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Class-1 MONEY and BANKING 

  

 BARTER EXCHANGE SYSTEM: It is a system in which goods are direct exchange for goods 

 without the use of money. 

 Difficulties involved in the Barter Exchange: 

 1. Lack of a common measure of value. 

 2. Lack of double coincidence of wants 

 3. Lacks of standard of deferred payments.  

 4. Lack of store of value.  

 5. Lack of transfer of funds. 

  

 MONEY: Money may be defined as anything which is generally acceptable as a medium of exchange and 

 at the same time acts as a measure, store of value and standard of deferred payment. 

 Functions of Money: 

 Primary Functions Secondary Functions 

 1.Medium of exchange 1.Store of value (wealth can be conveniently stored in form of money) 

 2.Common measure of value 2.Transfer of value 

  3.Standard of deferred Payment (It’s value is stable and durable). 

  

 FORMS OF MONEY: 

 1. Fiat Money- which is issued by order or authority of the govt. (RBI in India). 

 2. Fiduciary Money- which is accepted as a medium of exchange because of the trust between 

 the payer and the payee. E.g. Bill of Exchange, Cheque, Promissory notes etc. 

 3. Full bodied Money- when Commodity value = Money value. e.g. small denomination coins. 

 4. Credit money- when Commodity value < Money value. e.g. paper notes. 

  

 EVOLUTION OF MONEY: 

 Money was evolved through different stages according to time, place, and circumstances. 

 1. Commodity Money: In ancient times, agricultural products were used as medium of exchange e.g. 

 Rice, Wheat, Weapons etc. 

 2. Metallic Money: Later on, it was realized that all these goods cannot be stored for a longer 

 period. Therefore, people started using metallic coins such as iron, copper etc. But silver and gold coins 

 were accepted as most suitable form of money. 

 3. Paper Money: From 1930 onwards, most countries have shifted to paper money because 

 production of gold and silver cannot match the requirement of industry. 

 4. Plastic Money: Latest development in evolution of money is plastic money. E.g. Debit & Cr. Card. 
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Class-2 SUPPLY OF MONEY: Total stock of money (currency notes, coins and demand deposit of banks) in 

 circulation is held by the public at a particular point of time.  

 Supply of money exclude cash balance held by central and state government and stock of money held by 

 banking system of country as they are not in actual circulation of the country. 

 MEASURES OF MONEY SUPPLY: 

 M1= C+DD+OD 

 here, C= Currency held with public (Coins and Notes) 

      DD= Demand deposits of public with banks in Current A/c & Saving A/c. These are chequable 

                deposits which can be withdrawn of transfer on demand. 

 Note: Demand Deposits exclude inter-bank funds like SBI Branch deposit some amount in PNB Branch. 

      OD= Other deposits with RBI: 

 a) Demand deposit with RBI of Public Financial Institutions (PFIs) like NABARD, HDFC, IFCI.  

 b) Demand deposit with RBI of Foreign Central Banks and Foreign Government. 

 c) Demand deposit with RBI of International Financial Institutions like IMF, ADB, World Bank. 

 Note: Other deposits exclude Government’s deposit and Commercial Bank’s deposit with RBI. 

 M2= M1 + Post office Savings A/c deposits. 

  

 M3= M1+ Net Time deposits of Commercial banks 

 Time Deposits= Fixed deposit, Recurring deposit 

  

 M4= M3+ Total deposits with Post offices (excluding the deposits on National Saving Certificate). 

 Note: M1 and M2 are NARROW money concept because they are HIGHLY LIQUID in nature. 

 M3 and M4 are BROAD money concept because they are LEAST LIQUID in nature. 

  

Class-3 DEMAND FOR MONEY IN INDIA: There are 3 main reasons for which money is wanted by people: 

 1. Transaction motive: Money required for conducting day to day transactions. 

 2. Precautionary motive: Money required to hold cash balance for unforeseen events like 

 accident emergency etc. 

 3. Speculative motive: Money demanded to keep cash balance as an alternative to financial 

 assets like debentures, bonds, shares etc. 

  

 MONETARY SYSTEM IN INDIA: Monetary System in India managed, controlled and regulated by the 

 RBI and RBI hold exclusive powers to control over them through a variety of monetary tools like CRR, SLR 
 Repo Rate, Bank Rate, Reverse-Repo Rate, etc. 
 In India rupee has been regarded as the standard currency and all transaction in terms of rupees and It is 
 known as Inconvertible Paper Currency Standard. 
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Class-4 BANKS: There are two types of bank in India: 

  

 I. COMMERCIAL BANKS: Commercial Banks are financial institution who accepts deposits from 

 public and provide loans facilities for investment with aim of earning profit. E.g. SBI, PNB, Axis Bank etc. 

 Functions of Commercial Banks: 

 Primary Functions     Secondary Functions 

 1. Accepting deposits 1. Transfer of fund 

 2. Advancing loans 2. Discounting bill of exchange. 

  3. Purchase and sale of shares and securities on behalf of customers. 

  4. Collection of dividend and interest 

  5. Payment of bills on behalf of customer (Auto-Debit) 

  6. Purchase and sell of foreign exchange. 

  7. Safe custody of valuable goods in lockers. 

  

 II. CENTRAL BANK: The central Bank is the apex or supreme institution of monetary and financial 

 system of a country. It makes monetary policy of a country in public interest. It manages, supervises and  

 control the banking system of the country. RBI is the central bank of India. 

 The Reserve Bank of India was established on April 1, 1935 and now has offices at 31 locations in India. 
 Functions of Central Bank: 

 1. Bank of Issue-currency authority: The RBI is the sole authority for the issue of currency in country. 

 Notes issued by it are circulated as legal tender money. While issuing notes, a minimum fixed amount of gold 

 and foreign currencies reserves is kept by the RBI. 

 2. Banker to the Government:  

 a) It provides short-term credit to the Govt. 

 b) It provides foreign exchange to the government to repay external debt.  

 c) It manages all new issues of government loans. 

 d) It advises the government on banking and financial matters. 

 3. Banker’s Bank and Supervisor:  

 a) It provides financial assistances to banks by discounting bills and through loans and advances. 

 b) The commercial banks are required to maintain a certain % of liabilities (CRR/SLR) with RBI. 

 c) It Supervises, regulates and controls the activities of commercial banks. 

 d) It provides Clearing house function for cheques. 

 4. Lender of last resort: When commercial bank fails to meet obligations of their depositor, the 

 RBI comes to their rescue just like in case of ‘Yes Bank’. This saves banks from a possible breakdown. 

 5. Controller of credit- decide repo rate, reverse repo rate, bank rate 

 6. Custodian of foreign exchange reserves. 
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Class-5 MONEY MULTIPLIER: It refers to the process of creation of credit by the Commercial banks with the 
 help of initial deposits made by the public and LRR. 
 Money Multiplier = _1_  
                                  LRR 

  

  

 MONEY CREATION or CREDIT CREATION by COMMERCIAL BANKS: 

 CREDIT: It means amount made available by one party to another party on a certain rate of exchange. 

 The capacity of banks to create money or credit depends on two factors: 

 i) Amount of Primary deposits and E.g. Primary deposit=100, LRR= 20% 

 ii) Legal reserve requirement (LRR).  Deposits LRR Loans 

  Primary 100 20 80 

 Money Multiplier = _1_     = _1_   = 5 Round 1 80 16 64 

                               LRR        20% Round 2 64 12.80 51.20 

 Credit creation = Initial deposit X Money Multiplier - - - - 

 Credit creation = 100 X 5 = 500 - - - - 

  Total 500 100 400 

Class-6 1. Legal Reserve Requirements (LRR): It is fixed by the central bank of a country and it is the 

 minimum ratio of deposit legally required for the banks to keep as cash or in form of liquid assets. 

 a) Cash Reserve Ratio (CRR): It is a part of LRR which is to be kept by the commercial banks 

 with the RBI. 

 b) Statutory Liquidity Ratio (SLR): It is a part of LRR which is to be kept with the commercial 

 bank themselves. 

 Change in CRR/SLR Impact on Credit Creation 

 Rate     Loan given Capacity (INFLATION) 

  Reason: It reduces the excess reserves of commercial 

  bank to create credit hence lending capacity also reduce. 

 Rate     Loan given Capacity (DEFLATION) 

 2.  REPO Rate: Repo rate is the rate at which the central bank of a country lends money to 

 commercial banks for short-term period. It is used to control inflation. 

  

 Change in Repo Rate 
           Rate 

Impact on Credit Creation 

 Rate     Loan given Capacity (INFLATION) 

 
 Reason: It discourages commercial banks to borrow from  

 
 RBI. Hence commercial bank lending capacity also reduce. 

 Rate     Loan given Capacity (DEFLATION) 
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 3. Bank Rate: It is exactly similar to the Repo-rate. The only difference is that Repo-rate is for  

 short-term period and Bank rate are for Long-term period. 

Class-7 4. REVERSE Repo Rate: Reverse repo rate is the rate at which the central bank of a country 

 (RBI) borrows money from commercial banks within the country. 
 Change in Reverse-Repo Rate Impact on Credit Creation 

                 Rate     Loan given Capacity (INFLATION) 
  Reason: Commercial bank will get more incentives to give 
  more funds with RBI to earn higher returns on idle cash. 
                 Rate     Loan given Capacity (DEFLATION) 
 5. OPEN MARKET Operations: It means policy of central bank to buy and sell government  

 securities in the open market. Open Market Operations effect the cash reserves of commercial banks  

 and thus, the overall availability of credit. 

 Change in Operation Impact on Credit Creation 

 Sale     Loan given Capacity (INFLATION) 

  Reason: Sale of govt. securities to commercial banks reduces 

  cash reserve with bank resulting in decline of money supply. 

 Purchase     Loan given Capacity (DEFLATION) 

  Reason: Purchase of govt. securities by RBI increases cash 

  reserve of commercial bank resulting in increase money supply 

 6. MARGIN Requirement: Margin is the difference between value of security and amount of loan. 

 Change in Margin Impact on Credit Creation 

      Margin     Borrowing (INFLATION) 

  Reason: If margin increases then borrowings comes down. 

      Margin     Borrowing (DEFLATION) 

 7. CREDIT RATIONING: It means imposing limits and charging higher/ lower rate of interest in 

 selective sectors. Such measures restrict the flow of credit to a particular sector. 

 8. MORAL SUASION: It means request by the RBI to the commercial banks to follow the 

 monetary policy of the RBI. Moral suasion is exercised through discussions, letters, advices, etc. 

  

 Some Other Important Points: 

 Cashless Economy: A cashless economy is one in which all the transactions are done using cards or by 

 digital means rather than Cash or cheques. The circulation of physical currency is minimal. 

  

 Online Transactions: When you pay for goods or services with your Debit-Credit card and through 

 internet banking. It requires PIN (Personal Identification Number) and OTP (One Time Password) to  

 complete. 

  COMMERCE FOUNDATION INSTITUTE 
PRITHVI RAJ CHAUHAN  [CA(F), B.Com(H), M.Com,  LL.B(P)] 



 

Address: 1st Floor (Above UNIK Bazar), Safiyabad Road, Narela, Delhi  www.commercefoundation.in   9990118467 

Class-8  

S.No Past year’s exam Question Marks Year 

1. What is meant by money? 1 2011 C, 12 C, 18C 

2. Define money supply. 1 2011, 2018 

3. State the two components of M1 measure of money supply. 1 2011 C, 12 C, 2018 

4. What are demand deposits? 1 2012, 12 C, 11C  

5. What are time deposits? 1 2012 

6. Give the formula of money multiplier 1 2012C, 11C 

7. Define Legal reserve ratio (LRR). 1 2011 

8. Define Cash reserve ratio (CRR). 1 2011, 2011 C 

9. Define Statutory Liquidity ratio (SLR). 1 2011, 11C 

10. What is meant by reverse repo rate? 1 2018 

11. What is bank money? 1 2012 

12. State the meaning and components of money supply. 3 2017 

13. Currency is issued by the central bank, yet we say that commercial banks  3 2015 

 Create money. Explain. How is this money creation by commercial banks   

 Likely to affect the national income? Explain.   

14. Explain “Government’s bank” function of Central Bank. 3 2015, 2017 

15. Explain the “Banker’s bank” function of Central Bank. 3 2015, 17, 18 C 

16. Explain the role of “Open market operations” reducing money supply. 3 2011 C, 2017 C 

17. Explain the role of “reverse repo rate” in increasing money supply. 3 2017 C 

18. Explain the components Legal reserve ratio (LRR). 3 2012 

19. Explain the “Bank of issue” function of Central Bank. 3 2015, 2018 

20. State the two components of M1 measure of money supply. and 6 2019 

 Elaborate and two instruments of credit control, as exercised by the RBI   

21. Explain the process of credit creation by commercial Banks. 6 2017 
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