inthe
devel oping countries, where the taxabl e capacity, aswell asrate of savingand
therateof invesment arelow, deficit financing policy isvery useful for theeconomic
development of those countries.

. Increasein taxation: With anincreasein thetaxation, the disposableincome of
the consumers decreased, now because the purchasing power of the consumer
decreased they can purchase alesser amount of goods. Both the taxes havethe
adverse effect on purchasing power, direct tax and indirect tax.

Direct tax decreased the disposable income of the consumer and on the
other hand, indirect tax increased the pricesof the commodities. Thus, by increasing
therate of tax, government can control theinflation.

. Decreasein the public expenditur e: Inthe period of inflation, the government
should decrease the amount of public expenditure, so that the velocity of the
money decreased. Themain policy in the period of inflation should bedecreasein
theunproductive expenditure.

. Increasein public debt: Inthe period of inflation, the government should take
the public debt inlarger amount. It affects the inflation in two ways, first it
reducesthe purchas ng power of the consumersand secondly, after collectingthe
debt from the public, government can invest that into the manufacturing process,
so that the output of the economy increased. With an increment in the output
government can control theinflation.
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10.

. Balanced budget policy: Inthe period of inflation, government should follow

the balanced budget policy. Government should not preparethe deficit budget in
theinflation, becauseit leadsto theinflation.

. Control over consumption: Inthe period of inflation, the government should

control the consumption, especialy unproductive and demonstration expenditure.

Encouragement to savings. In the period of inflation, government should
encourage saving, it can bethrough launching of new saving schemes. Government
should alsoincreasethe deposit rates.

. Overvaluation: Inthe period of inflation, government can also over valuatethe

value of the currency, through over valuation will cause exportsto decrease and
importstoincrease.

. Control over investment: You have seenthat inthe period of inflation, investment

increased in alarger amount. Because of thisthe profit aswell astheinflation
both increases. Banksand other financid ingtitutionsal so providetheloan easily
inthistime period, the government should control it.

Some other measuresto curb inflation areasfollows:

- Increasein production: The best and the most convenient way to control
inflationistoincreasetheamount of production. Inthetimeperiod of inflation,
the agricultureand theindustrial sectors should be promoted through tax
relief and subsidy.

- Proper useof tariffsand quotas: Inthetime period of inflation, imports
should be promoted and on the other hand, exports should be minimized
through proper use of tariffsand quotas.

. What arethetwo typesof investor class?
. Namethe two measuresthat can be used to check theinflation.
. Writeany three obj ectivesof fisca policy.

CHEcK YOUR PROGRESS

4.4

SUMMARY

- Inflation isapersistent risein the general pricelevel rather than aonce-for-all

risein it. It should be noted that most economists all around the world have
assumed that price stability isthe main objective of economic policies.

- The concept of inflationary gap has been propounded by Keynes. According to

Keynes, inflationary gap arises when consumption and investment spending
together aregreater than the full employment grossnational product level.

- Intoday’s world trade, unions are very strong, and they push the producers for

higher wages. In thistheory, it has been discussed that mainly the trade unions
arerespons blefor wage push inflation.

- Theprofit pushinflationisoneof the causesof cost pushinflation; firmsoperating

under themonopoly market or in oligopolistic market can chargeahigher priceto
increasetheir profits.



- Boththedemand pull andthe cost pushinflationsareclosdy related, and intertwined

with the now widely held view that the problem of inflation ismore sociological
than economicin nature.

- Thefuture of the governmentsand the political partiesdepend on how they tackle

the problem of inflation. Many aspectsof our everyday activitiesarein someway
influenced by thelevel of and changesintherateoninflation.

- Theincomes of the investors of variable income depend on the changein the

value of money and on the business. They usually invest into the shares of a
company. Becausethey earnin the period of inflation and they earn their share
through increasein the price of the share.

- Inthe period of inflation, the monetary income of the peopleincrease very fast.

Hence, theinsurance and the banking sector have changed completely.

- In monetary measuresthe government of acountry triesto control theinflation

through the central bank of that country.

- The term open market operation means the purchase and sale of government

securities by the RBI from and to the public and also from and to the banks.

- Theinstrument of bank rate also playsacrucial rolein money control. Bank rate

isarate at which RBI should be preparesto buy or rediscount eligible bills of
exchange and other commercia papers.

- Statutory liquidity ratioisanother instrument of money control. According tothis

instrument each and every commercial bank hasto require statutory to maintain
aminimum proportion of their daily total demand and timeliabilitiesintheform of
liquid assts.

- Thefiscal policy isprepared by the union finance minister. Thefirst goa of the

fiscal policy istoincreasetax revenue aswell asnon-tax revenue.

- Budget hasan important rolein the economy of any country. It isthe central point

of thefinancial administration. The government can affect theeconomic activities
of the country with the hel p of budget intermsof all ocation and administration of
theavailableresources.

4.5

KEY TERMS

- Currency inflation: Theinflation dueto increaseinthe currency isknown as

currency inflation. When the government or the central bank of acountry incresses
themoney supply inahigh volume, it will increasethegenera pricelevel.

- Runninginflation: Inrunninginflation, therateof increaseintheinflationincreases

at ahigher rate. It affectsthe fixed income group adversely.

- Inflationary gap: Aninflationary gap, in economics, istheamount by which the

actual grossdomestic product exceeds potential full-employment GDP. Itisone
type of output gap, the other being arecessionary gap.

- Direct tax: Direct tax isthetax in which impact and incidence of tax burden are

ontheindividua person.

Inflation
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4.6

ANSWERS TO ‘CHECK YOUR PROGRESS’

1.

Ineconomic lifethere are several formsof inflation. Some of them areasfollows:
- Productioninflation
- Currency inflation
- Credit money

. Whenthereisadow increaseinthegeneral pricelevel duetoinflation, thenitis

known ascreeping inflation. Therate of increasein thisinflationisnot morethan
2 per centinayear. According to Keynes, itisamust for the development of an
€conomy.

. Onthebasisof investment, investor class can be divided into two parts, such as

follows
- Investorsof fixedincome
- Investor of variableincome

. Thetwo measuresthat can be used to check the inflation are monetary and fiscal

measures.

. Thethree objectivesof fiscal policy areasfollows:

Tofinancevariousdevel opmenta projects, mobilization of resourcesisneeded
To get the maximum utili zation of the availableresources
To get full employment

4.7

QUESTIONSAND EXERCISES

Short-Answer Questions

1. Statethe main objectivesof fiscal policy.
2. What aretheeffectsof inflation and how can inflation be controlled?
3. Write short noteson thefollowing:

- Cost pushinflation
- Wagepushinflation
- Profit pushinflation

4. Differentiate between anticipated and unanticipated inflation.
5. What do you understand by the concept of inflationary gap?

Long-Answer Questions

1. Describetheformsof inflation on the basisof motion.
2. Discusstheeffectsof inflation on variousclasses.

3. Explainthevariousaspectsof fiscal policy.

4. List someof themaininstrumentsof money control.
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5.0 INTRODUCTION

Internationd trade, asitindicates, pertainsto only bilateral or multilateral tradeactivities.
Trade activities between two or more countries can be understood both at macro level,
I.e., country level, and alsoat microleve, i.e., firm or company level. Thetrade between
two countries (India’s trade with the US, UK, France, etc.,) means export and import of
various goods and servicesat country level, terms of trade and balance of trade, and
also balance of payments.

In this unit, you will analyse international trade theories and its policies and
strategies. Twotraditional or classcd theoriesof international trade arethose of absolute
advantage and comparative advantage. These theorieswere put forward by two classical
economists, Adam Smith (1776) and David Ricardo (1817). Apart fromthis, you will
learn about the balance of trade and balance of payments. Thisunit will also deal with
thedisequilibriuminthe balance of paymentsand itscorrective measures.

5.1 UNIT OBJECTIVES

After going through thisunit, you will beableto:
- ldentify Smith’s and Ricardo’s theories of international trade
- Analysethereasonsfor thegainsintrade
- Explain the concept of termsof trade, balance of trade, and balance of payments
- Discussthedisequilibriuminthebalance of paymentsanditscorrective measures

5.2 SMITH’S AND RICARDO’S THEORIES OF
INTERNATIONAL TRADE

Adam Smith, thefather of economics, wasthefirst to formulate atheory of international
trade. Histheory of foreign tradeisknown asthetheory of absol ute advantage. According
to histheory, the basi s of trade between any two countriesisthe absol ute cost advantage
acountry hasin the production of acommaodity compared to costsin the other country.
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In ssimple words, trade between any two countries takes place because each one can
produce acommodity at acomparatively lower cost.

Toexplainthisfurther, let ussay itispossiblefor al countriesto produce most of
the commaoditiesthey need, in spite of their resource constraints. However, given the
resources of acountry, the cost of productionwill vary from commaodity to commodity.
Whilethe cost of production of some goodsisrelatively low, that of othersisrelatively
high. In Adam Smith’s terminology, while a country has an absolute advantage in the
production of some goods, it has an absol ute disadvantage in the production of some
other goods. Therefore, thereisageneral tendency for countriesto specializein the
production and export of goods in which they have an absol ute cost advantage and
import goodsin which they an absol ute disadvantage. For example, Indiacan produce
garmentsat alower cost, but pearlsand precious stonesonly at comparatively higher
cost. Itistherefore gainful for Indiato produce and export garmentsand import pearls
and precious stones.

Adam Smith’s absolute advantage theory of trade can be illustrated through a
simple example of two countriesand two commodities. Going by the reasoning of the
theory of absolute advantage, | et usmake thefollowing assumptions:

» Thereareonly two countries, A and B, producing and consuming only two
commodities, X andY

 Labouristheonly factor of production, availablein both countries

» Cost of productionismeasured intermsof |abour cost

* Labour costismeasured in terms of man-hours per unit of output

To illustrate Adam Smith’s theory of international trade, let us suppose that the
labour cost of production of thetwo commodities, X and Y, inthetwo countries, A and B,
isgiven asshownin Table 5.1.

Table 5.1 Labour Cost (Man-Hours) Per Unit of Output

Commodity
Country
X Y
A 30 60
B 50 20

AsTable5.1 shows, country A can produce one unit of commodity X at the cost
of 30 man-hourswhereas country B can produce one unit of X at the cost of 50 man-
hours. Obvioudly, the production cost of commodity Xin country Aismuch lower thanin
country B. Thismeansthat country A hasan absol ute advantagein producing commodity
X compared to country B. In case of commodity Y, country A needs 60 man-hoursto
produce one unit of Y, and country B needs only 20 man-hours. Thus, country B hasan
absol ute advantage in producing commodity Y. Under these cost conditions, if thereis
trade option, country Awould specidizeinthe production of commodityX and country B
incommodity Y. Given their specialization in the production of goods, country Awill
export commodity X and import commodity Y, and country B would export commodity Y
and import commodity X. Thisishow trade takes place between any two nations.



Gainsfrom Trade International Trade

According to Smith’s theory of absolute advantage, trade between the two countries, A
and B, benefitsboth of them. The gainsfrom trade arises on account of the following
twofactors: NOTES

- Increasein the aggregate supply of both the goods, X and Y
- Low price of both the goods because of lower costsin both countries
Let usnow look at the reasonsfor these gains.

1. Increasein aggregate supply: Theaggregate supply of both the goods, X and
Y, increases because each country employsitslabour forceto produceacommodity
whose labour cost is lower. Country A employs its labour force to produce
commodity X and country B to produce commodity Y. Since, the labour cost of
these commoditiesis comparatively lower, given their labour supply, country A
can produce more of commodity X and country B can produce more of commodity
Y. Thisincreasesthe overal supply of both the commodities.

2. Availability of goods at a lower price: When trade opens between the two
countries, they specializein the production of thelow-cost goods. Therefore, the
cost of production goesdown. When the barter rateisdetermined onthe basis of
production costs, the pricefor each good goesdown. For example, inthe absence
of trade, country A, givenitslabour cost structure, will haveto sacrifice 2 unitsof
Xto produce 1 unit of Y. However, in case of foreign trade, country Awill get 5
unitsof Y by exporting 2 unitsof X, or may beless, if the barter exchangerateis
fixed otherwise. What happensin country B? When thereisno trade, country B
will also haveto produce both the goods, X and Y. Givenitslabour cost structure,
theexchangeratein domegtic tradein country Bwill be 1X=50/20=2.5Y, or 1Y
=20/50=0.4X. That is, country Bwill get only 0.4 unitsof Xfor 1 unit of Y. With
trade, itwill be 2 unitsof X.

Thus, foreign trade enabl esboth countriesto produce and consumealarger quantity
of both thegoodsat alower price. Thisishow countriesgain from foreign trade.
Theoverall gainto each country depends on their total exportsand imports.

Weaknesses of the Absolute Advantage Theory

The absolute advantage theory of trade is undoubtedly logically sound. However,
economists have pointed out some serious drawbacks of thistheory.

Firgt, theabsol ute advantage theory impliesthat trade between any two countries
would bemutually gainful only if each country hasabsolute advantagein the production
of at least one good and absol ute disadvantagein another. It impliesthat if acountry has
absol ute advantagein the production both the goods and the other country has absolute
disadvantage in the production of both the goods, thereisno basis of trade between
them. However, thishas not been found to bethe caseinreality.

Second, the absol ute advantage theory is based on the labour theory of value.
Thisimpliesthat |abour isthe only factor used in the production of acommodity. In
reality, however, capital isal so used in the production of goods. Although Adam Smith
ignored capital asafactor of production and the capital cost of production.

Third, evenif it isassumed that |abour isthe only factor of production, asit used
tobeinagricultural productionin olden times, the labour theory of val ue hasbeen found
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tobeinvalid for value determination, especially inthe case of foreign trade asit also
involvesthe cost of transportation.

Ricardian Theory of Foreign Trade: Theory of Compar ative Advantage

Adam Smith’s theory of absolute advantage, formulated in 1776, prevailed for four
decades, inspiteof itsweaknesses, until Ricardo formulated hisown theory of international
trade in 1817 in his book Principles of Palitical Economy and Taxation. Ricardo
pointed out the deficiencies in Adam Smith’s theory of foreign trade and formulated his
own theory, known asthe comparative advantage theory of trade.

According to the Ricardian theory of comparative advantage, gainful tradeis
possi ble between any two nationsevenif oneof them hasabsol ute advantagein producing
all thegoods, but has comparative cost disadvantagein producing one of the goods. By
using atwo-country, two-commodity model, Ricardo demonstrated that there can be
gainful tradeif one of the countries has an absol ute advantage in producing both the
goods, but a comparative disadvantage in producing one of the goods and the other
country hasacomparative disadvantagein producing both the goods.

Assumptions
Before we proceed to explain Ricardo’s theory of comparative advantage, let us look at
the assumptionsonwhich Ricardo postulated histheory of trade:

» Theworld consistsof only two nations, A and B.

* Countries A and B produce and consume only two goods, X and Y.

* Labour isthe only factor of production used by the two countries.

* Labour ishomogenousin both the nations.

* Production technology in respect of both goodsisgivenin each country.

» Thevalueof commoditiesisdetermined only intermsof their |abour cost.

» Labour supply inboth the countriesisgiven and labour isfully empl oyed.

* Labour isfreely mobilewithin the country between industries, but absolutely
immobile between countries.

* Production of thetwo goods, X and Y, is subject to constant returnsand constant
costs.

» Marketsfor both goodsare perfectly competitivein both the countries.
* Both countriesfollow afree-trade policy and there are no trade barriers.
 Thereisno transportation cost, i.e., goodsare transportable at zero cost.

The Compar ative Advantage Theory

To elaborate histheory, David Ricardo used amodel of two countries, viz., England and
Portugal, producing and consuming two goods, viz., wineand cloth. However, we use
our own model cons sting of two countries (A and B) and two commodities (X and Y) to
elaborate on the Ricardian theory of comparative advantage. Let us assume that the
cost structurefor goods X and Y in thetwo countries, Aand B, isgiven as presented in
Table5.2.



Table 5.2 Labour Cost (Man-Hours) Per Unit of Output International Trade

Man-hour cost per unit of commodity
Country
X Y NOTES
A 30 45
B 60 50

Asthetableshows, country Aismore efficient in producing both the goods asits cost of
productionislower for both goods. However, acomparison of the comparative cost of
the goods (in terms of labour cost) in the two countries shows that country A has a
comparative advantage in producing commodity X and country B hasacomparative
advantagein commodity Y. Country A hasacomparative advantagein the production of
X becauseitscomparative production cost of Xisonly 30/45 = 2/3 of the production cost
of Y, but itscomparative cost of Yis45/30 = 1.5 timeshigher than the cost of commodity
X. This means that country A has a comparative disadvantage in producing
commodity'.

By the samel ogic, country B hasacomparative advantagein producing commodity
Y asitsproduction cost of Yislower (50/60) than the production cost of X (60/50) and it
hasacomparative disadvantagein producing X becauseitsrel ative cost ishigher.

Thus, acomparison of the relative costs of the two goodsin the two countries
reveal sthat the comparative cost of X islower in country A and the comparative cost of
Y islower in country B. This means that country A has a comparative advantage in
commodity X and country B hasacomparative advantage in commodity Y.

The comparative advantages of countries A and B in producing commodities X
and Y, respectively, can be explained further by using the concept of opportunity cost.
Giventhelabour supply, the opportunity cost of producing acommodity isthe quantity of
the other commodity that hasto be sacrificed. For example, in country A, the opportunity
cost of producing 1 unit of Yis45/30= 1.5 unitsof X, i.e., the opportunity cost of 1Y =
1.5X, and the opportunity cost of Xis30/45 = 2/3 unitsof Y. The opportunity costsof X
and YincountriesAand B aregivenin Table5.3.

Table 5.3 Opportunity Cost* of X and Y

Per unit opportunity cost
Country
X Y
A 30/45 = 0.67 unitsof Y 45/30 = 1.5 units of X
B 60/50 =1.2 unitsof Y 50/60 = 0.83 units of X

* Opportunity cost cal cul ated aslabour-cost ratio.

AsTable5.3 shows, the opportunity cost of X (= 0.67 unitsof Y) in country Ais
lower than the opportunity cost of Y (=1.5 unitsof X). Thismeans, that country A hasto
sacrificeonly 0.67 unitsof Y to produce 1 unit of X whereas, in absence of trade, it has
toforego 1.5 unitsof Xto produce 1 unit of Y. Thisshowsthat country A hasacomparative
advantage in commodity X and acomparative disadvantagein commodity Y.
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Inthe case of country B, the opportunity cost of Y (0.83 unitsof X) islower than
theopportunity cost of X (1.2 unitsof Y). Thismeansthat country B hasto sacrificeonly
0.83 unitsof X to produce 1 unit of Y whereasin the absence of trade, the country hasto
forego 1.2 unitsof Y'to produce 1 unit of X. Thismeansthat country B hasacomparative
advantagein commodity Y and acomparative disadvantagein commodity X.

Thus, from the labour-cost structure of the two goodsin the two countries as
giveninTable5.2,it may be concluded that thereisno ground for trade between countries
Aand B. However, according to the Ricardian principle of comparative advantage, there
isastrong basisfor gainful trade between thetwo countries. Country Awould specidize
inthe production of commodity X andimport commodity Y; and country Bwould specidize
intheproduction of commodity Y and import commodity X. Both countrieswill benefit
fromtrade.

Gainsfrom Foreign Trade

We have discussed above thetheory of comparative advantage and proved theoretical ly
that trade isgainful for both the nations. Let usnow show how countriesAand B gain
from foreign trade. The gains from trade can be assessed by comparing the barter
exchange rate of thetwo goodsin thetwo countrieswithout and with trade. To begin
with, let us suppose that both countries pursue autarky, i.e., the policy of no foreign
trade. They produce and consume both goods. Under these conditions, the domestic
barter exchangeratewill be determined onthebasisof their [abour cost (seeassumptions).
Thedomestic barter exchangeratesin thetwo countriesunder autarky are given below:

Domestic barter ratein country A

1X=30/45=0.67Y(1 unit of X can be exchanged for 0.67 unitsof Y)
1Y=45/30=1.5X (1unitof Y canbeexchanged for 1.5 unitsof X)

Domestic barter ratein country B

1X=60/50=1.2Y (1 unit of X can be exchangedfor 1.2 unitsof Y)
1Y =50/60=0.83X(1 unit of Y can be exchanged for 0.83 units of X)

Given these barter rates between goods X and Y in countries A and B, let usdrop the
assumption of autarky and assume that there is free trade between the two nations.
Under freetrade conditions, going by the principle of comparative advantage, country A
would specializein commodity X and import Y from country B. Similarly, country B
would specializein commodity Y and import commodity X.

Now, whether the two countries gain from foreign trade depends on whether the
external barter rate (EBR), i.e., thetermsof trade, ishigher or lower than theinternal
barter rate (IBR). Asarule, if the external barter rateishigher than theinternal barter
rate for both nations, both of them gain from trade and vice-versa. Insimpleterms, if
EBR > IBR, the countries gain from foreign trade. By this criterion, the gains of a
country from foreign trade equal sthe difference between theinternal barter rate and
external barter rate. That is, gainsfrom trade = EBR - IBR. Let usnow compare the
internal and external barter rates assuming country A specializesin commodity X and
country Bincommodity Y. Theinternal and external barter ratesfor both the nationsand
per unit gainsfromforeigntrade, aregivenin Table5.4.



Table 5.4 Gains from Foreign Trade International Trade

Internal barter rate| External barter , "
Country (IBR) rate (EBR) Gain from trade
A 1X = 0.67Y 1X = 1.20Y 0.53Y per unit of X NOTES
B 1Y =0.83X 1Y = 1.50X 0.67X per unit of Y

* Gainsfromtrade=EBR - IBR.

AsTable5.4 shows, incountry A’s domestic market, 1Xisexchanged for 0.67Y. However,
when country A specializesin commaodity X and exportsit to country B, it can get 1.20
unitsof Yin exchange. So countryA gains1.20Y-0.67Y = 0.53Y per unit of X. Similarly,
inB’s domestic market, 1Yisexchangefor 0.83X. However, when country B specializes
in'Y and exportsit to country A, it gets 1.50X in exchangefor 1Y. So country B gains
0.67X. This hypothetical example shows how foreign trade, under Ricardo’s theory of
comparative advantage, benefits the trading nations. The total gain of each country
dependson their total export and total import.

Distribution of Gains: Which Country Gains More?

In the preceding section, it has been shown that foreign trade is gainful for both the
trading partners—countries Aand B. A question that ariseshereis. Do both thetrading
partnersgain equally fromtrade? If not, what determinesthe distribution of gainsfrom
trade between thetrading partners?

Thedistribution of the gainsfrom trade depends on thetermsof trade, i.e., the
external barter rate. In case of our two-country, two-commodity example, if theterms
of trade between countries A and B isdetermined exactly on the basis of comparative
advantage (asgivenin Table5.4), both countriesgain equally as per their comparative
advantage. For example, if country A exports 1X for 1.20Y, itsgain equalSEBR-IBR=
1.20Y-0.57Y =0.53 unitsof Y per unit of X exported. Similarly, when country B exports
1Y for 1.50X, it gainsin terms of 0.67 units of X per unit of Y exported. Thus, both
countrieswill gain as per their comparative advantage. No country gains at the cost of
theother.

However, if thetermsand conditions of trade between the two countriesare such
that thetermsof trade are determined differently, one country would gain more and the
other country less. For example, for country A, the possible gainful range of terms of
trade (i.e., external exchangerate) liesbetween 0.67Y and 1.20Y for 1X and, for country
B, thegainful termsof trade ranges between 0.83X and 1.50X for 1Y. Given thelower
and upper limits of the term of trade, the gainsfrom trade depends on how closethe
actual barter rateistothe upper limit of the gainful barter rate. For example, if theterms
of trade are so fixed that country A exports 1X for import of 1.20Y, andimports 1Y for
0.83X, it getsthetotal possiblegainsfromtrade. Similarly, if country B exports 1Y for
1.5X and imports 1X for 0.63Y, then it getsthetotal possible gains. Inthiscase, both
countriesenjoy equal gainsfrom trade. However, if the barter exchangerateisfixed
differently within the gainful range, the gainsfrom trade get distributed unequal ly between
thecountries.
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International Trade This discussion takes us to the end of Ricardo’s theory of comparative advantage.
To sum up, according to Ricardo’s theory, a country specializes in the production of
commoditiesinwhichit hasacomparative advantage over other countriesand exports
its surplus output. In return, it imports those goods in which it has a comparative

NOTES disadvantage or least comparative advantage. Thiskind of specializationisgainful todll
thetrading partners. Thisleadstotheinternational division of labour.

An Exception to the Law of Comparative Advantage

TheRicardian theory of comparative advantage appearsto betheoretically sound. There
is, however, one exception to the law of comparative advantage. If one of the two
countries, A and B, has absolute advantage in both products, but their comparative
advantage (measured in terms of 1abour-cost ratios) isthe same, then trade between
them would not be gainful. For example, recall our labour-cost datagivenin Table 5.5
with one modification. Say, thelabour cost of commodity Y changesfrom 45 man-hours
to 25 man-hours. Thismodified tableisreproduced asTable5.5.

Table 5.5 Labour Cost (Man-Hours) Per Unit of Output

Man-hour cost per unit of commodity
Country
X Y
A 30 25
B 60 50

Note that thelabour-cost ratiosfor the two goodsin both the nationsarethe same. As
showninthetable, in country A, thelabour cost-ratiosfor goods X and Yis30/25 which
isexactly the same as60/50. Thereverseisalso true asthelabour cost-ratio of 25/30in
A=50/60inB. Under these conditions, trade will not benefit wither country.

Weaknesses of the Comparative Advantage Theory

Although, Ricardo’s theory of comparative advantage is theoretically sound and still
retains the interest of economists, it has been severely criticized over time for its
simplifying assumptions. Ricardo’s critics have suggested many improvements, which
are briefly mentioned herealongwith thecriticism.

Labour not homogeneous: Ricardo assumed homogeneity of labour, which he
considered as an “approximation of reality.” This s, in fact, unrealistic. Labour is not
homogeneousthroughout theworld. It variesin skill and productivity. Besides, owingto
ahigh degree of specialization, labour isnot mobile between occupations. Therefore,
wagedifferentialsare quitelikely to exist in the short-run, which affect the domestic and
external rate of exchange between commodities. Thus, the non-homogeneity of labour
limits the relevance and applicability of Ricardo’s theory of comparative advantage.

Labour not the only factor of production: Even if one assumes that labour is
homogeneous and wagesare uniform, labour isnot the only factor of production. Capital
is another and equally important factor of production. Ricardo’s treatment of capital as
being either insgnificant or being used in fixed proportion to labour isagain unredigtic.
Thefactor combination variesfrom industry to industry, depending on the technol ogy
used. Production of some goods may be highly capital-intensive resulting in capital
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accounting for alarge part of its cost. Under such conditions, the labour theory of International Trade
comparative advantage would not apply.

Marshall tried to remove this shortcoming by expressing the value of traded
commodities in terms of ‘bales’ (a bundle of goods) which invariably represents the
labour and capital inthe cost. Another way out has been provided by Haberler through
theintroduction of the concept of opportunity cost to the theory of trade. According to
him, the cost of each commaodity should be expressed in termsof lossof production of
other commodities. For example, if per worker and per day productivity inIndiais10kg
of riceor 20 kg of wheat, then the opportunity cost of 1 kg of riceis2 kg of wheat and
viceversa.

NOTES

Demand-sideignored: Thetheory of comparative advantage concentrates only on
the supply side of trade. Thismeansthat aslong asthereis comparative advantagein
the production of agood, two countrieswill tradetheir products. It al so suggeststhat
barter rates of exchange based on comparative advantage would be beneficial to the
trading partners. The theory however does not answer the questions: (i) how arethe
price ratios between trading partners determined? and (ii) what quantities would be
traded? Attemptswere made by Mill, and then by Edgeworth and Marshall to provide
answer to these questions. Mill introduced the concept of reciprocal demand, e.g., the
demand by country A for the product of country B creates demand for the product of
country A. Later, Edgeworth and Marshall trand ated the concept of reciprocal demand
into offer curvesand used them for determining the quantum of trade between thetwo
countries and the pricesthereof.

Invalid labour theory of value: The most serious attack on Ricardo’s theory of
comparative advantage wasthat it isbased on thelabour theory of valuewhosevalidity
isquestionable. Asmentioned above, goodsare produced not by using labour alone, but
by acombination of several factors of production, mainly labour and capital. Some
industriesare highly capital-intensive, e.g., thecar industry. The capital content inthe
production of acar ismuch larger than thelabour content. The value of acar based on
itslabour content alonewould be highly unredistic. Thishasawider implication for the
determination of internal or external ratesof barter between commodities. For instance,
the labour content in car production would be much less than in wheat production.
However, thisdoes not mean that a car ischeaper than wheat. For example, suppose
100 man-hoursand 10 machine-hours produce 10 quintal sof wheat, and 100 man-hours
and 100 machine-hours produce one car. If machine-hoursused in the car and wheat
production areignored, it will mean 1 car = 10 quintal sof wheat. However, thismethod
of obtaining relative prices is absurd. This argument invalidates Ricardo’s theory of
comparative advantages.

Ricardo had assumed that the prices of commoditieswould be proportional tothe
labour time embodied in the commodities, and had argued that the trade pattern woul d
be ultimately governed by the rel ative share of labour in the traded commodities. Mill
and Nassua S, however, pointed out later that prices might not bestrictly proportional to
labour-timeand thismight affect trade patterns. Mill so argued that it isnot labour time
but labour productivity that matters.

Cost of transportation ignor ed: Inthereal world, transportation cost isan important
determinant of international ly traded goods. High transportation costsmay not only change
the barter terms of trade, but also reverse the trade pattern. This might change the
pattern of specialization from the one suggested by Ricardo’s theory of comparative
advantage without transportation cogts. It has been shown empirically, by using distance
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asoneof the variablesdetermining tradeflows, that transportation costsalter materially
theactual tradeflows.

Specialization limited by the size of the countries: Graham has demonstrated that
compl ete specialization or international division of labour isnot possbleinredity, even
given the assumptions of the comparative advantage theory. One practical limitation
arisesfromdifferencesin the size of various countries. Some countriesare much bigger
in size and population than others. This difference introduces differences in their
production possibilities, economic performance, and their needs. Such differenceslimit
the possibility of complete specializationin larger and smaller countries. For examples,
consider the case of India and Sri Lanka—India exports rice to, and imports coffee from,
Sri Lanka. According to the theory of comparative advantage, Indiawould specializein
riceand Sri Lankain coffee production. However, whileit may be possiblefor Indiato
meet thetotal rice demand of Sri Lanka, it may not be possiblefor Sri Lankato meet
India’s total demand for coffee. Under these conditions, India will have to allocate a part
of her 1abour forceto coffee production. Furthermore, Sri Lankamay not be capabl e of
buying the total exportable surplus of rice from India. This imposes a limitation on India’s
specialization inrice production. Such casesreect the comparative cost theory of trade.

Nature of goods limits specialization: Another kind of limitation to complete
specialization arises from commaodities of high and low values. It will be easier for
countriesproducing commoditiesof high valuesto speciaizein high-vauegoods, butitis
undesirablefor countries producing low-value goodsto speciaizeintheir production for
alongtime. Consider the case of devel oped and devel oping countries. Most developing
countries produce and export primary goods (raw materials, agricultural products, etc.)
and import manufactured, high-priced, goodsfrom devel oped countries. Thispattern of
specialization and trade serioudy injuresthe long-term economic interest of devel oping
countries. These countries, therefore, gradually adopt the policy of import substitution.
This case al so negatesthe comparative cost theory of trade.

CHECK YOUR PROGRESS

1. Definethetheory of absol ute advantage.
2. State any three disadvantages of the comparative advantage theory.

5.3 TERMSOF TRADE

Let usfirst look at the concept and types of termsof trade.
Concept and Types of Terms of Trade

Trade between any two countriesdependson their respective demand for the product of
each other, i.e., on the basis of their reciprocal demand for each other’s product. The
reciprocal demand determinesthetermsof trade, i.e., therate at which two countries
exchangetheir products.

Thetermsof tradereceive cons derable attention in the discuss on of international
economic problemsat |east for two reasons: (a) the gainsfrom trade depend upon the
terms of trade, (b) the devel oping countries feel that their products have suffered a
secular deteriorationintheir termsof trade asaresult of which there has been an unjust



transfer of income (from the poor) to therich countrieswho haveimproved their terms International Trade
of trade at the expense of the poor countries. Terms of trade are of immense use and

significance notwithstanding al theambiguitiesobscuring their use. Thereare severa

conceptsof termsof trade, and the major onesarelisted below:

() GrossBarter Termsof Trade NOTES
(b) Net Barter or Commodity Termsof Trade
(c) IncomeTermsof Trade

(d) SingleFactoria Termsof Trade

(e) DoubleFactorial Termsof Trade

(f) Real Cost Termsof Trade

(g) Utility Termsof Trade

The puretheory of trade as expounded by the classical economiststriesto show
that trade is possible as well as profitable to all trading nations. In Smith’s model, each of
thetwo countriesmust have an absol ute advantagein one or the other lineof production.
In Ricardo’s model, it is not necessary for a country to have absolute advantage in any
line, it is sufficient if a country had a greater comparative advantage or a lesser
comparative disadvantage in one or the other line of production. The great classical
achievement wasto demonstrate that even under the circumstances where one country
was more efficient than the other country in every line of production and the other
country wasinefficient, international division of labour could increase theworld output
and economic welfare. The principle of comparative advantage hasuniversal validity.
However, thereremainsone snagviz thevdidity of the classcal analysisand conclusions
depend on the assumptions of thelabour theory of value. Labour theory of valueisnot
generally accepted asvalid at |east for two reasons (a) labour is not ahomogeneous
factor and (b) labour isnot the only factor of production. Goodsare produced by using
some combination of land, labour, capital and entrepreneurship not solely labour.

Itis, therefore, necessary to free the comparative advantage theory from the
restrictive classcal assumption of thelabour theory of value. It ispossibleto discard the
labour theory of valueasinvalid without having to distort the classical conclusion that
speciaization aongthelinesof Ricardian comparative advantage would enhanceworld
GNP and economic welfare. Such an attempt wasfirst undertaken by Haberler in 1936,
when he devel oped histheory of opportunity costs. Once comparative advantageis
defined intermsof opportunity cost reflecting foregone production of alternative goods,
it makes no difference whether commodities are produced by labour alone or by all
factorsof production combined with labour. Haberler repeatedly emphasi zed that the
sole purpose of thelabour theory of val ue wasto determine the opportunity cost of one
commodity in termsof the other in each of the two trading nations.

The neo-classical model of international trade has been developed using the
conceptsof opportunity cogts, production-possibility frontiers, and community indifference
curves. Inthismodel, labour theory, valueisdropped to make room for amore general
theory of costsand production. Itisanimprovement over the classical theory insofar as
it freesthe classical conclusionsfrom the unnecessarily restrictive assumption regarding
thelabour theory of value. The chief architectsof the neo-classical theory are Haberler,
Leontief, Lerner, Marshall, Edgeworth and M eade. M eade has contributed more than
any onedseby theway of advanced geometric techniqueto explain neo-classical doctrine
of comparative advantage.

Self-Instructional
Material 131



International Trade

132

NOTES

Self-Instructional
Material

Wewill study trade equilibrium under various conditionsof production and costs
i.e.,, when there areincreasing, constant or diminishing returnsto scale conditionsin
production or when the marginal opportunity costsarefalling, risng or constant asthe
scale of productionincreases. In contrast, however, the classical theory demonstrated
onegpecial caseonlyi.e., international trade equilibrium wherethere areonly constant
cost or returnsto scale conditionsin production. Wewill discusshereamore genera
mode! of tradeequilibrium.

The neo-classical international trade equilibrium analysisisconducted along all
thethree possiblelines, following thethreelawsof returns: (a) when there are constant
returnsto scalein production or when the marginal opportunity costsin production are
constant, (b) when thereare diminishing returnsto scalein the production of al goodsor
when there areincreasing margina opportunity costsin production, and (c) whenthere
areincreasing returnsto scale or when there are diminishing marginal opportunity costs
inthe production of all goods. We shall discussthe three model s of trade equilibrium
bel ow. However, inthe meanwhile, let ushaveabrief mention regarding what the shape
of the production-possibility frontier would be under the three different cost conditions.

When there are constant returns (or costs) inthe production of the two goods, the
production-possibility frontier will beastraight line; thefrontier linewill be concaveto
the origin when there are diminishing returns (or increas ng costs) in the production of
thetwo goods,; and whenthereareincreasi ng returns(or diminishing costs) in production,
thefrontier linewill be convex totheorigin. Seethe set of graphs.

[ 3

Y{ Y Y{

X X ] X
5.1A 5.1B 5.1C

Fig. 5.1A-5.1C Constant, Increasing and Diminishing Costs of Production

Inall thethree diagrams commodity X and Y are measured along the horizontal
and thevertical axis, respectively. The cost of producing one unit of X isthe number of
units of Y that are given up to produce one unit X. These are opportunity costs as
opposed to money costs of production. In Diagram 5.1A the production frontier isa
straight line, and the cost of producing one unit of X, expressed in termsof Y, remains
constant regardlessof the quantitiesof X produced. Smilarly, thecost of producing one
unit of Y, expressed intermsof X, remainsa so constant regardless of thelevel of output
of Y. This can easily be seen from the graph. Now ook at Diagram 5.1B where the
transformation curveisnon-linear and concavetotheorigin. Intheinitial stages, thecost
of producing oneunit of Xissmall, i.e., only asmall amount of Yisto begivenup. Asthe
production of X increases, more and more ‘amount of Y hasto be given upin order to
produceoneunit of X. Thisshowsincreasngmargina (opportunity) costsinthe production
of X, asmore Xisproduced. The samething appliesto Y aswell. A concave production
frontier lineindicatesincreas ng costsor diminishing returnsasmore of either commodity
is produced. Diagram 5.1C has convex production frontier line, and it represents
increasing returnsor diminishingmarginal costsinthe production of both Xand Y. Initidly,
for examplethe cost of producing oneunit of Xisalarge quantity of Y given up; but as
you go onincreasing the production of X, only lessand lessamount of Y need begiven



up inorder to produce oneunit of X. Thesamewould apply inthe case of Y aswell. The International Trade
three graphsrepresentsthree production-possibility frontiers corresponding to the three

lawsof returnsviz. congtant, diminishing andincreasing returnsto scal ein the production

of Xand .
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Fig. 5.2 Transformation Curve

If one commaodity (say X) issubject to increasing returnsor diminishing costsin
production, whilethe other commodity (say'Y) issubject todiminishing returnor increasing
costsin production, then thetransformation curve will have ashapelikein Figure5.2.

L et usnow proceed to examineinternational trade equilibrium under thethree
typesof production (cost) conditions.

Trade Equilibrium under Constant Cost Conditions

Thisisthe classical case of Smith-Ricardo typewhere the marginal opportunity costs
are constant and the transformation curveisalinear straight line. See the succeeding

graph:
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Fig. 5.3 Model of Constant Costs in Production

Therearetwo countries, Indiaand Malaysia; and two commodities, textilesand
rubber. India’s production block is abc and its transformation curveis bc. Indiahas
absolute advantageintextile production; it can produce twiceasmuch textilesasrubber,
given its production possibilities. Malaysia’s production block is cde, anditstransformetion
curveisce. Given the production possibilities, Mal aysiacan produce twice asmuch
rubber astextiles, itisabsol utdly efficient in the production of rubber. Margina opportunity
costsin the production of the two commoditiesin both the countriesare constant, which
isindicated by the straight line transformation curves.
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International Trade Intheabsence of trade between thetwo countries, i.e., inisolation, Indiaproduces
and consumes at point f—a combination of ah amount of textiles plus aj amount of
rubber. The level of economic welfare of India’s consumers is measured by the
indifference curvelC,, at point f. Thereisfull employment (or maximum utilization of al

NOTES the economic resourcesin the country) in India, because production istaking place at

point f whichison thetransformation curve of India. The consumptionisalso taking
place at the same point, point f where the productionisalso taking place. Inthe absence
of tradeitisnot possiblefor consumption to take placebeyond thelimitsof theproduction
frontier. Similarly, in Malaysia production and consumption take place at point g on
Malaysia’s production frontier; and Malaysia produces and consumes a combination of
dn amount of rubber plus dp amount of textiles. The level of consumers’ welfare in
Malaysiaisindicated by the point (point g) on Indifference curvelC,. InMaaysiaaso
therefull employment, and consumption takes place on thetransformation curve where
productionistaking place(viz at point g). At pre-trade equilibrium pointsof consumption
and production (i.e., at point fin Indiaand at point gin Malaysia), both countrieshave
achieved maximum levelsof GNPand highest attainablelevel of economicwelfare. All
thisisin the absence of trade between the two countries.

Now, let usintroduceinternational trade. Thiswould mean compl ete specidization
inproductionfor both Indiaand Maaysa. Indiaisabsol utely efficient intextileproduction,
and Maaysiain rubber production. Compl ete speciali zation would mean that Indiawill
produceall thetextilesit can produce by using all itseconomic resourcesexclusively for
the production of textiles; and Malaysiawould produce al the rubber it can produce by
using all itseconomic resources. In Figure 5.3, production will take placein both the
countriesat point c, after the establishment of trade. Indiawill produce ac amount of
textilesand Malaysiawill produce cd amount of rubber. Both the countrieshave moved
along their respective transformation curvesfrom pointsf and g to point c, whichisa
movement towards compl ete specialization cond stent with full employment aswell.

Having achieved complete or extreme speciaizationin production at point ¢, the
two countries are free to trade—as much or as little as they wish—along the international
termsof tradelinect, which liesexactly in betweenthetwointernal cost ratiosin India
and Malaysia. Notethat thetransformation linecbin Indiaand cein Malaysiarepresent
marginal opportunity cost ratiosin the two countries. How much the countrieswish to
tradewith each other or wherewill consumption actually take place on theinternational
termsof tradeline, ct, depends on thetaste patterns of consumersin thetwo countries.
Giventhetaste pattern, let usassume that the two countrieswould liketo consume at
point zontheinternational termsof tradeline. Onthisbas's, we can say thefollowing for
thetwo countries:

(@) India produces ac amount of textiles, but consumes only ak amount of it,
exportingtherest of it viz. ck amount of textilesto Malaysia. At the equilibrium terms of
trade, Indiawill be ableto import kzamount of rubber, in exchangefor ck amount of
textile exportsto Maaysia. In other words, Indiaproducesat point ¢ and consumes at
point zexporting ck quantity of textilesin exchangefor kz quantity of rubber imports. At
point z Indiahas been ableto consume more of both the goods (after trade) in comparison
with where it was at pointf (beforetrade), consuming ah amount of textiles plus aj
amount of rubber. After tradeit is able to consume more of textiles (hk) and more of
rubber (my).

India, in other words, has been ableto movefrom pointfonIC topointzonIC,,
whichisamovement from apoint on alower indifference curveto apoint on ahigher
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indifference curve. Naturally, trade hasmade the country better off intermsof economic International Trade
welfare measured by consumer satisfaction.

You canasolook at it thisway. Inthe absence of tradeit isimpossiblefor India
to consume at apoint beyond thelimitsset by the production frontier. In Figure 5.3, note
that the consumption, after the establishment of international trade, isactually taking
placeat point zwhichisoutside thetransformation curve of India. Thismeansthat the
establishment of tradewill makeit possiblefor acountry to attain pointsof consumption
which lie beyond the boundaries of the production frontier. Tradewould make something
poss blewhich isotherwiseimpossible. What hasmadeit possiblein the case of India,
hereisthetrading triangle zkc.

(b) Maays aproducesdc amount of rubber, consumesdr amount itsalf and exports
the remaining amount of rc to India. In exchange, at ct terms of international trade,
Malaysiaimports dw amount of textilesfrom India. After trade, Ma aysiaconsumesdr
amount of rubber plusdw amount of textilesascompared to itspre-trade consumption
of dnamount of rubber plusdp amount of textiles. In other words, by consuming at point
zon ahigher indifference curve (1C,) ascompared to point g on alower indifference
curve(IC,), Maaysiaisbetter off interms of consumer welfare, after tradethan before
trade. Beforetrade Ma aysiacould only attain aconsumption point on thetransformation
curve (i.e., at point g), to consume at a point outsideitstransformation curve(i.e., at
point ). Thismeansthat international trade hasmadeit possiblefor Maaysiaalsoto
consume at apoint outside the transformation curve, whichisbeyond the limitsof its
production-possibility boundaries.

We, therefore, notice that both the countries are able to consume more of both
the goodsafter trade, ascompared to beforetrade. Both countriesare ableto consume
at apoint well beyond thelimitsof their production frontiers, whichismade possible by
international trade. Thismeansthat the economic welfarein both the countrieshasgone
up because of trade, and thisisindicated by the movement of the two countriesfrom
their pre-trade indifference curvesto post-trade higher indifference curves. Thewell
being of consumersin both the countries, hasgone up.

In terms of production, or world GNP, there has been an increase aswell. For
example, the total world production of textiles before trade was ah (contributed by
India) plusdp (contributed by Malaysia). After trade the world textiles productionis
equal to ac (contributed by India) which exceeds pre-trade production of ah plusdp
amount of textiles. Similarly, theworld production of rubber after tradeisdc (contributed
by Malaysia) which ismore than the pre-trade world rubber production of dn plusth
(contributed by Malaysiaand India respectively).

Thus, both the countries gain in terms of prpduction (or GNP) as well as
consumption (or economic welfare) asaresult of trade. They both produce at point ¢
and consume at point z and trade at international terms of trade represented by the ct
line. India’s exports of ck amount of textiles are equal to Malaysia’s imports of zr
amount of that good; and Malaysia’s exports of cr amount of rubber are equal to India’s
imports of zZk amount of that commaodity. Thetrading trianglesfor Indiaand Malaysia
are zkc and zrc, respectively. Thetwo countiesare better off at post-trade equilibrium
ascompared to their pre-trade equilibrium.

NOTES

It isworth noting that if both countries have to share the gainsfrom trade, the
international termsof tradelinemust fall somewherein between theinternal cost ratios
of thetwo countries. In Figure 5.3, thisisshown to happen. If thetermsof tradeline,
however, should coincide with theinternal cost ratio of Indiaor Malaysia then that
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particular country will fail to secure (consumption) gainsfromtrade. Thereader may try
it out by himself to seewhy thiswill be so.

Themodel that we havejust discussed isone of absolute advantage, where each
country has absolute advantage in one of thetwo lines of productioninasymmetrical
pattern. Additionally, the two countries—India and Malaysia—are shown to be of equal
Size, and international tradetermsare shown to lieexactly mid-way between theinternal
cost ratiosof thetwo countries. It isalso possibleto rel ax these conditionsand still show
tradeequilibrium under constant cost (or returnsto scale) conditionsin the production of
thetwo goodsin thetwo countries.

Trade Equilibrium under Increasing Cost Conditions

When themarginal opportunity costsareincreas ngin the production of thetwo goodsin
thetwo countries, wewill have concave-shaped transformation curvesin thetwo countries.
The other way of saying the same thing is that when the transformation curves are
concave-shaped, there must be diminishing returnsto scal ein the production of thetwo
goods in the country. We again assume that there are only two countries in the world—
Indiaand Maays a, producing two commoditiesunder increasing cost (or diminishing
returns) conditions. We will also assumethat the two countriesare of equal size, and
that each country isefficient in oneline of production, but not the sameline asthe other
country. Thisisto ensuretrade complementarity or compatibility. Figure 5.4 represents
thiscase.

tiles

Tex

Rubber

Fig. 5.4 Modd of Increasing Costs in Production

India’s transformation curve is abc, and Malaysia’s is def. The two production
blocks clearly show that India’s production possibilities are greater in textile production
and Malaysia’s in rubber production. Pre-trade equilibrium in the two countries are at
points g and h on the respective transformation curves of Indiaand Malaysia. Both
production and consumption take place at point gin India, and at point hin Malaysia.
Thereisfull employment and maximum production in both countries, since thetwo
points (g and h) are on the production boundariesof Indiaand Maaysia

Thetangentsat pointsg and hrepresent the rel ative prices of textilesand rubber
inthetwo countries. They reflect theinternal cost ratiosin the production of thetwo
goodsinthe respective countries. Notethat the d opesof thesetangentsarenot identical;



thetangent issteeper in the case of Indiareflecting relatively higher unit costsinthe International Trade
production of rubber and lower unit costsin the production of textiles; thetangent is

flatter inthe case of Malaysia, which indicatesthefact that the cost of producing one

unit of rubber islower than the cost of producing one unit of textiles. Thedifferencesin

relative costs of producing the two goodsin thetwo countriesindicatethe differencesin NOTES

the productiveefficiency of Indiaand Malaysiain the production of textilesand rubber.
Dictated by these cost advantages, Indiashould speciadizeinthe production (and exports)
of textilesand Malaysiashould do likewisein respect of rubber.

Theinternational termsof tradeline, mn, isdrawnin Figure5.4in such away that
it is tangent to the transformation curves of India and Malaysia at points b and e
respectively. Thisindicates production shiftsin Indiaand Malaysiain responseto the
international priceson textilesand rubber. More specifically we can say that (a) in India,
the point of production shiftsfrom point g to point b, which, represents amovement
towardsgreater specidization (but, by no means, compl ete specidization) intheproduction
of textiles. Resourceswill shift away from rubber production and gointotextile production
resulting inamorerational reallocation of the economic resources between textilesand
rubber. Such reallocation of resourceswill lead to ahigher production of textilesand a
lower production of rubber in India. In Figure 5.4 compare post-trade production
equilibrium point, b, with the pre-trade, production equilibrium point, g, and you will
notice how the production shift has taken placein India. Needlessto say that, after
trade, moretextilesare produced by withdrawing resourcesaway from rubber production.
Thekind of ashiftin productionin Indiaisconsistent with what one can expect, viz
greater absolute (or comparative) advantage; (b) in Malaysiathe point of production
shiftsfrom point h (pre-trade) to point e (after trade). Such amovement again reflects
agreater degree of specialization (but, by no means, complete especilization) in the
production of rubber. In the case of Ma aysiaa so the production shiftswhich respond to
new international price relationships, lead to a more rational reallocation of the country’s
resources between textiles and rubber. Resourceswill be withdrawn from thetextile
industry and put into usein the rubber industry. Thiswill lead to anincreasein rubber
production at the cost of textile production, and thisis reflected in the production
transformation along Malaysia’s production frontier line, in the shift from point hto
pointe.

All thisclearly demonstratesthat international trade has changed therelative
phases of rubber and textileson the internationa market, leading to amorerational re-
allocation of world resourcesin the two countriesin respect of the two commodities.
Theresultisoneof grester degree of specidization but, by nomeanscompletespecidization
inthetwo commaodities by thetwo countries. It isimportant to note here that complete
specialization ispossblewhen there are constant returnsto scalein production (or when
themarginal opportunity costsare constant). Specialization can goto the extremesunder
those cost conditions. However, whenthereare diminishing returnsto scale (or increasing
marginal cost) conditions in production, we can expect only greater degree of
specidization. Complete specializationisruled out under increasing cost conditions.
Complete or extreme specialization carried out under increasing cost conditionswill only
make the country worse off in terms of economic well being. Incompl ete speciaization,
aswe seein Figure 5.4, would maximize the level of economic welfare of the two
countries.

Indiaproduces, after trade, acombination of textilesand rubber at point b. She
exports bt amount of textilesand importstk amount of rubber at mntermsof trade. This
means that India produces at point b and consumes at point k. The country isclearly
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better off after trade, because point k ison a higher indifference curve compared to
point g (pre-trade level) whichison alower indifference curve. Note also that before
trade, Indiacould only consumeat a point on thetransformation curve (viz. point g), but
trade has made it possible for Indiato consume at a point outside the limits of the
transformation curve (viz. point k). Thetrading triangle btk hasenabled Indiato attaina
level of consumption at point k, which isoutside thetransformation curve. Without trade
thiswould beimpossible.

Similarly, Malaysiaalso isableto consume at apoint outsideitstransformation
curve, after trade. Malaysiaproduces at point e, but consumesat point k. Thisismade
possi ble because Malaysia exports ew amount of rubber and imports kw amount of
textilesin exchange, at the samemn terms of international trade. Note that Malaysia’s
post-trade consumption equilibrium point at k representsahigher level of satisfaction
comparedtoitspre-trade consumption at point h onthetransformation curve. Therefore,
Malaysiaisalso ableto reach apoint of consumption outsidethelimitsof itsproduction
frontier, dueto international trade.

In the post-trade equilibrium situation, India’s exports of textiles amounting to bt
are equal to Malaysia’s imports of that commodity amounting to kw; and India’s imports
of tkamount of rubber-are equal to Malaysia’s exports of rubber amounting to ew. After
trade there have been two results: (a) both countries have attained new production
levelsinvolving greater degreesof specializationin commodity production cons stent
with their comparative advantage positions; and (b) both countriesare ableto achieve
consumptionlevel sat pointswhichlieoutsdether respectivetransformation curves. In
other words, both countries have become better off after trade and because of trade.

Now, aword about incomplete specialization. You will recall that under constant
cost (or returnsto scale) conditions compl ete specialization in productionispossibleand
optima. However, inthe case of increasing cost (or diminishing returnsto scale) conditions
in production, only incomplete specialization (i.e., greater degree of speciaization) is
optimal. Thisdoesnot mean that under increasing cost conditionscomplete specialization
isimpossible. What it does, however, meanisthat complete specidizationissub-optimal
under increasing cost conditions.

At mn terms of trade, Indiaand Malaysia, produce at points b and e on their
respective transformation curves, they both consume at point k whichisoutsdethetwo
countries’ production frontier lines; there has only been incomplete specialization not a
complete speciaization. Thisisnot to argue that complete specializationisimpossible
under increasing cost conditions. Compl ete specializationispossible. For example, let us
shift the terms of trade line mn and draw aline such asad, which is parallel to mn.
Since, thetwo linesmn and ad are parallél to each other they guarantee that theterms
of trade are unchanged. When we have ab termsof trade (which areidentical with mn
terms of trade) complete specialization in production would result in both countries.
Indiaproducesat point a onitstransformation curve, whereit producesonly textilesand
no rubber at all. Malaysiaproducesat point b on her own transformation curve—She
producesonly rubber and notextilesat all.
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Fig. 5.5 Complete Specilization under Increasing Cost Conditions

Having achieved complete specialization in textilesand rubber production, the
two countriesarefreeto trade along thetermsof tradelinead. L et ussay that they both
consume at point p (or any other point onthead line). Point p, no doubt, isoutsidethe
two countriestransformation curves, and to that extent it issuperior to zero-trade Stuation.
However, even though, point p represents a higher level of economic welfare than
would be under zero-trade situation, it isinferior to point k. Because point kison a
higher indifference curve compared to point pwhichisonalower indifference curve. It
would therefore bein theinterests of both the countriesto movefrom point p to point k,
and thiscan be accomplished only by moving from astuation of complete specidization
toasituation of incompl ete speciaizationin production.

Inbrief, itistruethat both countriescan goinfor either complete or incomplete
specialization under increasing cost conditionsin production, but only one of them
guarantees highest level of economic welfare. And that is a situation of incomplete
speciaization. Inthat sense, incomplete speciaizationispossibleaswell asoptimal,
whereas compl ete specialization is possible, but not optimal from the point of view of
economic welfareto be obtained frominternational trade.

Trade Equilibrium under Decreasing Cost Conditions

We have discussed the cases of constant and increasing costs and the corresponding
trade equilibrium conditions under those cost situations. It islogical to expect some
discusson of theonly other possible case, that of decreasing opportunity costsor increasing
returnsto scal e conditionsin production. Two things need to be stated regarding this
model: Firgt, thiscase, while methodol ogically respectabl e and necessary to complete
the possibilities of cost behaviour, issuspect on other grounds. We have been discussing
all along assuming perfect competition; and perfect competition, initsturn, rulesout the
existence of decreasing opportunity costs (or increasi ng returnsto scalein production).
If increasing returnsareinternal to thefirm, then there cannot be perfect competition,
for such acondition assumesthat thefirmsin an industry areal of optimum sizeand
have, therefore, no internal economies. There might, alternately, be external economies
to bederived but these are not thought to be extens ve under perfect competition. If we
drop the assumption of perfect competition then, of course, the picture changes. Firms
may belargein size but small in number. Theinternal economiesto be derived from
further increasesin their size may be considerable. A whole new prospect of increasing
returnsisthen opened up. Thereisagreat incentiveto relax the assumption of perfect
competition and to discusstheimplicationsof decreasing opportunity costs. Becausethe
industrid productswhich have entered internationa marketsare produced by imperfectly
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competitiveindustriesinthemajor countrieslikethe USA, UK, Japan and the countries
of Western Europe, and their industrial productsare conditioned overwhelmingly by the
Sze, efficiency, high productivity dueto technological advances, and so forth. Therefore,
decreasing opportunity costs may fall outside the purview of trade models based on
perfect competition, but there can be hardly any doubt that inthereal trading world they
existinmany forms. Thisisastrongjustificationfor including abrief discussion of trade
equilibrium based on decreasing costs.

Secondly, it isnot necessary (or easy) to demonstrate thismodel by using our
standard model of ‘two-countries and two-commodities’. We will, therefore, discuss this
model with the help of ‘one-country two-commodities” model. Let us therefore assume
that we have our home country in aworld economy, wherethe home country iscapable
of producing both the goods—textiles and rubber. We will examine trade equilibrium for
the home country under three poss ble situationsasfollows:

- When there are increasing returns (or decreasing cost conditions) in the
production of both the goods,
When thereare strongincreasing returnsin oneline of production (say, rubber
production) but diminishing returnsor increasi ng cost conditionsin the other
line of production (say, textile production); and
Whentherearemildincreasing returnsin oneline of production (rubber), but
diminishingreturnsinthe other lineof production (textiles).

The abovethree are only afew out of anumber of possible cases of decreasing
opportunity costs. Several other cases can be distinguished aswell, but for the sake of
demonstrating the three cases would do to illustrate. We shall now discussthe three
casesin somedetail below:

(i) Trade equilibrium when there are increasing returns in both lines of
production. In Figure 5.6 the production possibility curveisconvex totheorigin,
signifyingthat thereareincreasing returnsto scalein both thelinesof production.

The production-possibility curveisabc. Beforetrade, production and consumption
aretaking place at point b wheretheinterna priceratio line ppistangent tothe
production-possibility curve. This means that the country is producing and
consuming Od amount of textilesand Of amount of rubber in pre-tradeequilibrium
position. Thiswill beastabledtuation only whenthecountry isinisolation, because
the country hasto produce both the goodsif its consumerswish to consume some
combination of both the goods.

A

Textiles

Y

Rubber

Fig. 5.6 Increasing Returns in both the Goods



However, assoon astrade isopened up, thisposition of equilibrium at point b International Trade
cannot be maintained, regardless of whether international termsof trade differ or

coincide with the pre-tradeinternal priceratiosin the country. If international

terms coincide with the pre-tradeinternal term, then factors of production will

continueto switchto textile production until equilibrium output settlesat pointa NOTES

with complete specialization intextiles production. International termsof trade
ling, ah, isdrawn paralel tointernal termsof tradeline, pp, to show that thetwo
price-ratiosareidentical and international trade hasnot altered rel ative prices of
textiles and rubber. Even then, production has shifted from point b to point a,
wherethe country isproducing oa amount of textilesand zero amount of rubber.
Out of oaamount of textiles produced, omamount isconsumed domestically and
the remaining quantity of rubber amounting to amisexported to therest of the
world. Atinternational termsequa to ah, the home country will import mn amount
of rubber in exchange for am amount of textile exports. The post-trade
consumption equilibriumisat point k, with point a asthe production point and
amk asthetrading triangle. Noticethat after the establishment of traderelationship,
the home country’s consumers have moved from point b (on thetransformation
curve) to point k (beyond thetransformation curve), or from alower to ahigher
community indifference curvein Figure 5.6. The country has clearly become
better of with trade, ascompared to without trade, in termsof consumer welfare.
Notealsothat al thishastaken placewithout the changesinrelative pricesof the
two goodsafter the establishment of trade. There hasbeen complete specialization
intextilesafter trade, and the consumersin the home country areableto consume
more of both the goods at point k as compared to point b.

From theeconomic welfare point of view, thereisno doubt that point kissuperior
to point b. However, asamatter of fact thereisanother possibility whichiseven
superior to point k, and let us now entertain what that possibility could be.

The careful reader would have already suspected that at the same pp terms, it
would be most profitablefor the home country to divert all resourcesinto rubber
production rather than textile production. Thelineppisrelatively steeper (and so
isthe ah line) which suggeststhat it ismore profitable to specialize in rubber
rather than textile production, sincethere areincreasing returnsconditionsin both
the goods’ production. Draw now a line such as cn, parallel tothelinespp or ah.
Immediately, we can | ocate point ¢ asthe post-trade equilibrium production point
with complete specialization in rubber. It would be better for the home country—
and in fact best—to produce at point ¢, an amount of rubber equal to oc; at home
country can retain or amount of rubber for its own consumption and export the
remaining rc amount to the rest of theworld. At nc termsof international trade,
the home country canimport rt amount of textilesin exchangefor rc amount to
therest of theworld. At nc terms of international trade, the home country can
import rt amount of textilesin exchange for rc amount of rubber exports. The
consumption equilibrium point, point t, which correspondsto the production
equilibrium point, point ¢, guaranteeshigher level of economicwelfarethan point
k or point b. Because, at point t, which is on a higher indifference curve, the
consumersinthe home country are able to consume more of both the goodsthan
at either point k or point b.

Itis, therefore, best for the home country to produce at point ¢ and consume at
point t. Thisensures maximum economic well-being resulting fromtrade. This
would then be the post-trade equilibrium point when, asin Figure 5.6, there are
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increasing returnsin both the goods and rel ative pricesfavouring rubber rather
than textilesin both pre-and post-trade situations.

The picture would however change completely, if theinternational termsof trade
should ater therelative priceratios of the two commoditiesthat existed before
the trade opened up between the home country and the rest of the world. The
pre-trade price-ratio linewaspp (whichisrelatively steeper) indicating prices
whichweremorefavourablefor rubber rather thantextiles. Suppose, for example,
that after the opening of trade, theinternational termsof tradelinewasag which
isflatter than the pre-trade priceratic line, pp. Theflatter ag line suggeststhat
theworld priceratiosaresuch that they favour textilerather than rubber production.
Inthat event, it would be better for the home country to produce all thetextilesit
can. The home country could produce, therefore, oa amount of textiles; export
avamount of textilesin exchangefor vw amount of rubber importsat ag terms of
trade. The country would then consume at point w, which consists of more of
both the goods as compared to any other previous points(such ast or kor b). The
production and consumption equilibrium pointswould bea and w respectively.
Thetrading triangle would be avw. The country has attained the highest level of
economic welfarein terms of consumer satisfaction. This, then, would bethe
trade equilibrium position corresponding to ag termsof tradewhich areat variance
with pre-tradeinternal termsof trade represented by pp line.

Inthisparticular casestudy, al we need to know isthereturnsto scale conditions
inthe production of the two goodsin the home country, and they are both of the
increas ng returns pattern. We need not worry about thereturnsto scale conditions
intherest of theworld or theforei gn countrieswith which the home country has
trading prospects. The nature of the relationship between theinternational terms
of trade (that affect home country after it establishestrade linkswith the outside
world) and theinterna termsof trade (that existed prior to thetrade establishment)
only determinetheareaof commodity specidization, i.e., whether thehome country
would profit by specidizing completely in rubber or textile production. International
terms of trade ratioswould dictate that answer for the home country, given the
initial pre-trade domestic price ratioswhich existed in the home country before
trade.

(if) Tradeequilibrium when therearestrongincreasingreturnsin onelineof
production but diminishing returnsin the other. Let us assume now that
rubber is produced under strong increasing returns and textiles are produced
under diminishing returnsto scale conditionsin production. Thisisrepresentedin
the succeeding Figure.

InboththediagramsFigure5.7A-B, the production poss bility curve of thehome
country isidentical in-so-far asthereare strong increasing return (or decreasing
opportunity costs) inthe production of rubber and diminishing returns (or increasing
opportunity costs) in the production of textiles. The difference between thetwo
Figure, however, liesin the fact that in Figure 5.7A the terms of tradelineis
steeper compared tothetermsof tradelinein Figure 5.7B. The steeper terms of
tradeline (in Figure5.7A) impliesthat rubber hasarelative higher price per unit
thantextiles, i.e., theworld pricesof rubber and textiles are such that they favour
rubber production and exports; therelatively flatter termsof tradeline (in Figure
5.7B), on the other hand, suggeststextile prices are higher than rubber priceon
theinternational market, i.e., theworld pricesfavour production and exports of



textilesasagainst rubber. There are severa possibilitieswhich wewill examine International Trade
asfollows:

NOTES

Rubber
5.7A 5.7B

Fig. 5.7A-B Increasing Returns in Rubber but Diminishing Returns in Textiles

InFigure5.7A, the home country could goinfor complete specializationintextiles
production. The production could, then, take place at point awheretheterms of
tradeline, ab, meetsthetransformation curve, acd. Thisisclearly not in the best
interests of the country because consumersin the home country are forced to
consume at apoint ing dethetransformation curve, such asat point f. Producing
at point aand consuming at point f, the country isexporting ag amount of textiles
and importing gf amount of rubber at ab terms of international trade. Such a
Stuationisunambiguoudy inferior. Returnsto sca econditionsbeing of adiminishing
pattern, do not favour complete specialization’ of production in textiles. Additionally,
the international terms of trade also do not favour production and exports of
textiles.

The next best thing, therefore, isto go in for incomplete specidizationi.e., to
produceat point c wheretheinternational termsof tradelinepp (whichisparallel
to ab) istangent to the production possibility curve. The country could produce at
point c and consume at point h, exporting ck amount of textilesand importing kh
amount of rubber at pp termsof trade. Point hisclearly superior to point f, asit
places the consumers on a higher indifference curve; point h is outside the
transformation curve as against point f whichisinside that curve. Therefore,
from the standpoint of economic welfare, incompl ete specialization issuperior to
completespecidizationintextiles.

There is a third, aternative possibility for the home country viz. complete
specidization in rubber. The country can produce at point d where the terms of
tradelinemd (whichisparallel to pp and ab) meetsthe production-possibility
curve. It isposs blefor the home country to consume at apoint such asnonthe
md line, wherethe country exportsdr quantity of rubber and importsrn quantity
of textiles at md terms of trade. The consumption point n is clearly superior
because the consumers have now reached ahigher indifference curve compared
tothe previoustwo Situations. Note al so that when production and consumption
aretaking placeat point b and c respectively, the home country exportsarelatively
smdller quantity of itsown product (rubber) and importsared atively larger quantity
of theforeign product (textiles). Thisisal sothe most preferred trade equilibrium
Situation because rubber isthe most favourably placed commodity bothinterms
of domestic production possibilities (wherethere are strong increasing returnsto
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scale conditions) and world demand and price Situations (where theinternational
termsof trade are morefavourableto rubber). Of thethree dternativesavailable
to the country (viz. compete specializationin textiles, incompl ete specialization,
and compl ete specialization in rubber) the one which contributesthe maximum
economic welfareisthethird aternative (viz compl ete specialization in rubber).
That, then, isthetrade equilibrium point inasituation shown in Figure 5.7A.

InFigure5.7B, however, the pictureisaltogether different. Here, asin Figure
5.7A, thethree alternatives are open to the home country. First, the country can
goinfor complete speciaization in textiles, producing at point a, consuming at
point f, and exporting ag amount of textilesin exchangefor gf amount of rubber
importsat ab terms of trade. The consumers’ economic welfare is represented
by point f, whichisof courseouts dethetransformation curve. Second alternative
isto produce at point ¢c and consume at point h. Thisis a case of incomplete
speciaizationin production. In thiscase, the home country exportsck amount of
textiles and imports kh amount of rubber at pp terms of trade (which are the
sameasabtermsof tradesinceab lineisparallél to pp line). Point h guarantees
higher level of economic welfare ascompared to point f which correspondsto
complete specidizationintextiles, becauseit congtitutesamovement fromalower
indifference curve|C,to ahigher one(IC,).

Incomplete specidization, infact, guaranteesthe highest level of economicwelfare
inagtuation portrayed in Figure5.7B. Consder now thethird dternative available
inthisdiagram, whichisoneof goinginfor complete specializationin rubber. The
country could produce at point d where the terms of trade line md (whichis
parallel to pp and ab) meetsthe production possibility curve. Having produced at
point d, the country can then consume at point n, exporting rd amount of rubber
for nr amount of textileimportsat md termsof trade. Point n, which corresponds
to adtuation of complete specialization in rubber production, isclearly inferior to
both point h and point f which correspond to the previoustwo dternative situations.
It makesno senseto goin for complete specialization in rubber, even though their
arestrong increasing returnsto scale production possibilitiesin that commodity.
Because, theinternational termsof trade are very unfavourableto rubber. World
demand and price conditions for rubber are so adverse to rubber (relative to
textiles) that the home country hasto export arelatively larger quantity of rubber
inorder toimport arelatively smaller quantity of textiles. Unfavorableworld
demand conditionsfor rubber would, therefore, discourage any attempt on the
part of the country to achieve specialization in rubber production athough the
country may enjoy extremely favourabl e production possibilities, in that particular
lineof production.

(i) Tradeequilibrium when there are mild increasing returnsin oneline of

production but diminishing returnsin the other. Let us assume that there
aremildincreasing returnsin rubber productionand diminishing returnsintextiles,
Thiswill give usaproduction possibility line for the country as shown in the
followingdiagrams:
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5.8A 5.8B
Fig. 5.8A-B Increasing Returns in Rubber and Diminishing Returns in Textiles

In both the Figures above the shape of the production block is the same—concave
at first and then convex later on aswe movetowardsrubber axis. Thedifference
between the two diagramsliesin thefact that in Figure 5.8A, theinternational
terms of trade line is steeper (suggesting that world demand and world price
situationsfavour rubber asagainst textiles): and in Figure 5.8B we have aflatter
termsof tradeline (suggesting that the more favoured export commaodity istextiles
rather than rubber).

InFgure5.8A, completespeciaizationintextilesistheworst in termsof economic
welfare. The country would inthat Situation, produceat point a, consumeat point
d and exportsac quantity of textilesor cde quantity of rubber importsat abterms
of trade. Consumption point cisclearly inferior asit liesingdethetransformation
curve. Incomplete specialization results in a situation where production and
consumption will take place at pointse and g respectively; thetrading triangleis
efg and thetermsof tradeispp, whichisparallel toab line. Consumption point g
issuperior to point d becauseit ison ahigher indifference curve and at apoint
whichisoutsdethetransformation curve. Thethird aternativewould betogoin
for complete specidization in rubber where production takes place at pointk and
consumption at point n. Notethat point nlieson astill higher indifference curve
(IC,) compared to point nwhich lieson IC,, alower indifference curve. This
leads usto conclude that given the production possibilitiesin the country and
world demand and price situation outside the country, aswe havein Figure 5.8A,
itisinthebest interests of the country to produce at point k and consume at some
point on kw terms of trade line (such aspoint n) and achieve maximum welfare
fromtrade. Everything dependson therelativeworld pricesof rubber and textiles.
If, for instance, thetermsof trade line pp were such that whenitisextended it
will meet point k, thenitisimmaterial whether production takes placeat point e
(incompletegpecidization) or at point k (complete specializationinrubber); because
in either case the country can select aconsumption point on the pp linewhich
connectspointseand k. The differencewould be only intermsof the composition
of trade, i.e., what commodity will be exported and imported by the country. To
produce at point e and consume at some point on pp linewhichisto theright of
point e would mean exporting textilesand importing rubber; and to producing at
point k and consuming at some point onthepp linewhichisto theleft of point k,
would mean exporting rubber and importing textiles. For economic welfareas
such it would make no difference whether you opt for compl ete speciaizationin
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rubber or incompl ete specialization, aslong asthe samepp termsof tradelineis
connecting points such as e and k in Figure 5.8B (which is not shown in the
Fiure).

In Figure 5.8B, on the other hand, we have adifferent picture. Terms of trade
favour production and exportsof textiles, sincethetermsof tradelinesareflatter
(compared to what they are in Figure 5.8A). The three lines—ab, pp and wk—
areal parallel indicating sametermsof tradein all three situations. In Situation
one, of compl ete specialization in textiles, the country producesat point aand
consumesat point d. In Situation two, withincompl ete speciali zation, production
and consumption take place at pointsc and erespectively. In Situation three, with
completespecidizationinrubber, theequilibrium production and consumption points
are at k and nrespectively. Needlessto say that situation thereistheworst in
termsof economic welfare; situation oneisintermediate; and situation two with
incompl ete speci ali zation maximizesthe economic wel fare of the country through
trade.

To sum up, therefore, with agiven production possibility curveand agiventerms
of trade line—representing domestic supply and foreign demand conditions for
the two products—we can also determine a trade equilibrium position for a Country,
i.e., the pointsof production and consumption equilibrium which maximizethe
level of economic welfare of the country. The neo-classical technique of using
production possibility curves hasproved to be auseful devicefor an analysisof
trade equilibrium. Theframework isneo-classical, but thetheme or substanceis
classical. The message throughout the discussionisthat sometradeisbetter than
no trade regardl ess of the countries production possibility pattern or theworld
demand and price pattern for goods and services. Tradeisunequivocally welfare
promoting, provided of coursethereisfreetrade among nations.

CHECK YOUR PROGRESS

3. What will bethe shape of thetransformation curve, if the marginal opportunity
costsareincreasing in the production of the two goodsin the two countries?

4. Givereasonsfor the non-acceptance of thelabour theory.

54 BALANCE OF PAYMENTSAND BALANCE
OF TRADE

This section describes the concept and nature of balance of payment and bal ance of
trade.

Balance of Payments

There isno country which is self-sufficient and thisinterdependence of countriesis
reflectedin internationa economic and commercia transactions. Aneconomic transaction
isan exchange of value or transfer of atitleto goodsor assets. Commercial transaction
are an exchange of goods or services, for money which will result in payments, in
currency or monetary assetsleading to afinancial flow. Theresourceflowsfrom one
country to another dueto purchaseand sale of financia claims, referred to asafinancial



transaction. Theinternational exchange of goodsfor goods, for servicesor goodsand International Trade
services for money are all referred to as international economic and commercial
transactions.

Balance of payments (BOP) of acountry has been defined asasystematic record
of al economic transactions between the resi dentsof the reporting country and residents
of foreign countries. Thus, balance of payments includes both visible and invisible
transactions.

Theitemsusually included in balance of paymentsof any country are payments
for merchandi seimportsand receiptsfor merchandise exports, loansto and investments
in foreign countries and enterprises, foreign investments in domestic enterprises,
borrowing from foreign countries, tourist expenditures—both by domestic tourists abroad
and foreign countries, tourist expending country, money paid to foreign carriersand
receiptsfor foreign goods carried in national bottoms, cable and tel egraph paymentsto
foreign banks, expenseson foreign embassi es established in the home country, interest
and dividend paymentsand similar items. The two sides of abalance of payment must
awaysbebalanced, i.e., paymentsto be madeto outsiders must equal the receiptsfrom
outsiders and the main reason for this balance is because of the ssmple fact that for
everything one gets, he can expect to receive somethingin return. Ordinarily, balance of
paymentsis prepared for a period of one year, but creation of balance of payments
quarterly isalsocommon.

NOTES

The balance of paymentsisacomplete tabul ation of the total market value of
goods, services, and financial assetsthat domestic residents, firms, and governments
exchange with residents of other nations during agiven period. Like grossdomestic
product, a nation’s balance of payment is a system that accounts for flow of income and
expenditures. Unlike grossdomesti ¢ product, however, the balance of paymentsincludes
theflow of financial assets.

Thebalance of paymentsisasummary statement inwhich, al thetransactions of
the residents of a nation with the residents of all other nations are recorded during a
particular period of time, usually acaendar year. The United States and some other
nationsal so keep such arecord on aquarterly basis. The main purpose of the balance of
payment isto inform the government of theinternational position of the nation and to
helpitinitsformulation of monetary, fiscal, and trade policies. Governmentsa soregularly
consult the balance of paymentsof important trade partnersin making policy decisions.
The information contained in a nation’s balance of payment is also indispensable to
banks, firms, and individualsdirectly or indirectly involved in international tradeand
finance.

Monetary authorities of the reporting country should know the receipts and
payments as between the reporting country and others so as to assess the impact of
such flows on domestic money supply and on the savings of the economy. Besides,
economistswould like to study from these datathe impact of foreign transactionson
national income of the reporting country —their impact on current income and expenditure
(current account) and on assetsand liabilities of the country (capital Side).

Themonetary and fiscal policiesand foreign exchange policy would beformulated
or reformul ated on the basi s of these data. It would thus, be observed that the bal ance of
payments data are useful from the point of view of formulation and operation of the
domestic economic policy.
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Balance of paymentsisthe systematic summary of the economic transaction of
the residence of a country with the rest of the world during a specified time period,
normally ayear. Thefollowing arethe features of balance of payments:

1. Economic transactions

The statement isasummary of economic transactionsof the country with theoutsiders.
An economic transaction ariseswhen values are exchanged or moved between nations.
Thesemay arisefromthefollowing:

- Movement of goodsin theform of exportsand imports

- Rendering of servicesabroad and using foreign services

- Giftg/grantsfrom one country to another

- Investments made abroad or received from abroad

- Income oninvestmentsreceived from abroad or remitted abroad
- Increase or decreasein theinternational reserves of the country

2. Residentswith non-residents

Generally, transactions which take place between the residents of the country with
residents of other countries are recorded in the balance of payments. Residents may
mean theindividuals, institutions, corporate bodies and government departmentswho
areapart of the country. Unitsor branches of multinational companiesdomiciledinthe
country are also residentsand their transactionswith their parent or branchesabroad
are al so reflected in the balance of payments. If the economic transaction is between
resdentsonly, itisnot included in the balance of payments. For instance, saleof goldin
the domestic market will not find aplacein the balance of payments. Thereare, however,
certain exceptions such asthe Central bank of the country and thus, the monetary gold
of the country increases, which would bereflected inthe balance of payments. Similarly,
foreign assets exchanged between residents may also be included in the balance of
paymentsaccount.

3. A flow statement

A balance of paymentsisacompilation of the flow of economic transactions of the
country during the period and not astatement of the positionasonadate. Itismorelike
afundsflow of acompany, rather than a balance sheet. For instance, if the balance of
payments shows$ 400 million asplusin non-resident deposits, it meansthe balances
held by the non-residents of the country with banksin India has changed during the
period by $400 million; it doesnot meanthe aggregate of such balancesis$400 million.

4. Periodicity
Normally, balance of payments statement is prepared covering a period of one year.
However, depending upon the requirement of the government, the statement may be

prepared for shorter periods such asfor atenure of six monthsor in some cases, itis
even made for amonth.

5. Components of balance of payments

The balance of payments statement i s presented with three major components:
- Current account



- Capital account International Trade
- Official reservesaccount

Earlier balance of payments used to be divided into two accounts—current account and
capital account. Thepresent trend isto dividethe capita account further into two accounts NOTES
and sow separately the detail s of official reservesaccount.

To draw an anal ogy with thefinal accountsof abus nessentity, the current account
issimilar to the profit and | oss account which shows the income and expenses of the
entity during ayear. The capital account (including the officia reserve account) isthe
balance sheet, or to be more precise, thefundsflow statement, thefirst part showing the
changesintheassetsand liabilitiesof the entity and the second part revealing changesin
itsequality.

6. Current account

The current account of the balance of payments refersto transactionsin goods and
sarvices, incomeand current transfers. In other words, it coversall transactionsbetween
res dentsand non-residents, other than financia items.

7. Merchandisetrade

Merchandise, represents exportsand import of commoditiesfrom/into India. Thecredit
intheitem represents exports and debit representsimports. The net balance, being the
difference between exportsand importsis known asthe balance of trade.

The values of exports are shown at FOB prices, i.e., excluding the cost of
trangportation from abroad. Importsrepresent CIF payment, i.e., including freight and
insurance paid for imports. However, wherefreight and insurance onimportsare paid
separately to foreigners, these areincluded under transportation and insurance.

8. Invisible

Thisitem includes service, transfers and investment income. It istitled invisible to
distinguish from merchandisetradeand isalso known asvisibletrade.

Travel coversall receiptsand paymentson account of international transportation
services except for the freight on importsinvoiced CIF/CFR included under import
payments. The creditsinclude expensesof foreign transport companiesin India, receipt
of foreign earnings of Indian transport companiesand other receipts. Thedebitsinclude
expenses of Indian companies abroad and paymentsto foreign transport companies.

Government, not included elsewhere, relates to receipts and payments on
government account not included e sewhere aswell asrecel ptsand paymentson account
of maintenance of embassies and diplomatic mission and offices of international
ingtitutions such as UNO, WHO and so on. Creditsincludeallocationsmadefor theUS
embassy expenditurein Indiaout of therupee proceedsof salesin Indiaof USsurplus
agricultural commoditiesunder PL 480 agreement.

Miscellaneousitems cover recel ptsand paymentsin respect of all other services
such asagency services, technicians, and professional services, technical know-how,
royalties, subscriptionsfor periodicalsand so on.

Transfer payments or unilateral transfers represent all receipts and payments
without aquid pro quo. They includeitemslikeaid and grantsreceived from/extended
toforeign governments, migrant’stransfer, repatriation of savings, remittancesfor family
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maintenance, contributions and donations to religious organizations and charitable
inditution.

Investment income relatesto remittances, recel ptsand payments on account of
profits, dividends, interest and discountsincluding interest charges and commitment
chargeson foreign loansincluding those on purchase from the International Monetary
Fund.

Balanceon current account: Theimportant decisionisnot to takeinto consideration
theabsolutefiguresof exports/recel ptsand imports/payments, but their differencewhich
showswhether the country hasearned or |ost foreign exchange. Two important measures
inthisregard areasfollows:

- Balanceof trade
- Balance of payments

Balance of trade refersto the net difference between the val ue of export and import of
merchandiseor thevisbletrade. When the aggregate exports of goodsfrom the country
during the period exceed itsaggregateimport, thebaance of tradeissaid to befavourable,
however, in case the imports exceed exports, the balance of trade is termed as
unfavourable. Since, importsand exportsof acountry seldom are equal, the bal ance of
tradewill not be balanced. During any given period, the bal ance of tradewill show either
afavourable or an unfavourable balance.

Balance of paymentsincludestheforeigntradeinitsbroad sense and includes
not only visibletrade but invisibleitemsalso. Thus, thisterm ismore comprehensivethan
balance of trade. In other words, balance of payments representsbal ance of trade plus
balance oninvisibles. It would be more appropriateto call thisbalance of paymentson
current account asit includesthenet balance of al itemsincludedin the current account.
Asinthe case of balance of trade, thetotal amountsreceivable and payable on current
account do not balance and the balance of paymentsfor agiven period endsupina
favourable (surplus) or unfavourable (deficit) balance.

9. Capital account

The capital account representstransfer of money and other capitd itemsand changesin
the country’s foreign assets and liabilities resulting from the transactions recorded in the
current account. The capital account transactions are short-term capital inflowsand
outflowsfor private purposes, official purposesor banking purposes. Private flows of
capital include private company remittancesfor working capital purposesto subsidiaries
or branches of foreign companies or short-term loans, grants from foreign banks,
international financial institutionsand foreign government. These short-term flowsmay
befor compensatory purposeson government account. These can also be banking funds
which are created for dealing with short-term purposes.

There are long-term capital movements which may again be private or
governmental. The privateflowsincludeloansand advancesgranted to private parties,
investment in shares, bonds, debentures by Indians abroad or by foreignersin India,
investment injoint ventures, consultancy, turnkey projects, and deferred payment credits
and so on. Such flowson official account also take place through government loans,
credits, and grantsfor privatelong-term purposes. Foreigninvestment in Indiaisthe
amount invested by non-residentsin the equality of entitiesin India. The difference
between direct and portfolio investment is one of intention of the investor. Direct
investment reflectsalasting interest of theinvestor inthe entity and hisintention to take
activeroleinthe management of the company.



Investmentsin equity by the direct investor and the amounts accruing on the International Trade
original investment but retained in the country fall under the category of direct investmen.
Portfolio investment coverstransactionsin equity securitiesother than direct investment.
Theinvestor does not intend to take part in the management of the company. Foreign
investment abroad isthe amount invested by residentsin entities abroad. NOTES

Loanscompriseexternal ass stlance, commercia borrowingsand short termloans.
External ass stanceisborrowingsfrom multilateral organizationslikeWorld Bank and
from bilateral sources, mainly on confessional terms. Commercial borrowingsare debts
owed to international banks, borrowingsin bond markets, creditsfrom export credit
agenciesand |oansprovided on commercia termsby specialized multilateral or bilateral
ingtitutionslike International Finance Corporation. Short term creditsarethoserepayable
within oneyear. Banking capital coversthe assetsand liabilitiesof commercia banks,
non-resident deposit accountsand other financia ingtitutions.

The capital account reflectsthe changesin foreign assetsand liabilities of the
country and affectsitscreditors/debtor position. An excessof foreign assetsover foreign
liabilitiesindicatesanet creditor position and vice versa. Net changesin current account
arereflected by acorresponding and opposite changein the capital account, changing
theforeign assetsand liabilities position of the country. Current accountislike anincome
and expenditure statement with surplusor deficitinit, transferred to capital account
which liesinabalance shest. If all these accountsdo not tally, errorsand omissonsare
added to balance the corresponding column of balance of payments. In an economic
sense, acountry hasasurplusor deficit initsbal ance of payments, when itstransactions
other than those merely financing thereal transactionsare not in balance. Those merely
financing are said to be bel ow thelinewhile othersare above theline. The selection of
itemswhich arebel ow thelineisgenerally decided by each country, depending uponits
requirementsfor economic policy inthe short runandlong run.

The last item on balance of payments other than errors and omissionsis the
movement in foreign exchange reserves of the country whichisusually showninthe
capital account. Thesereservesareinforeign currencies, foreign assets, investments
and balancesheld abroad, or gold of the government, and official monetary agenciesof
acountry.

10. Balance on capital account

Balance on capital account isthe net of inflowsand outflowson capital transactions. It
isalso appropriateto call thisbaance, aprivate capital account asthisexcludesmovement
inofficial reserves.

11. Overall balance

Overdll balanceisthetotal balance onacurrent account and baance on acapital account.
Itisalso called official settlement balance sinceit must befinanced by official reserves
or by other non-reservetransactionsthat are substitute for reservetransactions. Thisis
a very important measure because it reflects a country’s overall competitive position in
termsof all privatetransactionsand exerts pressure.

Balance of Trade

Balance of trade is defined as the difference between the exports and imports of a
country. The balance of trade is considered as the most significant component of
the current account of balance of payments as it helps in measuring a country’s net
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income which isearned on international assets. It also includesall payments across
borders. It has also been observed by economiststhat measuring thetrade balanceisthe
most convenient method to measure the economy’s growth as it almost all goods and
services pass through the customs, thus, it has a record of all the country’s transactions.

The balance of tradeincludesthree major componentswhich areasfollows:

- Debt items: It can be classified asimports, foreign aids, domestic spending
andinvestments.
Credit items: It canincludeexports, foreign spending in the domestic economy
andforeigninvestments.
Services. It alsoformsanimportant part asit includesthe serviceswhich are
provided whiletraveling, such astransportation, hotels, and mealsand so on.
It dsoincludestechnical imports.

A country suffers from a trade deficit when there is excess of imports over
exports, whiletrade surplus means excess of exportsover imports. It hasbeen observed
that abalance of trade surplusisfavourablefor the domestic producerswho engagein
exports. A country triesto maintain afavourabl e trade bal ance by usng methods such as
trade protectionism. Thismethod protectsthe domesticindustriesby levying on them
tariffs, quotasor subsidiesonimports. However, thismethodsturnsout to befavourable,
if the countriesalso retaliate with their tariffs.

A favourabl e trade balance depends on three factorswhich are asfollows:
A country’s position in its business cycle
Duration of itscondition whether asurplusor adeficit
Factorscontributing to itstrade deficit or trade surplus

In some cases trade balance can be unfavourable also, when the domestic
consumerspay high pricesfor the exported goodsand services. Alternatively, abalance
of trade deficit iscons dered as unfavourabl e to domestic producersespecially in cases
of high competitionin the market, however, it can be beneficial for domestic consumers
asthey enjoy goodsand servicesat |ower prices. These unfavourable situationsleadsto
trade deficit asmost of the countrieswith trade deficitsimport morein consumer products
than they export in raw materials. Trade deficit makes a country dependent on
globa commoditiespriceswhichinthelongrun, can depletetheir natural resources.

Thetradedeficitin Indiadeclined 25 per cent subsequently to USD 8.12 billionin
June of 2016. Theexport rateincreased to 1.27 per cent to USD 22.5 million, whichwas
the biggest gain for the economy. The non-petroleum sal es which accounted for 88.6
per cent of total exportswasalso increased by 3 per cent. In case of export partners, the
shipmentswereincreased in case of European Union (4.3 per cent) but consequently
fell in case of United States (-7.4 per cent).

Importswere also dumped by 7.3 per cent during theyear ascompared to earlier
trendswhich was an approximate of 30.7 billion, thus, was cons dered asthe nineteenth
consecutive months of decline. Theoil purchaseswere decreased by 16.4 per cent and
the non-oil purchases also decreased by 4.1 per cent. In terms of monthly basis, the
country’s trade gap widened for the second month, reaching the highest so far this year.
The Balance of Trade in India averaged —2126.93 USD Million from 1957 until 2016,
whichwasmarked asan al-time high reaching 258.90 USD Millionin March of 1977
and a record low 0f —20210.90 USD Millionin October of 2012.

At present, India’s trade deficit narrowed to a five-year low of $4.8 billion in the
first month of the current financial year, led by asharp fal in gold importsdueto a



nationwidestrike by jewellersprotesting agai nst the proposed 1 per cent exciseduty and
adecreaseininbound oil shipments.

Exportsdeclined for the seventeenth straight month, with shipmentsdropping
6.74 per cent to $20.56 billioninApril, whileimportsfell 23.1 per cent to $25.4 billion,
dragged down by lower oil imports, according to data released by the Ministry of
Commerceand Industry.

CHEcCK YOoUR PROGRESS

5. Statethe main purpose of balance of payment account.

6. What are the major components of balance of payments statement?

7. What doesthe capital account represent?

8. Why isoverall balance considered to be an important measure of BOP?

5.5 DISEQUILIBRIUM IN THE BALANCE OF
PAYMENTSAND CORRECTIVE MEASURES

In an accounting sense, the BOP isawaysin balance. The detailed accounting of BOP
isbased on the doubl e entry book-keeping system. Under this system, both kinds of
flows of a transaction—receipts and payments—are recorded as debits and credits in
the book of accounts. Recall the example, when a country imports goods, goods are
received and money (foreign currency) ispaid out. Inthiscase, importsare debit items
and paymentsare credit items. Similarly, exports (goods going out of the country) are
credit itemsand recel ptsof paymentsare debit items. The sameisthe casewithforeign
borrowing and lending. Inthe case of foreign borrowing, money borrowed isdebited and
thelender iscredited and, in the case of lending, the borrower isdebited and the money
lent, credited. However, inthe case of unilateral transactions(foreign aid, gifts, donations,
financial assistance, etc.), thereisaone-way flow of money. Inthis case, for record
purposes, the receiving country isdebited and donating country iscredited. Under this
accounting system, both debit and credit sides are aways equal. Therefore, in an
accounting sense, the BOPisalwaysin balance. It impliesthat theBOPisawaysin
equilibrium and thereisno disequilibrium. In reality, however, thisisnot the case. The
equilibrium of BOP isarare phenomenon. The BOP of most countriesisusually in
disequilibrium. Let usnow discuss how BOP disequilibrium isassessed.

Assessment of BOP Disequilibrium

The BOP disequilibrium may bein theform of BOP surplusor deficit. For assessing the
BOP position of a country, all international transactions—current and capital

transactions—are taken into account. For the purpose of BOP assessment, all international
transactionsare grouped under thefoll owing two categories:

* Autonomoustransactions
* Induced or accommodating transactions
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Autonomous Transactions

Autonomoustransactions are transactionsthat take place automatically dueto natural
human need and desire for consuming more and better goods, and to make the best
possible use of resources for higher profits and incomes. Autonomous transactions
generally appear intheform of exportsand importsof goodsand services. Theseexports
and imports are necessitated by the following economic reasons:

* Thescarcity of necessitiesin the domestic market, e.g., food and clothing
» Thedemandfor suchinputsasoil, industrial raw materials, and soon

» The need for better and less costly machinery, equipment, and technology to
increase the production capacity of the economy

» Thedesirefor more and better goodsand services

All these kinds of transactions are recorded in the current account of the balance of
payments. In other words, autonomous transactions are essentially current account
transactions.

Induced or Accommodating Transactions

The autonomoustransactions between anation and the rest of theworld are not always
in balance. Exportsand importsare not alwaysequal in valueterms. It isthe general

experience of nationsthat X1 M. Either X> M or X < M in value terms. That is,

receiptsfrom exports and paymentsfor importsare not equal always. Incase X' M,

thereisaneed for payments by the countries with a deficit. The need for payments
generates short-term capital movements in the form of borrowing or lending—the deficit
country borrows and the surplus country lendsin order to settle the payments. Such
short-term borrowing and lending is induced by foreign trade—exports and imports.

That is why these transactions are called induced transactions or accommodating

transactions.

Autonomousand induced transactionsari se al o on account of long-term capital
transactions. Thelong-term foreigninvestments, i.e., exportsand importsof capital, are
treated asautonomoustransactions. Also, short-term overseasinvestments motivated
by thedesirefor higher returnsfall in the category of autonomoustransactions. However,
short-term capital movementsin theform of gold movementsand accommodating capital
movements on account of autonomoustransactionsaretreated asinduced transactions.

Having explained the concept of autonomous and induced transactions, let us
now ook at the method of ng adisequilibrium inthe balance of payments.

Method of Assessing a BOP Disequilibrium

In ng the BOP equilibrium or disequilibrium, only autonomous transacti ons of
both current and capital accountsaretaken into account. If total receiptsand payments
on account of autonomoustransactionsin both capital and current accountsarein balance,
theBOPissaid to bein equilibrium. However, asnoted above, the recei ptsand payments
on account of autonomous transactions are hardly ever in balance—they are usually
unequal. Therefore, in most cases, theBOPisin disequilibrium.

In the process of assessing the BOP disequilibrium, first the current account
balance of autonomous transactions—the balance of exports, imports, and unilateral
payments—is estimated. Then, the capital account balance is worked out on the basis of
short-term and long-term capital transactions. Finaly, the current account bal ance (surplus



or deficit) and capital account balance are summed up to assessthe BOP status of the
country. If the sum of the current and capital account balanceisnegative, it showsa
BOP disequilibrium of deficit nature. If the sum of the autonomoustransactions of the
current and capital account balanceispositive, it showsaBOP disequilibrium of surplus
nature. Thus, the BOP accounting may result in either adeficit or asurplus. The BOP
deficit isfinanced through foreign borrowing and aBOP surplus goestowardsforeign
lending. Foreign borrowingsand lendings bring the balance of paymentsto equilibrium.
‘A country is said to be in balance of payments equilibrium when the sum of its current,
capital, and non-reservefinancia accountsequalszero, so that the current pluscapital
account balance is financed entirely by international lending without reserve movements.’

Asnoted above, the BOP disequilibrium may result fromaBOP surplusor aBOP
deficit. A surplusBOPdisequilibriumisreflected in asubstantial riseinthe gold and
foreign exchange reserves of the country and external lending. And a deficit BOP
disequilibriumisreflected in asubstantial depletion of gold and foreign exchangereserves
of the country and external borrowing. However, adeficit disequilibriumisamatter of
great concern for acountry. Thisisbecause alarge and persistent deficit in the BOP
affectsthe economy of the country adversaly. Therefore, nationsfacing adeficit BOP
disequilibrium must adopt suitable policy measuresto correct it.

Causes and Kinds of BOP Disequilibrium

The BOP disequilibrium may be of surplusor deficit nature of autonomous current and

capital account transactions. The BOP disequilibrium of surpluskind doesnot createa
big problem for the economy. In long run, however, it may cause inflation due

to overspending by the government and currency appreciation, which affectsexports
adversely. Inflation and currency appreciation do affect the economy adversely, but

these problemsare manageable. However, BOPdisequilibrium of deficit nature creates
seriousproblemsfor the economy, which are often difficult to manage.

Causes of Trade Deficits

Recall that adeficit BOP disequilibrium arises when autonomous paymentsfar exceed
autonomousrece pts. Autonomous paymentsinclude (i) paymentsfor theimport of goods
and services, and (ii) capital outflows, i.e., investmentsabroad. Similarly, autonomous
receiptsinclude (i) export earnings, and (ii) capitd inflows. If autonomouscapitd outflows
andinflowsarein balanceor capita outflowsand inflowsarenot significantly different,
the BOP disequilibriumiscaused by current account deficits. The current account deficit
arisesmainly because of trade deficits, i.e., imports exceeding exports of goods and
sarvices. Infact, thefirst and themost important cause of BOP disequilibriumisimports
exceeding exportssignificantly over time. Thus, atrade deficit iscaused mostly by a
high risein imports and aslow rise or decline in exports. The imports of a country,
especially of arapidly devel oping country, increasefor thefoll owing reasons:

* A highrate of economic growth leading to arisein demand for industrial inputs.
* A highrateof inflation compared to foreign countries.

* Anincreaseintheoverall demand for foreign goodsand services.

* A highincome elagticity of demand for foreign goods.

* Alow priceeadticity of demand for imported goods.

* People’s preference for foreign goods.
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Countries confronted with these kinds of unfavourable conditionsfacetrade deficits,
I.e., adeficit BOP disequilibrium.

Kindsof Disequilibrium

Thekindsand causes of BOP disequilibrium areitsimportant aspectsfrom the view

point of policiesrequired for correctingit. Here, we describe briefly the kinds of BOP

disequilibrium.

(i) Fundamental disequilibrium: When the BOP disequilibriumiscaused by a

high rate of persistent inflation, itisreferred to asafundamental disequilibrium.
This kind of BOP disequilibrium is ‘fundamental’ because it is based on the
fundamental lawsof demand and supply under afreetrade system. A high rate of
long-term inflation causesasignificant changein therelative prices of imports
and exports. Inflation makes domestic goods costlier thanimports. If the price
eladticity of demand for foreign goodsissignificantly high, thedemand for imported
goodsincreases, given the exchange rate. On the other hand, inflation makes
domestic goodscostlier for foreigners. Therefore, exports continueto decrease,
giventhe price eagticity of demand inforeign countries. With increasingimports
and decreasing exports, the trade deficit keepswidening over timeand becomes
permanent. A long-run, large, and persistent trade deficit causes an ‘obdurate’
BOP disequilibrium—one that tends to persist.

(i) Cyclical disequilibrium: A BOPdisequilibrium that arises because of global
businesscyclesiscalled acyclical disequilibrium. A businesscyclereferstoan
intermittent tendency for growth and depression in an economy—it may even be
global likethe Great Depression of the 1930sfollowing rapid global growth after
World War |. The Global Depression (second only to the Great Depression) of
2008-09 originating in the United States, is another evidence of the repetition of
businesscycles Duringabusinesscycle, thereisaphase of rapid growth followed
by asharp declinein economic activities. Animportant consequence of business
cyclesistheforeign trade cycle, since theimpact of global businesscyclesis
different on different countries. For example, during the recent global depression
of 2008-09, the US and European countries suffered a great deal, while China
and Indiawereleast affected. Therefore, importsand exportsof different countries
areaffectedin different ways. While, some countriesenjoy atradesurplus, others
suffer from trade deficits. Asaresult, different countriesface different kinds of
BOP disequilibrium. While, some countries have adeficit BOP disequilibrium,
othershave asurplus BOP disequilibrium. Thiskind of BOP disequilibriumis
called cyclical disequilibrium. Animportant aspect of acyclical BOPdisequilibrium
isthat itisgenerally self-correcting.

(iii) Sructural disequilibrium: Another major cause of BOPdisequilibriumisthe
structural changein the domestic or foreign economy. Structural changesinthe
economy may be caused by such factorsasdepletion of natural resources(coal,
iron, oil and other mineras), changeintechnol ogy, changeintheindustria structure
of an economy, changein consumer preferencesand choices, etc. Such change,
if not accompanied by changing demand patterns, reducesthe competitive strength
of exporting countriesin theinternational market either owing to ahigh cost of
production or adecreasein foreign demand. For example, exhaustion of good
quality coal seamsinthe Great Britaininthe middle of 20th century convertedthe
country from anet exporter to anet importer of coal. Look at another example.



The introduction and extensive use of nylon in the US affected Japanese silk
exports heavily. These kinds of changes affect the trade pattern. While some
nations gain, otherslose and, therefore, while some nations see BOP deficits,
othershaveaBOP surplus. Thisiscalled structural BOP disequilibrium.

(iv) Temporal disequilibrium: Many countries are often confronted with BOP
disequilibriumfor ashort period. Thisisknown astemporal BOP disequilibrium.
Some major factorswhich causetemporal BOP disequilibrium arethefollowing:

* Seasonal crop failuresowingto heavy rainfall and droughts, especially in
countries producing mainly primary goods. Indiaisone such example.

* Sudden economic depression that causesasharp declineinthe GDPof the

country forcing arapid riseinimportsand sharp declinein exportsdueto a

sudden declinein the domestic production.

» Ambitiousdevel opment programmesrequiring heavy importsof industrial
inputs, technological know-how, machinery, and equi pment.

* Changein consumer choicesand preferences owing to the better quality of
foreign goodsand/or the demongtration effect of advanced countriesonthe
consumption pattern of devel oping economies, leading to highimportsand
tradedeficits.

Implications of BOP Disequilibrium

Asnoted earlier, the BOPdisequilibrium, whether with aBOP deficit or surplus, has
implicationsfor the economy. The nature and seriousness of the problemsarising out of
aBOP disequilibrium may be different for different countriesat different times. The
BOPdisequilibrium al so createsinternational problems. A deficit BOPdisequilibrium
hasthefollowing implicationsfor the economy.

(i) Riseininternational indebtedness. A large and persstent BOPdisequilibrium
caused by trade deficits leads to arapid rise in international borrowings and
international indebtedness. For example, ook at theincreasing trade deficits of
Indiaover the past decade and increasing external debts. Asshownin Table5.6,
the trade deficit of India has continuously increased over the past decade—from
US$12.4 billion in 200001 to US$118.4 billion in 2009-10.

Owingtotheincreasing trade deficit, theexterna debt of the country hasincreased
over thisperiod, asshowninTable5.7. Theoverall externd debt of Indiaincreased
amost continuoudy from US$101.3 billionin 2001 to US$262.3billionin 2010.
Thisincrease was not owing mainly to an increasein trade deficits but wasan
important factor in causing anincreasein external debt. A consolatory factor is
that Indiahas comfortable foreign exchangereserves.

(if) Adver seimpact on economic growth: Another and avery seriousimplication
for acountry facing alarge and persistent BOP deficit isthat itsGDP growth rate
isaffected adversely. Thisisbecause alarge and persistent deficit actstorestrain
theimport of industria inputsand advanced technol ogy requiired for rapid economic
growth. As a matter of fact, this has been the case for most underdevel oped
countries struggling to accel erate the pace of their economic growth. Owingto
their backward technol ogy, the production and export of underdevel oped countries
islargely limited tolabour-intensve and primary goods. Pricesof suchgoodsare
comparatively low. Therefore, their export earningsare also lower in spiteof a
substantial increaseintheir exports.
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Table 5.6 India’s Current Account and External Debt: 2000-01 to 2009-10

Year Exports Imports Trade balance
2000-01 455 57.9 -125
2001-02 447 56.3 -11.6
2002-03 53.8 64.5 -10.7
2003-04  66.3 80.0 -13.7
2004-05  85.2 118.9 -33.7
2005-06  105.2 157.1 -51.9
2006-07  128.9 190.7 -61.8
2007-08  166.2 256.6 -91.4
2008-09  189.0 308.5 -119.5
2009-10 1822 300.6 -118.4

Source: Economic Survey 2006-07 (Table 6.2, p. 108), 2008-09 (Table 6.2, p. 127) and 2010-11
(Table6.1, p. 137).

Table 5.7 External Debt of India: 2000-10

(USS hillion)
Year External debt
2001 101.3
2002 98.8
2003 104.9
2004 112.7
2005 134.0
2006 139.1
2007 172.4
2008 224.4
2009 2245
2010 262.3

Source: Economic Survey 2010-11, Table 8.4(B), p. A118.

(iii)

(iv)

Risein unemployment: Large and persistent BOP deficitslead to outflows of
incomefromacountry. Thiskind of Stuation limitsthe savingsand investments of
acountry and lowersthe growth rate of theeconomy. Lower growth accompanied
withrapidincreaseinthelabour forceleadsto growth of unemployment. Besides,
thelow growth of exportslimitsthe expans on of export-oriented industries, limiting
the prospectsfor more employment.

Financial crisis: Anoverall implication of alarge and persistent BOP deficit
over along period of timeisthat it leadsto financial crisis. Asnoted above, a
persistent trade deficit leadsto large external debt. In such acase, not only the
borrowing power of the country reduced, but al so theinternational organizations
liketheWorld Bank and International Monetary Fund, and foreign countries (even
thosethat arefinancially strong) becomereluctant to offer financial help. This
wasthe experience of Indiain 1991 and of theAsiantigersinthe 1980s.

The most important implication of asurplusBOP disequilibriumisariseinthe
international economic power and strength of the country. For example, takethe



caseof China. Chinahas had asurplus BOPdisequilibriuminthe21% century. It International Trade
had atrade surplus of about $29 billion in July 2010—one of the highest inthe

recent past. China’s exportsrose by about 38 per cent and imports by about 28

per cent. Thetrade surpluswould haveled to ahigh appreciation of the Chinese

currency (renminbi, or RMB), also known asyuan, but it did not, because China NOTES
controlled the exchange rate. This was one of the reasons why China’s exports
rose at a higher rate than its imports. This affected exports of the US, China’s
main trade partner, and led to adepreciation of the USdollar. The US, experiencing
acritical economic condition, put pressureon Chinato alow itscurrency tofluctuate
intandem with market conditions. Thisled to depreciation of the Chinese currency,
theyuan, againgt the US dollar, though marginally and over along period of time.
The yuan appreciated to 6.5 yuan per dollar after 17 years. This did affect China’s
exports, but only margindly.

Furthermore, China’s trade surplus pushed its foreign exchange reserves beyond
US$3trillionin2010which crossed thereasonablelimit of US$1.3trillion. According
to Zhou Xiaochuan, governor of China’s central bank, China’s foreign exchange
reserves exceeded the reasonabl e requirements of the country. These excessive
reserves have led to an appreciation of the yuan and affected China’s exports
adversdly.

Another effect of BOP disequilibrium of surplusnatureisinflation. BOP surplus
generally leadsto overspending by the government of devel oping countries. Thisleads
toinflation. A highrate of inflationisamatter of concern.

Inconclusion, it may besaid that although asurplusor deficit BOP disequilibrium
hasitsown economicimplications, the problemscaused by aBOP deficit affectscountries
more severely.

Corrective Measures of Adverse Balance of Payment

Some of the measuresto discuss adverse balance of payment situation in the country
arediscussed in brief below:

(i) Export promotion

Exports should be encouraged by granting various bounties to manufacturers and
exporters. At the same time, imports should be discouraged by undertaking import
substitution and imposi ng reasonabl etariffs.

(ii) Import

Restrictionsof importsaswell asImport Substitution are other measuresof correcting
dissquilibrium.

(i) Reducing inflation

Inflation (continuous rise in prices) discourages exports and encourages imports.
Therefore, government should check inflation and lower the pricesin the country.

(iv) Exchange control

Government should control foreign exchangeby ordering al exportersto surrender their
foreign exchangeto the central bank and then ration out among licensed importers.
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(v) Devaluation of domestic currency

It meansfall inthe external (exchange) value of domestic currency intermsof aunit of
foreign exchange which makes domestic goods cheaper for theforeigners. Deval uation
is done by a government order when a country has adopted a fixed exchange rate
system. Care should be taken that deval uation should not causeriseininternal price
leve.

(vi) Depreciation

Likedevauation, depreciation leadstofall in externd purchasing power of homecurrency.
Depreciation occursin afree market system wherein demand for foreign exchange far
exceedsthe supply of foreign exchangein foreign exchange market of acountry (Mind,
devaluationisdoneinfixed exchangerate system.)

CHEcK YOUR PROGRESS

9. What are autonomoustransactions?
10. Whenisacountry said to bein balance of paymentsequilibrium?
11. Whatiscyclica disequilibrium?

56 3SUMMARY

- Adam Smith, the father of economics, was the first to formulate a theory of
international trade. Histheory of foreign tradeisknown asthetheory of absolute
advantage. According to histheory, the basis of trade between any two countries
isthe absol ute cost advantage a country hasin the production of acommaodity
compared to costsin the other country.

- Theabsolute advantage theory of tradeisundoubtedly |ogically sound. However,
economists have pointed out some serious drawbacks of thistheory.

- Adam Smith’s theory of absolute advantage, formulated in 1776, prevailed for
four decades, in spite of itsweaknesses, until Ricardo formulated hisown theory
of international tradein 1817 in hisbook Principles of Political Economy and
Taxation.

- TheRicardiantheory of comparative advantage gppearsto betheoretically sound.
Thereis, however, one exception to the law of comparative advantage. If one of
the two countries, A and B, has absol ute advantage in both products but their
comparative advantage (measured in terms of |abour-cost ratios) isthe same,
then trade between them would not be gainful.

- Although Ricardo’s theory of comparative advantage is theoretically sound and
till retainstheinterest of economigts, it hasbeen severely criticized over timefor
itssmplifying assumptions.

- Ricardo assumed homogeneity of labour, which he considered as an ‘approximation
of reality.” This is, in fact, unrealistic. Labour is not homogeneous throughout the
world. It variesin skill and productivity.



- The puretheory of trade as expounded by the classical economiststriesto show

that trade is possible as well as profitable to all trading nations. In Smith’s model,
each of thetwo countries must have an absol ute advantage in one or the other
lineof production.

- The neo-classical model of international trade has been developed using the

concepts of opportunity costs, production-possibility frontiersand community
indifference curves. Inthismodel |abour theory, valueis dropped to makeroom
for amore general theory of costsand production.

- Thereisno country whichisself-sufficient and thisinterdependence of countries

isreflected ininternational economic and commercial transactions.

- Balance of payments (BOP) of acountry hasbeen defined asa systematic record

of al economic transacti ons between the residents of the reporting country and
residentsof foreign countries. Thus, balance of paymentsincludesboth visible
andinvisibletransactions.

- The balance of paymentsisacomplete tabulation of the total market val ue of

goods, services, and financial assets that domestic residents, firms, and
governments exchange with residents of other nationsduring agiven period.

- Balance of trade refersto the net difference between the value of export and

import of merchandise or thevisibletrade.

- Balance of paymentsincludestheforeigntradeinitsbroad sense and includes

not only visbletradebut invisbleitemsaso. Thus, thistermismore comprehensive
than balance of trade.

- TheBOPdisequilibrium may beintheform of BOP surplusor deficit. For assessing

the BOP position of a country, all international transactions—current and capital
transactions—are taken into account.

- In ng the BOP equilibrium or disequilibrium, only autonomoustransactions

of both current and capital accountsare taken into account. If total receiptsand
payments on account of autonomous transactions in both capital and current
accountsarein balance, the BOPissaid to bein equilibrium.

- Whenthe BOP disequilibriumiscaused by ahighrate of persistentinflation, itis

referred to asafundamental disequilibrium. Thiskind of BOP disequilibriumis
‘fundamental” because it is based on the fundamental laws of demand and supply
under afreetrade system.

- Many countriesare often confronted with BOP disequilibrium for ashort period.

Thisisknown astemporal BOP disequilibrium.

- Inconclusion, it may be said that although asurplusor deficit BOP disequilibrium

hasitsown economicimplications, the problems caused by aBOP deficit affects
countriesmore severely.

S.7

KEY TERMS

- Autarky: Autarky isthe qudity of being salf-sufficient. Usudly, thetermisapplied

to political statesor their economic systems. Autarky existswhenever an entity
can survive or continueits activitieswithout external ass stance or international
trade.
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- Balance of payments: It isdefined asan account of all international receipts

and paymentsfor the accounting year.

.- Balance of trade: Balance of trade refers to the net difference between the

value of export and import of merchandise or thevisibletrade.

- Fundamental disequilibrium: When the BOP disequilibriumiscaused by a

highrate of persstent inflation, it isreferred to asafundamental disequilibrium.

5.8

ANSWERS TO ‘CHECK YOUR PROGRESS’

10.

. According to Adam Smith’s theory of absolute advantage, the basis of trade

between any two countriesisthe absol ute cost advantage a country hasinthe
production of acommodity compared to costsin the other country.

. Thethree disadvantages of the comparative advantage theory areasfollows:

- Labour not homogeneous
- Demand-sideignored
- Invalidlabour theory of value

. When themarginal opportunity costsareincreasingin the production of thetwo

goodsinthetwo countries, wewill have concave-shaped transformation curves
inthetwo countries.

. Thelabour theory of valueis not generally accepted asvalid at least for two

reasons.
- Labour isnot ahomogeneousfactor.

- Labour isnot the only factor of production. Goods are produced by using
some combination of land, labour, capital and entrepreneurship not solely
labour.

. Themain purpose of the balance of payment isto inform the government of the

international position of the nation and to hel pitinitsformulation of monetary,
fiscal, and tradepolicies.

. Thebalance of payments statement i s presented with three major components:

Current account
Capita account
Officia reservesaccount

. The capital account representstransfer of money and other capital itemsand

changes in the country’s foreign assets and liabilities resulting from the transactions
recorded in the current account.

. Overall balance is an important measure of BOP because it reflects a country’s

overall competitivepogtionintermsof al privatetransactionsand exertspressure.

. Autonomoustransactions are transactionsthat take place automatically dueto

natural human need and desire for consuming more and better goods, and to
make the best possible use of resourcesfor higher profitsand incomes.

A country issaid to bein balance of payments equilibrium when the sum of its
current, capital, and non-reservefinancia accountsequalszero, sothat the current
pluscapital account balanceisfinanced entirely by international lending without
reserve movements.

. A BOP disequilibrium that arises because of global businesscyclesiscalled a

cyclicd disequilibrium.



5.9

QUESTIONSAND EXERCISES

Short-Answer Questions

1
2.
3.

State the various components of balance of trade.
State thefactorsthat |ead to afavourable bal ance of trade.

What arethekinds of balance of paymentsdisequilibrium?What arethefactors
that causefundamental disequilibrium?

. Why isbalance of trade considered to be asignificant part of current account?
. Istrade gainful for two nationsif none of them has an absol ute advantagein any

of the products? Give proof for your answer.

L ong-Answer Questions

1

What ismeant by abalance of paymentsequilibrium and disequilibrium?How is
the equilibrium of the balance of payments assessed?

. Discussany four measuresthat helpin controlling unfavourable balance of payment

account.

. Distinguish between fundamental and cyclical disequilibrium of the balance of

payments. Which of thetwo bal ance of paymentsdisequilibriumissalf-correcting?

. What aretheimplications of adeficit balance of paymentsdisequilibriumfor the

economy asawhole? Explainwith examples.

. lllustrate Ricardo’s concept of comparative advantage in international trade using

anumerical example.

. Explainthefeatures of balance of payments account.
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6.5 Functionsof International Monetary Fund
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6.10 Further Reading
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6.0 INTRODUCTION

By definition, the exchangerateistherate at which the currency of acountry can be
exchanged for another. In smple words, it is the price of one currency in terms of
another. When an Indian citizenimportsaMercedes car from the US, he/shewill have
to pay the Mercedes company in USdollarsand not in Indian rupees. Thus, theimporter
will haveto acquire UD dollarsfrom the exchange market for the purpose of making the
payment for theimported car. The price of the USdollar intermsof theIndian rupeeis
givenintheexchange market. To acquire US dollars, the person will haveto exchange
thelndian currency for the US dollar in the exchange market. The pricethat the Indian
citizen pays for US dollar is the rupee-dollar exchange rate. The exchange rate is
determined for different currenciesin the exchange market and made public through the
newsmedia

Inthisunit, youwill be ableto explainthe meaning of floating exchangerate and
problems of balance of payments. Thisunit will also deal with the foreign exchange
reserve and itsdeterminants. At the end of thisunit, thefunctionsof theIMF have also
been explained.

6.1 UNIT OBJECTIVES

After going throughthisunit, youwill beableto:
- Definethe concept of floating exchangerate
- Discussthedifferent phases of exchangerateregime
- |dentify various problems of bal ance of payments
- Discusstheforeign exchangereserve and itsdeterminants
- Explain thefunctionsof International Monetary Fund
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6.2 FLOATING EXCHANGE RATE

Neither thefixed nor theflexible or floating exchange rate system could be sustained by
any country over along period, especially after the gold standard regime. In practice,
therefore, most countries have adopted a managed exchange rate system especially
after the establishment of the IMF. This period is referred to as the exchange rate
regime.

The exchangerate regimerefersto an arrangement between nationsto determine
the exchange rate by mutual agreement and settletheir paymentsby using therate so
determined. Itisdifficult to fix the date on which the exchange rate regime cameinto
existence. It can neverthelessbe said that the exchangerate regimeisthe product of
the Great Depression which shattered internationa tradeand financial equilibrium. Going
further back, beforeWorld War |, most magjor countrieswere onthegold standard inthe
sensethat they tied their currency to gold and allowed unrestricted export and import of
gold. The exchange rate was determined by the mint parity of gold content in the
currencies. The basic feature of the gold standard was that the exchange rate was
fixed. Therole of the government was confined to making surethemintsworked properly.
Since gold priceswere stable, in general, the exchange rate was stable. During World
War |, however, thefixed exchangerate policy wasabandoned. However, it wasrestored
after thewar inthe early 1920s. Although, towardstheend of 1920s, the Great Depression
devastated the entireinternational trade and payment system. Before the system could
be restored to order, WorldWar 1 created new problemsand added new dimensionsto
theinternational payments problems. However, the establishment of the IMF under the
Bretton WoodsA greements, created asystem of managed exchangerate, also called
the system of adjustable peg. This marksthe beginning of the exchange rate regime.

The exchangerate regime passed through the following five distinct phasesand
formsof management:
- Fixed exchangerate
Floating exchangerate
Adjustablepeg
Managed floating
Exchange control

Thebasic features of these phasesare described asfollows:
Fixed Exchange Rate System

Under the fixed exchange rate system, the exchange rate between any two currencies

werefixedintermsof gold and pegged to the US dollar at $ 35 per ounce of gold. Thus,

the exchange rate between any two currencies was automatically fixed. Therate so

fixed wascalled therate at par value. The monetary authoritiesof the member countries
were free to buy and sell freely the foreign currency at the fixed rate. The countries

were allowed to changethe exchangerateby + 1 per cent. However, thissystem broke
downin1971 owingtothe1971criss.

What wastheorigin of 1971 crisis? Towards the end of the 1960s, the dollar was
overvalued which caused the devaluation of other currenciesvis-a-visdollar. Onthe
other hand, heavy deficit financing by the USto financethe Vietnam War caused inflation
inthe US economy. Inflation eroded the competitiveness of USindustries; US export
declined and the US current account went into deficit in 1968. In 1971, the USrecorded



adeficit initsmerchandisetradefor thefirst timein the 20th century. The American
economy wasin recession for ashort while. The monetary policy which the US had
adopted to tide over therecessionledto capital outflows. A flight from the dollar began.
Some strong European currencies, especially thoseof Germany and the Netherlands,
came under pressure owing to heavy demand for them. Asaresult, the Netherlandsand
Germany wereforced to suspend their support to the exchangerate parity and to allow
their currenciesto float upward. Later, Switzerland and Italy revalued their currencies.
Meanwhile, foreign central banksbeganto get rid of the dollar reserveswhich they had
acquired. Thedollar wasbecoming heavily undervalued. The USgovernment, therefore,
suspended the conversion of short-term liabilitiesinto gold and madethedol lar inconvertible
on 15 August 1971. Consequently, 48 nations abandoned the fixed exchange rate
arrangement inAugust 1971. And that wasthe end of the fixed exchange rate system.

Floating Exchange Rate

The fixed exchange rate system was suspended on 18 August 1971 and remained
suspendedtill 18 December 1971. A group of 10 industria nations, met in Smithsonian
Institution, Washington, and hammered out a new system of stable exchange rates.
Under theagreement, called the Smithsonian Agreement, two following mg or agreements
were made: (i) the US agreed to deval ue the dollar by 8.5 per cent (from $35 to $38 per
ounce of gold), and Japan and Germany agreed to revaluetheir currenciesby 17 per
cent and 14 per cent, respectively, and (ii) the margin of adjustment wasincreased from
+ 1 per cent to £ 2.25 per cent. Thismargin wasfurther raised to+ 4.5 per centin 1973.
Thereafter, the European Economic Community (EEC) adopted alower margin of
flexibility, which was termed as the snake in the tunnel.” The fixed exchange rate system
under the Smithsonian agreement broke down after two yearswhentheUSdevauedits
dollar again on 12 February 1973. This was the end of the Bretton Woods system.
Thereafter, some countries, including Japan, Canada, UK, India, Switzerland, and severd
smaller nationswent for floating exchangeratesin March 1973. The EEC countries
freed their currencies of thelower and upper bounds. The EEC currencieshad avirtua
free float and the *snake in the tunnel’ now became ‘the snake in the lake.” A formal
system of floating exchange rateswasinstituted with the Jamai caagreement in 1976.

Adjustable Pegging of the Exchange Rate

A hybrid of regimes emerged after the breakdown of the Bretton Woods system in
1973. The hybrid system was very complex. Different countries adopted a different
regime. For instance, EEC countriesformed a European Monetary System (EMS) in
which nations (except Britain, Greece, and Italy) maintained adjustable pegsvis-a-vis
the currency of each other. Many devel oping countries maintai ned adjustabl e pegsto
theUSdollar, someto the French franc, someto the UK pound, someto the Spanish
peseta, and someto the South African rand.

Managed Floating

In the managed floating regime, countries do not adopt afixed exchangerate, i.e., a
fixed price of the national currency interms of foreign currencies. However, they are
free to buy and sell foreign currencies to manage the exchange rate at or around a
desirablelevel. Theindustria nations, other than EEC countries, have adopted, by and
large, the system of managed floating.
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Exchange Control

Theexchange control regimeistheregimeof direct control of theforeign exchangerate
and foreign exchange transactions being confined to the central bank of the country. All
private transactions in foreign exchange are suspended. Exporters are required to
surrender their foreign exchange earningsto the monetary authorities. Importersare
required to obtain foreign exchange from the central bank. Beforetheliberalization of
foreigntradeintheearly 1990s, Indiahad afull-fledged exchange control regimethrough
the enactment of FERA and COFEPOSA.. Exchange control isresorted to for achieving
such objectivesasfollows.

- To conserve scarce foreign exchange earnings to meet essential import
requirements

- Toprevent theflight of capital, specially foreign capital and NRI deposits
- To prevent theimport of non-essential consumer goods
- Toimprovethebalance of paymentsposition

- To prevent speculative dealings in foreign exchange and their adverse
consequences

CHECK YOUR PROGRESS

1. Definethe exchangerateregime.
2. What wasthe basic feature of the gold standard?

6.3 FLOATING EXCHANGE RATE AND PROBLEMS
OF BALANCE OF PAYMENTS

Thedistinguishing characteristic of afloating exchangerate syssemisthat thepriceof a
currency adjustsautomatically to whatever level isrequired to equate the supply of and
demand for that currency, thereby clearing the market. The logic of the relationship
between our internationa transactionsand the supply and demand for currenciesimplies
that this market-clearing, or ‘equilibrium’, price also produces automatic equilibriumin
the balance of payments. That is, the balance of current account (whether positive,
negative, or zero) must be precisely offset by the balance (negative, positive, or zero) of
the capital account. Under floating exchange rates these outcomes are achieved
automatically without the need for government intervention. By contrast, under fixed
exchangeratesbal ance of paymentsequilibriumisnot thenormal condition.

In afixed exchange rate regime the need to manage the balance of payments
often creates difficult conflicts with the government’s domestic policy objectives. By
ensuring automatic balance of paymentsequilibrium, floating exchange ratescan liberate
economic policy fromthiscongtrai nt, allowing thegovernment to concentrate moreeesily
onsuchinternal issuesasfull employment and price stability. But we have noted earlier
that balance of paymentsequilibrium means nothing more than that the current account
and the capital account sum to zero. If, as in Australia’s case, this state is achieved with
alargeand generdly increasing current account deficit, matched by acorrespondingly
large and increasing capital account surplus, the government may be temptedtotry to
correct these tendencies. To thisextent, balance of payments considerations may still



compete with domestic considerationsin the policy agenda(though whether they should
do soisamatter of some controversy).

Inappropriate policies, or acombination of thetwo may create b ance of payments
difficulties in a country—that is, a situation where sufficient financing on affordable
terms cannot be obtained to meet international payment obligations. Intheworst case,
the difficulties can build into a crisis. The country’s currency may be forced to depreciate
rapidly, makinginternationa goodsand capita moreexpensgve, and thedomestic economy
may experience apainful disruption. These problemsmay a so spread to other countries.

The causesof such difficultiesare often varied and complex. Variouskey factors
have included such as, weak domestic financial systems; large and persistent fiscal
deficits; highlevelsof external and/or public debt; exchangeratesfixed at inappropriate
levels; natural disasters, or armed conflictsor asudden and strong increasein the price
of key commoditiessuch asfood and fuel. Some of these factors can directly affect a
country’s trade account, reducing exports or increasing imports. Others may reduce the
financing available for international transactions; for example, investors may lose
confidence in a country’s prospects leading to massive asset sales, or “capital flight’. In
either case, diagnosesof, and responsesto, crisesare complicated by linkages between
various sectors of the economy. Imbalancesin one sector can quickly spread to other
sectors, |leading to widespread economic disruption.

CHECK YOUR PROGRESS

3. What causesthe balance of paymentsdifficultiesinacountry?
4. List one effect of a country’s currency depreciation.

6.4 FOREIGN EXCHANGE RESERVEANDITS
DETERMINANTS

Foreign exchangereserves, aso known asforex reservesor FX reserves, referstothe
supply of foreign currency held by acentral bank or other monetary authorities. These
reservesare comprised of avariety of international currencies, mostly the United States
dollar, the EU’s euro, the British pound, and Japanese yen. A country needs foreign
exchangereservesmainly because of two reasons; (i) to withstand occas onal speculative
raid by the dealersin theforeign exchange market; and (ii) to synchronizeitsreceipt and
paymentswith therest of theworld. Holding largeforeign exchangereservesisconsdered
beneficid becausethisgivesthe country more power to ensurethestability of itseconomy.
In generd, theincrease of foreign direct investment (FDI) will lead to theincrease of
the country’s foreign exchange reserves (FER).

The Foreign exchangereservesof Indiaaremainly composed of USdollar inthe
formsof USgovernment bondsand institutional bonds. Themain componentisforeign
currency assets. As per the datafurnished by the Reserve Bank of Indiain itsweekly
statistical supplement, India’s total foreign exchange reserves stood at US$368.231 billion
inNovember 2016. Inthis, foreign currency assets (FCAS) was US$343.927 hillion,
whilegold reserveswasUS$20.46 billion. Gold reservesin Indiaconsgtitute nearly 15 per
cent of forex. India is, coincidentally the world’s largest gold consuming nation. India is
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at 8th positioninlist of countriesby forei gn-exchange reserves, just below Republic of
China(Taiwan), Russiaand South Korea. The Economic survey of India2014-15 said
Indiacould target foreign exchange reserves of US$750 billion-US$1 trillion. Foreign
exchangereservesact asthefirst lineof defensefor Indiain case of economic sowdown,
but acquisition of reserveshasitsown costs. Foreign exchangereservesfacilitate externa
trade and payment and promote orderly development and maintenance of foreign
exchange market in India. Theforeign exchangereservesin January 2017 areasfollows:

Ason January 20, Variation over
2017 Week End-March 2016 Year
tem T Bn. US$Mn. | IBn. | USSMn. | I Bn. | USEMn. IBn. Us$ Mn.
1 2 3 4 5 6 7 8
1 Total Reserves 24,5495| 360,775.2 151 932.4| 762.1 599.0 1,168.2| 13,212.3
1.1 Foreign Currency Assets | 23,030.8| 338,434.4 152 926.4| 840.2| 2,3305 1,150.4| 13,387.8
1.2 Gold 1,262.9| 18,584.1 - -| -714| -1,530.9 119.4| 1,344.0
1.3 SDRs 98.2 1,441.9 - 23| -14 -59.6 -171.7| -2,542.6
I1'\./4|1':Reserve Position in the 157.6 2,314.8 -0.1 3.7/ -53 -141.0 70.1| 1,023.1

Determinates of Foreign Exchange Reserves

Thefollowing arethefactorsthat affect foreign exchangereservesin India.

- Current account balance: Thenet flow of capital out of acountry isequal to

domedtic saving minusdomesticinvestment; itisalso equal to the current account
(Higginsand Klitgaard, 2004). A current account surplusthen trand atesinto net
capitd inflowsinto the country. Net capital inflowswould strengthen the domestic
currency. Under a fixed exchange rate system such capital flows must be
counterbal anced to maintain the peg, under aflexible exchangerate system the
currency would appreciate. If acountry wishesto maintain itsfixed exchange
rateor just wishesto maintain awesaker currency in order to be more competitive,
it hasto balancethe net capital inflowswith capital out- flows.

- Exchangerate: Beaufort and Kapteyn (2001) point out that thetype of exchange

rate system influencesreserve demand. Frenkel (1983) found evidencethat after
the collapse of the Bretton Woods agreement the move to floating exchange
rates decreased thelevel of reserves. In afixed exchangerate scenario market
forceswill gtill act to changethereal exchangerate. Therefore, the government
will havetointerveneto keep the nominal peg.

- Marginal propensty toimport: Themarginal propensity toimport reflectsthe

openness of the economy. A more open economy ismore vul nerable to shock
than aclosed economy. If reservesare held asaprecautionary measuretoinsulate
against shock, it followsthat the higher the marginal propensity to import the
higher thelevel of reservesthat are needed.

5. What do you understand by the term foreign exchange reserves?
6. What are the foreign exchange reserves of |ndiacomposed of ?

CHECK YOUR PROGRESS
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6.5 FUNCTIONSOFINTERNATIONAL MONETARY
FUND

Specifically, the basic objectives of theIMF arefourfold: NOTES
- Achieving abalanced expansion of world trade
- Ensuring stability of the exchangerate
- Preventing membersfrom indul gingin competitive deval uation
- Asssting membersin correcting their BOP problems
Thissection describes briefly how the M F functionsto attai n these objectives.

(i) Achieving balanced growth of world trade

World economies have been subject to violent fluctuationsand thereforeworld trade has
also fluctuated. Besides, protectionist trade policiesand exchange controls not only
affected world trade adversely, but al so made devel oped countriesgain at the cost of the
lessdevel oped countries. One of themain functionsof the IMF wasto ensure balanced
growthininternational trade and the equitable distribution of trade benefits. For this
purpose, the IMF Board of Governorsheld an annual meeting with member-countriesto
review their macroeconomic policiesin the context of world economic conditionsand
advised them on the kind of economic policiesthey had to adopt to promote economic
growth and stabilize the exchange rate. The IMF advised the member countries to
reconcile their external policies—trade and exchange rate policies—with their internal
policy objectivesof economic growth, full employment, and price stability. The system
worked quite smoothly, in general, until the breakdown of the Bretton \Woods systemin
1971.

(i) Ensuring stability of the exchange rate

The exchange rate fluctuated wildly during the period of the Great Depression and
WorldWar 11 owing to the scarcity of gold and conflicting internal and external policies
of member countries. One of the basic functionsof the M F hasbeento create conditions
for the stability of theexchangerate. With this purpose, the IMF established asystem of
gold exchange standard. Under thissystem, the US, the greatest economic power, was
required to maintain the price of gold at $35 per ounce and to exchange dollar for gold
unconditionally. Other member-nationswererequired tofix thepriceof their currency in
termsof thedollar (implicitly interms of gold) and to change the exchangeratein the
band of £1 per cent of the par value. However, a member-country facing ‘fundamental
disequilibrium’—a large and persistent balance-of-payments deficit or surplus—could
change the exchange rate by less than 10 per cent without the Fund’s approval. Thus,
the IMF created an adjustable peg system—a system of exchange rate stability with
someflexibility. Inaway, the IMF had established aflexible exchangerate system.

(iii) Preventing competitive devaluation

Competitive deval uation had becomethe general practice of countriesto protect their
economiesduring the post World War |1 period, particularly by countriesfacing persistent
bal ance of paymentsdeficits. These countrieswent for deval uation with the objective of
increasing their exportsand, thereby, reducing their unemployment. Thisled to competitive
devaluation. Competitive deval uation affected world trade and the world economy
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adversely. Soanimportant function of the M F has been to prevent member-countries
fromindulging in competitive deval uation of their domestic currency. However, under
thelMF rules, membersare allowedto devaluetheir currency by 1 per cent. A country
facing afundamental balance of paymentsdisequilibrium could devalueitscurrency by
5 per cent with the permission of theIMF.

(iv) Resolving balance of payments problems

Another important function of the IMF hasbeen to assist member-countriesfacing a
bal ance of paymentsdisequilibrium to resolvetheir problems. In performing thisfunction,
the IMF providetwo kinds of financial facilitiesfor two different kinds of balance of
payment disequilibrium, especially deficit disequilibrium: (i) temporary disequilibrium,
and (ii) “fundamental disequilibrium.” The lending facilities of the IMF are described
herebriefly.

Inthe case of acountry facing atemporary disequilibrium of deficit nature, the
IMF provides loans in terms of country’s own currency from its own quota or in terms of
foreign currency to help it tide over itsbalance of payments problems. The member
country isentitled to useits own currency to purchase gold from the IMF or foreign
currencies equal to the value of itsgold quota. However, in case a country isfacing
fundamental disequilibrium—a large and persistent BOP deficit—it can borrow in excess
of itsquotaprovisonintermsof gold or foreign currency, up to alimit, of course. Under
the IMF conditionality, the fund keepsastrict watch on the macroeconomic policies of
the borrowing countriesand forcesthem to reform their economic policies. For example,
during the foreign exchange crisis in India in 1990-91, the IMF provided loans on condition
that Indiareformitseconomic policies.

CHEcK YOUR PROGRESS

7. Mention the basic objectivesof theIMF.
8. Statetwokindsof financial facilitiesprovided by IMFfor deficit equilibrium.

6.6 SUMMARY

- Theexchangerate regimerefersto an arrangement between nationsto determine
the exchange rate by mutual agreement and settle their paymentsby using the
rate so determined.

- The exchange rate was determined by the mint parity of gold content in the
currencies.

- Thebasic feature of the gold standard was that the exchange rate wasfixed.

- Under the fixed exchange rate system, the exchange rate between any two
currencieswere fixed in termsof gold and pegged to the US dollar at $ 35 per
ounceof gold.

- Thefixed exchangerate system was suspended on 18 August 1971 and remained
suspendedtill 18 December 1971.

- Theexchange control regimeistheregimeof direct control of theforeign exchange
rate and foreign exchange transacti ons being confined to the central bank of the
country.



- IMFlending amsto give countriesbresthing roomtoimplement adjustment policies

and reforms that will restore conditions for strong and sustainable growth,
employment, and social investment.

- These policies will vary depending upon the country’s circumstances, including

the causes of the problems.

- Globalization hasvastly increased the size of private capital flowsrelativeto

official flowsand IMF quotas, albeit unevenly so.

- Foreign exchangereserves, also known asforex reservesor FX reserves, refers

to the supply of foreign currency held by a central bank or other monetary
authorities.

- TheForeign exchangereservesof Indiaare mainly composed of USdollarinthe

formsof US government bondsand institutional bonds. The main componentis
foreign currency assets.

- The exchangeratefluctuated wildly during the period of the Great Depression

andWorld War |1 owingto the scarcity of gold and conflictinginternal and externa
policiesof member countries.

- One of the basic functions of the IMF has been to create conditions for the

stability of the exchangerate. With thispurpose, the IMF established a system of
gold exchange standard.

- Inthe case of acountry facing atemporary disequilibrium of deficit nature, the

IMF provides loans in terms of country’s own currency from its own quota or in
termsof foreign currency to helpit tide over itsbalance-of paymentsproblems.

6.7

KEY TERMS

- Floating exchanger ate: A floating exchange rate or fluctuating exchange or

flexible exchange rate is a type of exchange-rate regime in which a currency’s
vaueisallowedtofluctuatein responseto forei gn-exchange market mechanisms.

- Fixed exchange rate: A fixed exchange rate, sometimes called a pegged

exchange rate, is a type of exchange rate regime where a currency’s value is
fixed against either the value of another single currency, to a basket of other
currencies, or to another measure of value, such asgold.

- Foreign exchange reserves. Foreign exchange reserves are reserve assets

held by acentral bank inforeign currencies, used to back liabilitieson their own
issued currency aswell asto influence monetary policy.

- Exchange-rate regime: An exchange-rate regime is the way an authority

managesits currency in relation to other currencies and the foreign exchange
market. Itisclosely related to monetary policy and thetwo are genera ly dependent
on many of the samefactors.

6.8

ANSWERS TO ‘CHECK YOUR PROGRESS’

. Theexchangerateregimerefersto an arrangement between nationsto determine

the exchange rate by mutual agreement and settle their payments by using the
rate so determined.
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2. Thebasicfeature of the gold standard wasthat the exchange rate was fixed.

3. Inappropriate policies, or acombination of thetwo may create balance of payments
difficulties in a country—that is, a situation where sufficient financing on affordable
terms cannot be obtained to meet international payment obligations.

4. Ifacountry’s currency depreciates international goods and capital becomes more
expensive.

5. Foreign exchangereserves, also known asforex reservesor FX reserves, refers
to the supply of foreign currency held by a central bank or other monetary
authorities. Thesereservesare comprised of avariety of international currencies,
mostly the United States dollar, the EU’seuro, the British pound, and Japanese
yen.

6. Foreignexchangereservesof Indiaaremainly composed of USdollar intheform
of USgovernment bondsand institutional bonds.

7. Thebasic objectivesof theIMF areasfollows:
Achieving abalanced expansion of world trade
Ensuring stability of the exchangerate
Preventing membersfromindul gingin competitive deval uation
Assisting membersin correcting their BOP problems

8. Thetwokindsof financial facilities provided by IMFfor deficit equilibrium are
temporary disequilibrium and fundamental disequilibrium.

6.9 QUESTIONSAND EXERCISES

Short-Answer Questions

1. What do you understand by the term floating exchangerate?

2. What are the variousforms of the exchangerate regime?

3. Identify the problemsof balance of payments.

4. Writeashort note on foreign exchangereserve.

5. Outlinethevariousfunctionsof the International Monetary Fund.

Long-Answer Questions

1. Describethefeaturesof afixed exchangerate.

2. Explainthe concept of exchangerateregime.

3. Discussthe variousfeatures of the exchange rate regime.
4. Assessthe determinantsof foreign exchangereserve.

5. Differentiate between thefixed and floating exchangerate.

6.10 FURTHER READING
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