
 

 1 

 
  

DELHI PUBLIC SCHOOL KASHI  

   

Class XII 

Economics 

Money and Banking 

 

 

Barter system:- 

Exchange of goods is called Barter System. It is also called a C-C Economy i. e. a 
system and an Economy in which commodity is exchanged with commodity. 

 Difficulties of barter system are:-Barter system as a system of exchange is faced 
with the following difficulties: 
(a) Lack of double coincidence of wants: 
(i) Barter is possible only if goods produced by two persons are needed by each other. It 
is double coincidence of wants. 
(ii) Double coincidence of wants means that goods in possession of two different 
persons must be useful and needed by each other. It is the main basis of barter system 
of exchange. But it is rare. 
(iii) It is difficult to find such a person every time. In barter system, exchange becomes 
quite limited. 
(b) Lack of divisibility: 
(i) In commodity exchange, difficulty of dividing the commodity arises. 
(ii) For example, if a car is to be exchanged for a scooter, then car can not be divided. 
Similarly, animals can not be divided into smaller units. 
(c) Difficulty in storing wealth: 
(i) It is very difficult to store wealth for future use. 
(ii) Most of the goods like wheat, rice, cattle etc. are likely to deteriorate with the 
passage of time or involve heavy cost of storage. 
(iii) Further, the transfer of goods from one place to another place involves huge 
transport cost. 
(iv) Transfer of immovable commodities (such as house, farm, land, etc.) becomes 
almost impossible. 
(d) Absence of common measure of value: 
(i) Different commodities are of different values. The value of a good or service means 
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the amount of other goods and services it can be exchanged for in the market. There is 
no common measure of value under barter system. 
(ii) In this situation, it is difficult to decide in what proportions are the two goods to be 
exchanged. 
(e) Lack of standard of deferred payment: In a barter economy future payments would 
have to be stated in terms of specific goods or services. This leads to following 
problems: 
(i) There could be disagreement regarding the quality of the goods or services to be 
repaid. 
(ii) There would be disagreement regarding which specific commodities would be used 
for repaymentDefinition of Money 

Various types of definition of money are: 

(i) Legal Definition of money: 

Anything that act as a medium of exchange is called money. It is a medium by which 

Goods and services are exchanged.  

Money has legal tender power. 

That is, it can be used to discharge debts. Legally money can be of two kinds: 

(a) Legal Tender Money: It means money under the law of land. 

The government issues an order stating what is money? and that becomes legal tender 
money. Currency (coins and notes) is legal tender money. 

It is also called fiat money because it serves as money in the fiat or order of the 
government. 

The legal tender status given by the government to money may be limited or unlimited. 

(b) Non-legal Tender Money: It is optional and voluntary money which is generally 
accepted as money on the basis of trust that their issues commands. 

For example, drafts, cheques, bill of exchange, etc. 

It is also called fiduciary money because it is accepted as money on trust. 

(ii) Functional definition of money: Money is what money does. 

It is based on the four functions of money. Anything which is generally accepted in 
payment of debt and as payments of goods and services should be included in money 
supply. 
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Alternatively if a good is generally used as medium of payments, it should be treated as 
money no matter what its legal status is. 

It includes coins, notes and chequable deposits. 

Representative Full-bodies Money 

It is paper money. 

It has no value as a commodity but it represents in circulation an amount of money with 
a commodity value equal to the equal value of money. its advantage is that it is portable 
(easy tocarry). 

It is hundred percent backed up by metallic reserves and is fully redeemable in some 
precious metal. 

It is equivalent to a circulating warehouse receipt for full-bodies coins or their equivalent 
in bullion. 

The benefits of representative paper money is that it can be conveniently used in trade 
in which large sums of money are required. 

Credit Money 

Credit money refers to money whose value as money is greater than the commodity 
value of the material from which the money is made, e.g. token coins, currency notes, 
cheques etc. Since it is made of cheap metal or paper content. 

Credit money is of various forms as shown below: 

Token coins: Token money (or coins) refers to money whose face value is 
much greater than its intrinsic value. All Indian coins like those of 
Rs.5,Rs.2,Rs.1, paise 50, paise 10 etc. are token coins since their Value as 
money is far above than the valuer the coins, 

Functions of money: Functions of money can be summed up as follow: 
“Money is a matter of the following four functions: 
A medium, a measure, a standard, a store” 
We can conclude these four functions under the following two functions: 
(a) Primary function 
(b) Secondary function 
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(a)Primary function or Main function: Primary function includes the most important 
functions of money, which it must perform in an economic system irrespective of time 
and place. The following two functions are included under this category. 
(i) Medium of exchange 
• Money when used as a medium of exchange helps to eliminate the basic limitation of 
barter trade, that is, the lack of double coincidence of wants. 
• Individuals can exchange their goods and services for money and then can use this 
money to buy other goods and services according to their needs and convenience. 
• Thus, the process of exchange shall have two parts: a sale and a purchase. 
• The ease at which money is converted into other goods and services is called “liquidity 
of money”. 
(ii) Measure of value /unit of account 
• Another important function of money is that it serves as a common measure of value 
or a unit of account. 
• Under barter economy there was no common measure of value in which the values of 
different goods could be measured and compared with each other. Money has also 
solved this difficulty. 
• As Geoffrey Crowther puts it, “Money acts as a standard measure of value to which all 
other things can be compared.” Money measures the value of economic goods. 
• Money works as a common denominator into which the values of all goods and 
services are expressed. 
• When we express the values of a commodity in terms of money, it is called price and 
by knowing prices of the various commodities, it is easy to calculate exchange ratios 
between them. 
(b) Secondary Functions 
(i) Standard of deferred payments 
• Credit has become the life and blood of a modern capitalist economy. 
• In millions of transactions, instant payments are not made. 
• The debtors make a promise that they will make payments on some future date. In 
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those situations money acts as a standard of deferred payments. 
• It has become possible because money has general acceptability, its value is stable, it 
is durable and homogeneous. 
(ii) Store of vaiue 
• Wealth can be conveniently stored in the form of money. Money can be stored without 
loss in value. 
• Savings are secured and can be used whenever there is a need. 
• In this way, money acts as a bridge between the present and the future. 
• Money means goods and services. Thus, money serves as a store of value. 
• It is also known as asset function of money. 
7. Characteristics or features of money: 
(a) Durability: Money must be durable and not likely to deteriorate rapidly with 
frequent handling. Currency notes and coins are being used repeatedly and shall 
continue to do so for many years. 
(b) Medium of exchange: Money is the thing that acts as a medium of exchange for 
the sale and purchase of goods and services. 
(c) Weight: Money must be light in weight. Paper money is better than metal coins 
because it is light in weight. 
(d) Measure of value: It not only serves as medium of exchange but also acts as a 
measure of value. The value of all the goods and services is expressed in terms of 
money. 
 Money has overcome the drawbacks of barter system: Barter system makes 
the exchange process very difficult and highly inefficient. Money has overcome the 
drawbacks of barter system in the following manners: 
(a) Medium of exchange 
(i) Under barter system, there is lack of double coincidence of wants. 
(ii) With money as a medium exchange individuals can exchange their goods and 
services for money and then use this money to buy other goods and services according 
to their needs and conveniences. 
(iii) A buyer can buy goods through money and a seller can sell goods for money. 
(b) Measure of value 
(i) Under barter system, there was no common measure of value. Money has also 
solved this difficulty. 
(ii) As Geoffrey Crowther puts it, “Money acts as a standard measure of value to which 
all other things can be compared.” Money measures the value of economic goods. 
(iii) Money works as a common denominator into which the values of all goods and 
services are expressed. 
(iv) When we express the values of a commodity in terms of money, it is called price 
and by knowing prices of the various commodities, it is easy to calculate exchange 
ratios between them. 
(c) Store of value 
(i) Under barter system it is very difficult to store wealth for future use. 
(ii) Most of the goods are perishable and their storage requires huge space and 
transportation cost. 
(iii) Wealth can be conveniently stored in the form of money. 
(iv) Money can be stored without loss in value. 
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(v) Money can easily be stored for future use. 
(d) Standard of deferred payments 
(i) Under barter system, transactions on deferred payments are not possible. 
(ii) With money, the debtors make a promise that they will make payments on some 
future dates. In these situations money acts as a standard of deferred payments. 
(iii) It has become possible because money has general acceptability, its value is stable, 
it is durable and homogeneous.Meaning of Money Supply 

This supply of money means the total stock of all forms of money ( paper money, coins 
demand deposits of banks) which are held by the public at any particular point Of time 

Features of Money Supply 

1. It includes ‘money held by public only’ and excludes any money held by the supplier 
of money (government of the country, central bank and commercial banks). 

2. It is a ‘stock concept’, i.e. it is concerned with the volume of money held by public at a 
particular point of time. 

3. In India there are four concepts of money supply M1 , M2 ,  M3 arid M4. 

(i) M1 includes those assets which can be directly used for transaction. 

It is also called transactions money. 

The emphasis in the definition is on ‘directly used’. 

It means that M1 is met by 

(a) currency and 

(b) chequable deposits 

(c) other deposits 

(a) Currency M = C + DD + OD 

Currency includes coins and currency notes. Currency is also called fiat money. 

Fiat money or currency is defined as the money which, under law, must be accepted for 
all.debts. 

M1 includes only that currency which is held outside banks. 

It means that currency held by banks is not included. 
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It also means that M, includes currency held only by the public. 

(ii) M-2 = M, + savings deposits with Post Office Saving Banks. 

(iii) M3 ,M, + Net time-deposits with Commercial Banks. (iv) M4 = M3 + Total deposits 
with post office saving 

organization (excluding NSC) (This is still broader – broader than even M3). 

Banking 

A commercial bank is an institution which performs the functions of accepting deposits, 
granting loans and making investments, with the aim of earning profits. 

Therefore, a financial institution can be a banking institution, only when it performs the 
functions of ac; opting deposits and advancing loans. 

Demand deposit Time deposit 

Demand deposit 

refers to those 

deposits witch are 

repayable by the 

banks on demand. 

Fixed deposits 

refer to those 

deposits which are 

made for a fixed 

period of time. 

They are 

chequeable 

deposits. 

The are non- 

chequeable 

deposits. 

Demand deposits 

do not carry any 

interest. 

Fixed deposits 

carry interest 

which varies 

directly with the 

period of time. 

The depositor can 

make any number 

of transactions for 

deposits or 

withdrawal of 

money. 

Deposits generally 

makes only two 

transactions (i) 

deposit of money 

on maturity. 



 

 8 

Advancing of Loans 

It gives loan and advances particularly to businessman and entrepreneurs and thereby 
earn interest. 

This is. in fact, the main source of income of the bank. 

A bank keeps certain portion of the deposits with itself as reserve and gives (lends) the 
balance to the borrowers as loans and advances in the following form. 

(i) Cash Credit: An eligible borrower is first sanctioned a credit limit and within that limit 
he is allowed to withdraw a certain amount on a given security. 

The withdrawing power depends upon the borrower’s current assets, the stock 
statement of which is submitted by him to the bank as the basis of security. 

Interest is charged by the bank on the drawn or utilized portion of credit (loans). 

(ii) Demand Loans: A loan which can be recalled on demand is called demand loan. 

There is no stated maturity. The entire loan amount is paid in lump sum by crediting it to 
the loan account of the borrow. 

Security brokers whose credit needs fluctuate generally take such loans on personal 
security and financial assets. 

(iii) Short-term Loans: Short-term loans are given against some security as personal 
loans to finance working capital or as priority sector advances. 

The entire amount is repaid either in one installment or in a number of installments over 
the period of loan.  

 

 

  

Credit Creation by a Commercial Bank 

A commercial bank is a dealer of credit. It creates money based on cash deposits. Further, it issues 

new money through its loan operations and creates credit or expands the monetary base of a 

country. 
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Therefore, this process of credit creation leads depositors to believe that they have money with the 

bank. Also, borrowers believe that they owe a certain amount of money to the bank. Let’s 

understand credit creation through an example.  

Let’s say that a bank receives a sum of Rs.1,000 as a demand deposit. Also, let’s assume that the 

Cash Reserve Ratio (CRR) is 20%. 

Therefore, the bank retains Rs.200 and lends the remaining Rs.800 to a borrower. While the 

depositor claims that he has Rs.1000 with the bank, the borrower has Rs.800 too. 

Therefore, a single bank manages to create a credit of Rs.800. 

If we extend this example to the entire banking system, then it offers an interesting insight. 

Let’s say that the borrower takes a loan of Rs.800 from Bank A and deposits it with another bank 

(Bank B). Bank B retains 20% of the deposited amount (Rs.160 = 800×20%) and lends the 

remaining Rs.640 to another borrower. 

Further, let’s say that the second borrower deposits the loan amount of Rs.640 with Bank C. This 

bank also retains the CRR of 20% (Rs.128 = 640×20%) and lends the remaining Rs.512 to the 

third borrower. This process continues until the time that the deposited sum is nearly equal to the 

CRR. 

Just to give you a perspective, a single deposit of Rs.1000 with a CRR of 20% (1/5th) leads to 

the credit creation of Rs.5000. Therefore, the size of the multiplier is 5 (1000×5 = 5000). 

 

Central Bank 

The central bank is the apex institution of monetary system of a country. 

It is banker to the maintains other banks and to government. 

It issues notes, controls money supply and credit, and maintain monetary stability. 

https://www.toppr.com/guides/general-awareness/money-and-money-market/introduction-to-money/
https://www.toppr.com/guides/commercial-knowledge/common-business-terminologies/banking-terminology/
https://www.toppr.com/guides/quantitative-aptitude/work-and-time/
https://www.toppr.com/guides/business-economics-cs/money-and-banking/credit-creation/
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Functions of Central Bank 

1. Issuer of Currency 

1. The central bank is given the sole monopoly of issuing currency in order to control 
over volume of currency and credit. These notes circulate throughout thesecure country 
as legal tender money. 

2. Note-issuing is governed by Minimum Reserve System. It has to keep a reserve in 
the form of gold and foreign securities as per statutory rules against the notes issued by 
it 

3. RBI issues all currency notes in India from Rs.2 and above and Rs.1 note and small 
coins are issued by govt mints. 

4. Central government of a country is usually authorized to borrow money from the 
central bank. 

When central government expenditure exceeds government revenue and govt. is 
unable to reduce its expenditure, then it borrows from RBI. 

This done by selling security bills to RBI which creates new currency notes for tile 
purpose. This is called monetization of budget deficit or deficit financing. 

5. There are two reasons for giving the monopoly power of note issue is given to the 
central bank. 

(i) It brings about uniformity in note circulation. 

(ii) It gives a central bank some direct control over ‘money supply’. 

2 Banker Agent and Advisor to Government 

Banker 

A central, bank conducts the banking accounts of government departments. It accepts 
their deposits and undertakes inter-bank transfers. 

It also gives loans to the government. 

Agent 

A central bank also provides various services as ‘lie government. 

It manages public debit 

It undertakes patent of interest on this debt, and ,all sorts of other services relating to 
Public debt. 
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Advisor 

Central Bank acts as the adviser to the government it after examining the situation in 
the market advice the government what kind of fiscal policy should he followed. 

Banker’s Bank and Supervisor 

1.Custodian of Cash Reserve: The central bank is a reservoir of the cash reserves of 
commercial banks. Commercial banks maintain a certain proportion (Cash Reserve 
Ratio, i.e. CRR) 

2. Lender of the Last Resort: When commercial banks fail to meet their financial 
requirements from other sources, they can approach the central bank which gives loans 
and advances as lender of the last resort. 

The rate, at which the central bank advances loans to commercial banks, is known as 
bank rate. 

Central bank assists these banks through discounting of approved securities and bills of 
exchange. 

The direct lending to commercial banks by central bank is referred to as the ‘lender of 
the last resort function of a central bank 

3. Bank of central clearance  

A bank may recourse chequing claims of another bank so in this cash central bank acts 
as a clearing house. 

Central bank holds cash recourse of all bank so it become easy and convey for central 
hank to act as a clearing house. 

All commercial bank have their account with central bank so central Bank ran easily 
settle  their claims against another bank by making entries of  debit and credit 

Custodian of Foreign Exchange Reserve 

I. The, central bank acts as the custodian of the country’s stock of gold and key 
currencies like currencies Dollars, British pounds and other prominent currencies. 

2. All foreign exchange transactions are routed through the central bank. 

It means, all payments in foreign exchange are made by this bank and all earnings in 
foreign exchange transaction are to be deposited in the market. 
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3. Central Bank is responsible for keeping the external value of country’s currency 
stable. 

In case of any fluctuations, the central bank, in order to minimize them, may have to buy 
or foreign currency in the market. 

The purpose of maintaining cash reserves was 2 fold 

1) to maintain confidence in domestic currency 

2) To meet emergency requirement of foreign exchang 

Bank Rate Policy 

1. Bank rate refers to the rate at which the central bank lends money to commercial 
banks as the lender of the last resort. 

The bank rate is announced by the central bank at regular intervals in response to the 
needs of money market. 

2. Bank rate and Rate of interest: Bank rate is the rate at which the central bank lends 
to commercial banks bank lend to their customers. 

Bank rate and rate of interest directly related. 

If there is an increase in the bank rate, then commercial banks more for the financial 
accommodation by the central bank. 

As a result they would rise the rate  of interest. 

3. Central Bank tries to control credit by making changes in the-bank rate. 

An increase in bank rate raises the cost of credit (rate of interest) and credit becomes 
expensive. 

The demand for credit decreases. Similarly, a decrease in bank rate lowers down the 
cost of credit and credit becomes cheap. 

A reduction in interest rates motivation tines to borrow money from banks to undertake 
investment. 

This is turn increase the volume of credit in the economy. 
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Open Market Operations 

1. Open market operations refers to sale and purchase of securities (mainly government 
securities) in the open market by the central bank. 

2. The sale of government securities to banks will have the effect ()t- reducing, their 
reserves. 

When the bank gives the central bank’s ability to give credit and therefore decrease the 
money supply in the economy 

3. When the central bank buys securities from the banks, it gives the banks a cheque 
drawn on itself in payment for the securities. 

When the cheque clears the central bank increase, the reserves of the bank by a 
particular amount. 

This directly increases the bank’s ability to give credit and thus increase the money 
supply. 

Varying Reserve Requirements 

Banks are obliged to maintain reserves with the central bank on two accounts (a) the 
Cash Reserve Ratio or CRR (b) SLR or Statutory liquidity ratio. 

1. CRR: Under CRR the banks are required to deposit with the central bank a monetary 
and credit and credit control. An increase in the CRR has the effect of reducing the 
banks excess  reserves and thus curtail their ability to give credit. Similary the CRR 
decress the supply in the economy. 

2. SLR: The SLR requires the banks to maintain a specified percentage of their net total 
demand and time liabilities in the form of designated liquid assets which may be 

(a) excess reserves 

(b) unencumbered (are not acting as security for loans from central bank) government 
and other approved securities (securities whose repayment is guarantee by the 
government) 

(c) current account balances with other banks. 

Difference between Central Bank and Commercial Bank: 
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Central bank Commercial bank 

It is the apex bank 

in the money 

market of a 

country. 

It is merely a unit in 

the banking 

structure of the 

country. 

Its primary aim is 

general public 

welfare. 

Its primary aim is to 

make profit. 

It has the sole 

monopoly right to 

issue currency 

notes. 

A commercial bank 

is statutorily denier 

function of issuing 

notes. 

It cannot deal with 

the public. 

It directly deals with 

the public and 

business firms. 

It acts as a banker 

to the government. 

It has no such 

responsibility 

towards tile state. 

It decides its 

monetary policy to 

realize economic 

stability and full 

employment in the 

country. 

It plays a 

supplementary role 

and is quite often 

regulated by the 

Central bank. 

It is custodian of 

Nation’s Gold and 

foreign exchange 

reserve. 

It does not perform 

such function. 

  

Questions 
1. What are demand deposits? 
                                                           
Ans. Demand deposits are current and savings account deposits with banks or other 
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financial institutions, which are payable on demand. No interest payments are given on 
current account deposits whereas, on saving account very low rate of interest are given. 

2. What are time deposits?     
Ans. Time deposits are fixed term and recurring deposits having a fixed period of 
maturity, where the term of deposit may vary. Cheques cannot be issued aganist them 
and are not payable on demand and these deposits yield interests for the depositor. 

3. What is a Central bank?  
Ans. The Central Bank is an apex banking institution which controls the entire banking 
system and money supply of a country. Reserve Bank of India is the Central Bank of 
India. 

4. Define Cash Reserve Ratio.   
Ans. The percentage of total deposits, which a commercial bank needs to keep as 
reserve with the Central Bank, this ratio is termed as Cash Reserve Ratio. 

5. Define Statutory Liquidity Ratio.    
Ans. Every commercial bank is required to maintain a fixed percentage of its assets in 
the form of cash or other liquid assets. This is termed as Statutory Liquidity Ratio. 

6. Define bank rate.       
Ans. The rate at which commercial banks can barrow funds from Central Bank for a 
period of more than 90 days is termed as bank Rate. 

7. What is commercial bank?     
Ans. Commercial bank is financial institution which accepts chequeable and non-
chequeable deposits from the people and offers different kind of loans for the purpose 
of consumption or investment. 

3 Marks Questions 

8. Explain the currency authority function of Central Bank.       
Ans. Central Bank of the country has the sole authority of currency issue in the country, 
which gives it a monopoly in issuing currency. As in India RBI issues the currency, while 
currency notes are printed by the subsidies of RBI and coins are minted by the Central 
Government of the country, however both currency notes and coins are circulated by 
RBI, which gives RBI the power to control, superwise and enhance the money supply in 
the economy. 

9. Explain lender of the last resort function of the Central Bank. 
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Ans 
When a commercial bank fails to accommodate its financial requirements, the Central 
Bank acts as the lender of last resort. The Central Bank issues loans to a commercial 
bank against specified and approved securities of the bank. 
In this way, the Central Bank ensures the smooth functioning of commercial banks and 
appropriate flow of credit in the economy. 

10. Explain the banker to the government function of the Central Bank.  

Ans 
Central Bank acts as a banker, advisor and agent to the Central and State 
Governments. As the common public keep their cash balance, demand deposits and 
time deposits with commercial banks; the Central Bank manages the cash reserves and 
demand deposits of governments in current accounts. It carries out the exchange, 
remittance and other banking operations on behalf of the government, i.e. the Central 
Bank maintains same relation with the government as commerical banks has with 
genes. 

11.Explain the meaning of Cash Reserve Ratio and Statutory Liquidity Ratio.   

Ans     
Cash Reserve Ratio The percentage of total deposits, which a commercial bank needs 
to keep as reserve with the Central Bank, this ratio is termed as Cash Reserve Ratio. 
Statutory Liquidity Ratio Every commercial bank is required to maintain a fixed 
percentage of its assets in the form of cash or other liquid assets. This is termed as 
Statutory Liquidity Ratio. 

12. State any three points of distinction between Central Bank and commercial 
banks.     

Ans 

 

13. State three main functions of commercial bank. Explain any one of them.   
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Ans.The three main functions of commercial banks are 
(i) Accepting deposits 
(ii) Advancing loans 
(iii) Credit/money creation 
Accepting deposits It is one of the primary function of commercial banks. It accepts 
chequeable and non-chequeable deposits from public in the form of demand deposits 
(which can be withdrawn on demand) and time deposits (which cannot be withdraws on 
demand). 

14. Explain any two functions of a Central Bank.     
Ans. The two main functions of a Central Bank are 
(i) Bank of Issue Note issue is the main function of a Central Bank. It has the monopoly 
or we can say, have a sole authority to issue currency notes. 
(ii) Banker’s bank Central Bank keeps the cash balances of commercial banks and 
issues loans to them on requirements in the same manner as the commercial bank 
does for its customers. A Central Bank has almost the same relation with the other 
commercial banks of the country that the commercial banks have with the common 
public. That is why the Central Bank is also called as banker’s bank. 

15. What is bank rate policy? How does it work as a method of credit control?  
Ans. Central bank adopts bank rate policy as a quantitative technique to control credit 
in an economy. This is the rate at which commercial banks can barrow funds from 
Central Bank for a period of more than 90 days. 
It works accordingly when the bank rate is increased by RBI, it discourages commercial 
banks and people from taking loans. It decreases the credit multiplier and the 
money/credit flow is controlled. On the other hand, at time of credit crunch, RBI 
decreases the bank rate and this encourages commercial banks and people to take 
more loans due to low interest payments. This enhances the flow of credit in the 
economy. 

16. What are open market operations? How do these work as a method of 
credit Control?         
Ans. Under open market operations, RBI purchases or sells government securities to 
commercial banks and general public for the purpose of increasing or decreasing the 
stock of money in an economy. The purchase or sale of securities controls the money in 
the hands of public as they deposit or withdraw the money from commercial banks. 
Thus, money creation by commercial banks get affected.   By selling the securities, the 
Central Bank withdraws cash balances from the economy and by buying the securities, 
the Central Bank adds to the balance in the economy, in this way, it works as a method 
of credit control. Based on economic conditions, the Central Bank conduct buying and 
selling of securities in the open market. 

17. State three methods of credit control used by the Central Bank.       
Ans. The three methods of credit control used by the Central Bank are as follows: 
(i) Bank rate policy 
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(ii) Open market operations 
(iii) Legal Reserve Ratio 

18. Explain any two main functions of commercial banks.  
Ans. Commercial banks perform two primary functions are: 
(i) Accepting deposits Bank accepts deposits from the public in the form of 
chequeable or non-chequeable deposits, e.g. saving and current account deposits and 
fixed and recurring deposits. 
(ii) Providing loans Commercial bank provides loans and advances to the public to 
fulfil their needs of money. Loan may be granted in the form of cash, credit, ordinary 
loans, overdraft, discounting of bills, short-term loan, consumer credit etc. 

4 Marks Questions 

19.Explain the credit creation role of commercial banks with the help of a 
numerical.   
or 
How do commercial banks create deposits? Explain.       
Ans. Commercial banks increases the flow of money in an economy by credit creation. 
This process of credit creation is an outcome of its two primary functions, i.e. 
advancement of loans and acceptance of deposits. The banks issue loans from their 
cash reserves with the confidence on their historical experience that all depositors will 
not withdraw their funds at the same time. In this way, commercial banks create credit 
many more times than their cash reserves and contributes to increase money supply in 
the economy. Demand deposits of the commercial banks are many times more than 
their cash reserves. 
Money creation is determined by                                                                            * 
(i) The amount of the initial fresh deposits. 
(ii) The Legel Reserve Ratio (LRR) is the minimum ratio of deposits legally required to 
be kept as cash by the banks. 
(iii) Money Multiplies = 1/LRR 

Total Money Creation = Initial Deposits x 1/LRR 

e.g. Let the LRR be 20% 

Fresh deposits = Rs.  10000 
Amount required by the banks to keep = Rs. 2000 as cash suppose the banks lend the 
remaining amount of Rs. 8000. The commercial banks also know by way of their 
historical experience that all the depositors would not show up in the banks to withdraw 
all their deposits at a point of time. Those person who borrow, use this money for 
making payments, also all the transactions will be carried out through banks. 
Further, it is also assumed that, those who receive fresh deposits of Rs. 8000, the 
banks again keep Rs. 1,600 as cash and lend Rs. 6,400, which is also 80% of the last 
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deposit, the money again comes back to the banks leading to a fresh deposit of 
Rs.6,400. In this way, the money goes on multiplying and ultimately total money 
creation is Rs.50,000. 
As, according to the formula 
Total money creation =10,000 x 1/20 x 100 = Rs.  50,000 

20.Explain the banker’s bank function of Central Bank.   

 Ans. Banker’s bank Central Bank keeps the cash balances of commercial banks and 
issues loans to them on requirements in the same manner as the commercial bank 
does for its customers. A Central Bank has almost the same relation with the other 
commercial banks of the country that the commercial banks have with the common 
public. That is why the Central Bank is also called as banker’s bank. 

21. Explain the lender of last resort function of the Central Bank.     
Ans. In emergency situations, when a commercial bank fails to accommodate its 
financial requirements from any other sources, the Central Bank acts as the lender of 
last resort. The Central Bank issues loans to a commercial bank against specified and 
approved securities of the bank. 
In this way, the Central Bank ensures the smooth functioning of commercial banks and 
appropriate flow of credit in the economy. Due to the above stated reason, the Central 
Bank is termed as lender of the last resort. 

22. Explain government banker function of the Central Bank.    
 Ans. Central Bank acts as a banker, advisor and agent to the Central and State 
Governments. As the common public keep their cash balance, demand deposits and 
time deposits with commercia banks; the Central Bank manages the cash reserves and 
demand deposits of governments in current accounts. It carries out the exchange, 
remittance and other banking operations on behalf of government. 
It issues loans and advances to the government and does buying and selling of 
securities on behalf of government. It also advises the government to frame fiscal policy 
of the country. That is why, the Central Bank is called as ‘government’s banker’. 

23. Explain, how do open market operations by the Central Bank affect 
money creation by commercial banks?      
Ans. Under open market operations, RBI purchases or sells government securities to 
commercial banks and general public for the purpose of increasing or decreasing the 
stock of money in an economy. The purchase or sale of securities controls the money in 
the hands of public as they deposit or withdraw the money from commercial banks. 
Thus, money creation by commercial banks get affected.  By selling the securities, the 
Central Bank withdraws cash balances from the economy and by buying the securities, 
the Central Bank adds to the balance in the economy, in this way, it works as a method 
of credit control. Based on economic conditions, the Central Bank conduct buying and 
selling of securities in the open market. 
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Suppose, the Central Bank purchase securities of Rs. 1,000 from a bond holder by 
issuing a cheque, The seller of the bond produces this cheque of Rs. 1,000 to his bank. 
The bank credits the account of the seller by Rs. 1,000 and the deposits of the bank 
goes up by Rs. 1,000, which is a liability to the bank on the other hand, the assets of the 
commercial, also go up as the cheque in its possession is a claim on the Central Bank. 

Thus, purchase of security, increases the money creation of commercial banks and 
similarly, sale securities decreases the credit creation of commercial banks. Thus, the 
Central Bank controls the process of money creation by commercial banks by open 
market operations. 

24. Explain any two methods of credit control used by Central Bank.    
Ans. The Central Bank acts as a controller of money supply and credit, using the 
following methods 
 (i) Margin requirement It is a qualitative method of credit control. A margin refers to 
the difference between market value of the security offered for loan and the amount 
loan offered by the ‘  commercial banks. During inflation, supply of credit is reduced by 
raising the requirement of margin. During deflation supply of credit is increased by 
lowering the requirement of ‘margin’. This measure is often used to discourage the flow 
of credit into speculative business activities. 
(ii) Open market operations Under open market operations, RBI purchases or sells 
government securities to commercial banks and general public for the purpose of 
increasing or decreasing the stock of money in an economy. The purchase or sale of 
securities controls the money in the hands of public as they deposit or withdraw the 
money from commercial banks. Thus, money creation by commercial banks get 
affected. 

By selling the securities, the Central Bank withdraws cash balances from the economy 
and by buying the securities, the Central Bank adds to the balance in the economy, in 
this way, it works as a method of credit control. Based on economic conditions, the 
Central Bank conduct buying and selling of securities in the open market 

25. Explain the components of Legal Reserve Ratio.   
Ans. The minimum percentage of a bank’s total demand and time deposits, that is 
required to be maintained in the form of cash or specified liquid assets by the 
commercial banks with the Central Bank is termed as Legal Reserve Ratio. 
The components of Legal Reserve Ratio are as follows 
(i) Cash Reserve Ratio The percentage of total deposits, which a commercial bank 
needs to keep as reserve with the Central Bank, this ratio is termed as Cash Reserve 
Ratio. 
(ii) Statutory Liquidity Ratio Every commercial bank is required to maintain a fixed 
percentage of its assets in the form of cash or other liquid assets. This is termed as 
Statutory Liquidity Ratio. 
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26. How do changes in bank rate affect money creation by commercial banks?    
Ans. The rate at which commercial banks can borrow money from RBI, when they run 
short of reserves, is called bank rate. When the Central Bank increase the bank rate, it 
increases the cost of borrowing and hence, discourages the borrowers from taking a 
loan. Due to this, the process of credit creation and flow of money also reduces. 
On the other hand, when the Central Bank decreases the bank rate, it encourages the 
borrower to take more and more loan. A high demand of loan increases the credit 
multiplier and credit creation process of the commercial banks. 

27. Explain banker’s bank and supervisor function of Central Bank.  
Ans. (i) Banker’s bank Central Bank keeps the cash balances of commercial banks 
and issues loans to them on requirements in the same manner as the commercial bank 
does for its customers. A Central Bank has almost the same relation with the other 
commercial banks of the country that the commercial banks have with the common 
public. That is why the Central Bank is also called as banker’s bank.. 
(ii) Supervisor A Central Bank supervises the operation of all commercial banks. It 
supervises in the form of licensing of the commercial banks, expansion and opening of 
branches of commercial banks, merger of banks and the liquidation of the banks. Thus, 
the Central Bank supervises the smooth functioning of commercial banks. 

28. Explain the ‘acceptance of deposits’ function of commercial banks.   
Ans. Acceptance of deposits is one of the primary function of commercial banks. 
Commercial banks accept chequeable and non-chequeable deposits from its customer 
in the form of demand deposits, savings deposits and time deposits. Acceptance of 
chequeable deposits function discriminates a commercial bank from non-banking 
financial institutions, who can accepts deposits but cannot advance loans, e.g. LIC. 

29.Give four agency functions of commercial banks.    

Ans. The agency functions of commercial banks are as follows 
(i) Sale and purchase of securities The commercial banks help their customers to buy 
and sell government and private company’s securities. 
(ii) Fund transfer Commercial banks transfer the customers’ funds from one place to 
another through cheques, demand drafts, NEFT, RTGS, etc. 
(iii) Collection of funds Commercial banks collect the funds from cheques, demand 
drafts, etc for its customers. 
(iv) Collection of dividends Commercial banks collect the dividends on shares of its 
customers. 

30. Explain the lending function of commercial banks.  
Ans. Commercial banks give loans to its customers in many forms. The bank advances 
the following types of loans: 
(i) Cash credit In this type of credit scheme, banks advance loans to its customers on 
the basis of securities inventories etc. 
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(ii) Overdraft Bank advance loans to its customer’s upto a certain amount through 
overdraft facility, if there are no deposits in the current account. 
(iii) Short-term loan These loans may be given as personal loans, loans to finance 
working capital or as priority sector advances. These are made against some security. 
(iv) Discounting of bills of exchange Under this system, banks advance loans to the 
traders and business firms by discounting their bills, before the maturity of the bill. 

6 Marks Questions 

31. Explain the process of money creation by commercial banks with the help of a 
numerical example.    
Ans. Commercial banks increases the flow of money in an economy by credit creation. 
This process of credit creation is an outcome of its two primary functions, i.e. 
advancement of loans and acceptance of deposits. The banks issue loans from their 
cash reserves with the confidence on their historical experience that all depositors will 
not withdraw their funds at the same time. In this way, commercial banks create credit 
many more times than their cash reserves and contributes to increase money supply in 
the economy. Demand deposits of the commercial banks are many times more than 
their cash reserves. 
Money creation is determined by                                                                            * 
(i) The amount of the initial fresh deposits. 
(ii) The Legel Reserve Ratio (LRR) is the minimum ratio of deposits legally required to 
be kept as cash by the banks. 
(iii) Money Multiplies = 1/LRR 

Total Money Creation = Initial Deposits x 1/LRR 

e.g. Let the LRR be 20% 

Fresh deposits = Rs.  10000 

Amount required by the banks to keep = Rs. 2000 as cash suppose the banks lend the 
remaining amount of Rs. 8000. The commercial banks also know by way of their 
historical experience that all the depositors would not show up in the banks to withdraw 
all their deposits at a point of time. Those person who borrow, use this money for 
making payments, also all the transactions will be carried out through banks. 

Further, it is also assumed that, those who receive fresh deposits of Rs. 8000, the 
banks again keep Rs. 1,600 as cash and lend Rs. 6,400, which is also 80% of the last 
deposit, the money again comes back to the banks leading to a fresh deposit of 
Rs.6,400. In this way, the money goes on multiplying and ultimately total money 
creation is Rs.50,000. 
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As, according to the formula 

Total money creation =10,000 x 1/20 x 100 = Rs.  50,000 
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