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UNIT-1 DEFINITION AND FUNCTIONS OF MONEY
STRUCTURE
1.0 Learning Objectives
1.1 Introduction
1.2 Definition and Types of money
1.3 Legal tender money
1.4 Bank money
1.5 Near money
1.6 Value of money
1.7 WPI, CPI, PPI, GDP Deflator and Cost of living index
1.8 Let Us Sum Up
1.9 Key Words
1.10 Further Reading
1.11 Model Questions

1.0

Learning Objectives

After going through this unit, the learners will be able to:
•
•
•
•
•
•
1.1

define Money
understand the meaning of legal tender money
understand what is bank money?
understand what is near money.
appreciate the importance of money in an exchange economy.
understand various types of different index numbers and their uses.
Introduction

Money is certainly one of those inventions that has made the economic life of mankind
extremely comfortable. All of us are the users of money. Just for a moment imagine life
in the absence of money. Prior to the introduction of money, all transactions were carried
out under barter system - a system where it was essential to find someone who would be
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willing to purchase what you would like to sell. The presence of such a double
coincidence of wants many a times was highly unlikely.
Further, as we are aware, a vast majority of goods cannot be divided without loss
of its use value. Such situations result in difficulties for exchanging goods and services.
Even more serious difficulty under barter system occurs, when the articles to be
exchanged are not of the same value and cannot be divided without losing its value.
In addition, under barter system there is absence of a satisfactory unit in terms of
which contracts requiring future payments can be written.
Further, storing purchasing power was also severely restricted in the era prior to
invention of money. Thus, money is indeed a blessing for the growth and development
of exchange economy by eliminating the heavy transaction and searching cost inherent
under barter system.

1.2 Definition and Types of money

The primary functions of money are that, it acts as a medium of exchange and as a unit
of exchange value measurement. From these two functions of money, there are two major
derived functions namely; the standard of deferred payments and an instrument for
storing of value of goods and services.
Money acts as a commonly acceptable means of payment in the settlement of all
transactions. Therefore, by using money as a medium of exchange, it is possible to
transfer the purchasing power from one economic agent the other. Thus, money saves
time and energy in the process of economic transactions by avoiding double coincidence
of wants and allowing people to buy the exact quantity of goods and services they want
to purchase. This is how money play a vital role as a medium of exchange in the process
of transactions.
It is money through which the exchange value of a goods or services are measured. There
money is also considered as a “measure of value”
Money serves as the standard or unit in terms of which deferred or future payments like
interest, rent, salaries, pensions etc. are stated. This is associated with the first two
functions because the person who pays cash later quotes money price as a unit of account.
These contracts are for the payment of principal and interest on debt are future payments
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are stated in terms of monetary units. Money is a satisfactory standard of deferred
payment if and only if its purchasing power, that is, the value of money remains constant.
Money is also used as an instrument to “store the value”. Especially, when the goods
are perishable in nature one has to sell the product and then can store its value in terms
of money. Thus, money also acts as a store of value. The advantage of money over other
physical assets as a store of value is that money can be stored without involving any
storage costs. Further, money is preferred over other assets as an instrument to store value
as it is perfectly liquid. (the ease at which an asset can be converted into cash is known
as its liquidity.
In a sense whatever can serve the above four functions for the society can be treated as
money. All assets which perform the functions of money is generally classified as money
under the Functional definition. While the narrow definition of money focusses on the
primary functions and the broader definition includes near money too which perform the
secondary or derivative functions. It is rightly said that “Money is what money does”.
Durability, divisibility, portability and being easily recognizable in value are the four
major physical properties of money.

1.3 Legal tender money

Legal tender money is the money that is backed by the law of land. It is the money issued
by monetary authority or government and therefore in the process of transactions one
cannot refuse to accept the legal tender money. Refusing to accept payments paid through
legal tender money (e.g. repayment of debt) is a legal offence.

1.4 Bank money

Bank money consists mainly of deposit balances in the bank. These money can be
transferred either by means of paper orders checks, drafts etc. or electronically using
debit cards and Internet payments such as National Electronic Funds Transfer (NEFT),
Real Time Gross Settlement (RTGS), and Immediate Payment Service. (IMPS) etc.

1.5 Near money

Near money are also known as quasi-money. They are not cash but liquid assets that can
easily be converted into cash as and when needed. Money kept in current account of
commercial banks can be considered as near money. The other examples include stock
bonds, treasury bills.
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1.6 Value of Money

The value of money in this context is the quantity of goods in general that can be
purchased for one unit of money. Thus, value here means the exchange value of a goods
or service measured in terms of monetary unit. One measure problem associated with
money is that, its value fluctuates over time. This is because the purchasing power of
money depends on the general price level. The purchasing power of money is inversely
related to the general price level.

1.7 WPI, CPI, PPI, GDP Deflator and Cost of living Index

The Wholesale Price Index (WPI) is the wholesale price of a representative basket of
goods and services computed using the base year price. While computing WPI, the base
year values of commodities produced is used as weights in line with the Laspeyre’s
formula. Some countries use WPI changes as a central measure of inflation.
Consumer price index (CPI) calculates the average price i.e., the price of a fixed and
representative basket of goods and services over time paid by the consumer. To calculate
the CPI, the current cost of a basket of consumer goods and services is divided by the
cost of the same basket in the base year. This index can be used to measure the annual
change in the purchasing power of the currency unit i.e. rupee in the case of India.
Producers Price Index (PPI) measures the average change in price of a market basket
of goods and services used for the purpose of production. Though the basket comprises
of a given basket of goods and services, it includes goods like semi-finished goods and
raw materials. Thus, PPI can act as an indicator of the future direction of changes in CPI
or WPI.
GDP Deflector is yet another measure of Inflation, which unlike other measures includes
all the goods and services produced in the economy. This is a price level computed using
average level of the prices of all goods and services that make up Gross Domestic
Products (GDP). It may be noted here that the composition of GDP changes every year.
Therefore, GDP deflector may not contain the same basket of goods for time series
comparison. GDP Deflector is measured using the ratio of GDP at current price to GDP
at Constant Price. Thus, it establishes the relationship between the real and nominal GDP.
Cost of Living Index indexes wages and salaries to the rate of inflation.
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1.8 Let Us Sum Up

This unit highlights the difficulties that the economic agents were facing in the absence
of money. Further, this unit focuses on discussing the functions of money.
Money basically performs four major functions. They are
•
•
•
•

a medium of exchange,
a measure of exchange value,
a standard for all future payments and lastly,
as an instrument that can be used to store the value of goods and services.

In addition, concepts like legal money, bank money, and near money have also been
introduced.
Further, this unit also discusses the various indices which includes WPI, CPI, PPI, GDP
Deflator and Cost of living Index and how they are compared.

1.9 Key Words

Money

Anything that performs the four functions
namely, a medium of exchange, a measure of
value, a standard of all future payments and a
store of value.

Medium of exchange

Instruments (like money) that facilitates the
exchange of goods and services due to its
property of being commonly acceptable.

Measure of Value

An instrument through which the exchange
value of a goods or service can be measured

Standard of deferred
Payments

A standard using which contracts for all future
payments such as interest, pension etc. can be
decided.
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1.10 Further Reading
Monetary economics- Paul R.R, Monetary economics- Godley wynne
Monetary economics - Bain. K, Monetary economics in globalised financial markets –
Belke Thorsten Polleit Ansgar
Monetary economics Theories evidence and policies- Pierce David., G and Shaw
David. M
1.11 Model Questions

1. Discuss the problems under barter system
2. How Money solved the problem of Barter system?
3. Define Money. Discuss various functions of money.
4. explain the purpose and use of various price indices such as WPI, CPI, PPI, GDP
Deflator and Cost of living Index.
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UNIT-2 DEMAND FOR MONEY

Structure
2.1 Learning Objectives
2.2 Quantity Theory of Money: A Brief Background
2.3 Fisher’s Cash Transaction Approach
2.4 Cambridge Cash Balance Approach
2.5 Keynesian Theory of Demand for Money
2.6 Patinkin: the Real Balance Effect
2.7 Check Your Progress
2.8 Let Us Sum Up
2.9 Key Words
2.10

Answer to Check your Progress

2.11 Model Questions
2.12 References
2.13 Additional Readings

2.1 Learning Objectives

After Going through this unit, the learners will b able to understand
•

Quantity theory of money

•

Fisher’s Cash transaction approach

•

Cambridge cash balance approach

•

Keynesian theory of demand for money

•

The real Balance effects (Patinkin)

•

The Motives behind the demand for money including transaction demand,
precautionary demand and speculative demand.

•

The relationship between interest and the demand to hold cash in hand

•

The concept of Liquidity Trap.
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2.2 Quantity Theory of Money: A Brief Background

Quantity theory of money (QTM) occupies an important place in monetary
economics that emerged in 16th -17th century as explained by Mercantilists, Locke and
Hume. Mercantilist’s view was summed by Viner as quantity of money is a determinant
of the level of prices. Level of export and import depend upon the level of prices at home
and abroad etc. Locke explained it as a special case of his general demand and supply
theory of value. Thus, he concluded that value of money for general price level was
exclusively determined by quantity for money. Locke said quantity alone is enough to
regulate and determine its value.
In the same line Hume dynamised Locke argument by establishing a causal
relationship between money supply and price level. He told price level is a function of
quantity of money keeping others things (such as volume of trade and velocity of money)
constant So, he explained prices of commodities are always proportional to the plenty of
money. Later on, Hansen explain in 19th Century monetary theory by going back to Hume
analysis: - Money supply determines the level of price
-

Thrift and productivity determine the rate of interest

-

Demand for money is Interest - Elastic.

-

Internationally gold and silver are distributed in proportion to the level of
industrial commerce in each country and thereby the price levels of different
countries are kept in line.

Now it is necessary to discuss about two theories:
1) Fisher’s cash transaction approach
2) Cambridge cash balance approach.
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2.3 Fisher’ s Transaction Approach

QTM is a classical theory was propounded by American Economist Irvin
Fisher’s in his book the purchasing power of money (1911). According to Fisher’s other
things remaining constant, as the quantity of money in circulation increases, the price
level also increases in direct proportion and value of money decreases and vice-versa.
Equation is MV=PT or P=MV/T . The value of money or price level is determined by
demand and supply of money.

Fisher’s emphasised the function of money as a medium of exchange. People
hold money to carry on the transaction i.e to buy goods and services. The value of such
transaction is PT where P=price level and T= Total goods and services transacted. The
value of PT must be identical to the money flow to buy goods and services (MV). M=
quantity of money V= Velocity of circulation. So MV≡ PT. It states that the actual total
value of expenditure (MV) always equals to the actual total value of all items sold (PT).
It shows that whatever spent buy someone is received by someone else. One person’s
expenditure is the income of someone else. Thus, it is not a theory rather - a truth. Fisher
here explains a causal relationship between money supply and price level. He states that
“The level of price varies directly with the quantity of money in circulation provided the
velocity of circulation of that money and volume of trade which it is obliged to perform
are not changed”. So, to say here V & T being unchanged, changes in money cause direct
and proportional changes in price level.

Fisher further extended the equation of exchange so as to include demand (Bank)
deposit (M´) and their velocity (V´) in total supply of money.

So the equation is MV+M´V´=PT
P=(MV+M´V´)/T
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Thus, according to Fisher, the general price level (P) depends on the following five
parameters.
✓ The volume of money in circulation (M)
✓ Its velocity of circulation (V)
✓ The volume of bank deposits (M´)
✓ Its velocity of circulation (V´)
✓ Volume of trade (T)

Therefore, transaction approach maintains that other things remaining the same i.e
V,,M´, V´ and T. there exists a direct and proportional relationship between M & P. If
quantity of money is doubled, the price level will be doubled, and value of money halved.
If quantity of money is halved, the price level will also be halved and the value of money
doubled.

2.4 Cambridge Cash Balance Approach

Cambridge economists Marshall, Pigou, Robertson, and Keynes have formulated this
approach which was and alternative of fisher’s QTM. Fisher’s QTM emphasised money
as a medium of exchange but cash balance approach was based on

store of value.

According to this approach the value of money is determined by the demand for and
supply of money and those are being decided by at a particular point of time and not over
a point of time. Since supply of money at a particular moment is fixed, It is the demand
for money which largely allow to change in the price level. So the cash balance approach
is also called demand for money. Cambridge economist view demand for money in
different ways and explained QTM in their own equations.
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Marshall’s Equations M=KPY

M= Quantity of money (Currency plus demand)
P= Price level
Y= Aggregate real income of the community
k= The proportion of real income (PY) Which people desired

to hold

in money form.
P= M/kY or the value of (The reciprocal of price level)
1/P=kY/M
Pigou’s Equations

P=kR/M where
P= Purchasing power of money of value of money (reciprocal of price
level)
k=proportion of real income or resources (R) people hold in case.
R= Total resources or real income
M= Total money supply

The demand for according to Pigou is health not only in the form of case but also in the
form of bank deposits. So here he modifies his equation to include bank deposit as
1 𝑘𝑅
{𝑐 + ℎ(1 − 𝑐)}
=
𝑃 𝑀
c= Proportion of cash which people keep with them
1-c= Proportion of bank balance held by the people
h= Proportion of cash reserves to deposit held by the bank
k,R,c,h are all positive constant being less than one but more than zero. There exists a
direct proportional relationship between money supply (M) and price level (P) assuming
k and R (and also c&h in the modified equations) to be constant.
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Robertson’s Equations
Robertson formulated an equation similar to Pigou where only difference is Pigou’s real
resources (R) is replaced by (T) total transaction.
M=kPT
P= Price level
M= Money Supply
T= Total transaction to purchase goods and services during a year
k= Proportion of (T) which people hold in the form of cash
P changes directly with M and inversely with k and T.
Keynes’s equation
Keynes explained the real balance quantity equation is an improvement over the other
Cambridge equations. According to him people hold cash to ready transaction. So the
demand for money depends partly on their taste and habit and partly on their wealth. The
demand for money is measured by consumption units. A consumption unit means a
basket of standard articles of consumption.
Keynes’s equation is n=Pk
n= cash held by the general public
P= Price level of consumer goods
k= The real balance or the proportion of consumer goods over which cash
(n) is kept

Assuming k constant there is a direct and proportional relationship between n and P. In
order to consider bank deposit Keynes’s extended the equation as follows.

P=n/k+rk´
r= cash reserve ratio of bank
k´= real balance held in the form of bank money.
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Again k,k´,r to be constant. The same result will come out i.e. direct and proportional
relationship between n and P.

It is seen from both version that both are equivalent where both have drawn the same
conclusion i.e. price level or value of money depends upon the money supply. In others
word there is direct proportionate relationship between money supply and price level and
inverse proportionate relationship between money supply and value of money

2.5 Keynesian Theory of Demand for Money

Keynes’s explained the demand for money in his book “The general theory of
employment interest and money” that people hold cash for liquidity preference. Demand
for money means the desire public to hold cash. It is the demand to hold cash in hand.
Now question may arise why should people keep money in liquid form although they get
interest by lending such resources? In reality people demand to hold cash in hand or
money in its highest liquid form due to the following three reasons or motives:

1) Transaction motive
2) Precautionary motive
3) Speculative motive.

Transaction motive: -

People hold cash to meet current daily transaction. This is in order to bridge the gap
between receipt of income and its expenditure. It is not possible that individual receives
income when he needs to make payment. Most of the people receive their income by the
end of the week or month. Some receives on daily basis. However, the expenditure runs
every day. Therefore, a certain amount of money is kept in hand to make current payment
for goods and services to be purchased. The transaction demand for money varies
directly with the level of income. It means person having low income spends less as
compare to high income earner. At the same time holding cash at hand has an opportunity
Odisha State Open University, Sambalpur
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cost i.e. interest forgone. If the interest rate is high or bond prices are low, opportunity
cost of holding money is high. Hence, the transaction demand for money is directly
related to the level of Income and independent of the rate of interest. Thus, the reach
people will have higher demand for money i.e. the demand to hold cash in hand.

Precautionary Motive

People hold cash for unforeseen future which will be spent at the time of when emergency
arises. For example, people hold money for the danger of unemployment, sickness,
accident and other uncertain emergencies.

Generally, it depends on the nature of

individual and on the condition in which he lives. The precautionary demand to hold cash
in hand is also directly dependent on the level of income. This implies that, at a higher
level of income there will be a higher demand to hold cash in hand for precautionary
motive.

Speculative Motive
It relates to desire to hold one’s resources in liquid form in order to take advantage of
market movement regarding future changes in the rate on interest. So, money held on
speculative motive serves as a store of value with a different purpose. It will try
speculative gain by dealing in bonds whose prices fluctuate in future. If bond prices are
expected to rise or rate of interest is expected to fall, household/businessman will
purchase bond and sell when their prices rise and vice-versa. Nothing being certain in
the dynamic world, where guesses about the future course of events are made on
precarious basis. Here businessman keep cash balance to speculate regarding future
changes in the bond prices (i.e Rate of interest) with a view to making profit.

Here it is seen that demand for money under speculative motive is a function of
the current rate of interest, increasing as the rate of interest falls and decreasing as the
rate of interest rises. Therefore, demand for money under this speculative motive is a
decreasing function of rate of interest.
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Y

M
LP

X

X axis measures demand for money and y depicts the rate of interest. The LP curve is
downward sloping towards right indicating that higher the rate of interest lower the
speculative demand for money and vice-versa. From point M onwards the LP curve is
parallel indicating a perfectly elastic liquidity preference. That is at a very low rate of
interest people will hold their - in active cash balances with them, whatever the amount
of money they are having.

It may be noted here that the Liquidity Preference curve will never touch the Y axis. This
is due to the fact that, whatever may be the rate of interest there will be some transaction
and precautionary demand for money. Therefore, the combined demand for money with
regard to the transaction and precautionary motives will be a vertical line parallel to Y
axis.
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2.6 Check Your Progress

Patinkin propounded the real balance effect. The real Balance Effect Argue that people
do not suffer from 'money illusion'. This means that any increase in the quantity of money
will lead to a corresponding increase in the general price level. However, the relative
prices and the real balances will remain unchanged and as a result the equilibrium of the
economy will not be changed.

2.7 Check Your Progress

1) Discuss the fisher’s transaction approach?
________________________________________________________________
________________________________________________________________
________________________________________________________________
________________________________________________________________
________________________________________________________________
________________________________________________________________
________________________________________________________________

2) Discuss the Cash Balance approach
________________________________________________________________
________________________________________________________________
________________________________________________________________
________________________________________________________________
________________________________________________________________
________________________________________________________________
Odisha State Open University, Sambalpur

Page 16

________________________________________________________________
________________________________________________________________

3. Explain the concept of Liquidity Trap
________________________________________________________________
________________________________________________________________
________________________________________________________________
________________________________________________________________
________________________________________________________________
________________________________________________________________
________________________________________________________________
________________________________________________________________
________________________________________________________________
________________________________________________________________

2.8 Let Us Sum Up

In this unit quantity theory shows the relationship between money supply and price level
through fisher’s transaction approach and cash balance approach. Also we have seen that
demand for money arises due to liquidity preference which is clearly explained by
Keynes through liquidity preference theory. He has shown it through transaction motive
precautionary motive and speculative motive.
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2.9 Key Words

Demand for Money

Demand for money means the demand to hold cash in
hand. It is a function of the level of income and the rate
of interest.

Transaction Motive

People hold cash in hand for their day-to-day
transactions. This component of the demand for money
is known as transaction demand. The transaction
demand for money depends upon the level of income.

Precautionary Motive

The money held by the people for the precautionary
purpose is known as the precautionary demand for
money. The precautionary demand is directly related to
the level of income.

Speculative Motive

The demand to hold cash for the purpose of speculative
earning is known as speculative demand for money. The
speculative demand to hold cash is inversely related to
the rate of interest.

Liquidity Trap

At a very low rate of interest i.e. when the bond prices
are very high, people do not expect the interest rate to
fall further. Rather they expect the interest rate to rise.
Under such a situation any effort to increase the money
supply by the monetary authority will not affect the rate
of interest. The additional money supplied will be held
by the public in the form of cash. Accordingly, the
Liquidity preference Curve will be horizontal and
parallel to X axis. This horizontal part of the curve is
termed as Liquidity Trap.
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2.10 Answer to Check Your Progress

1.Refer to section 2.3
2. Refer to Section 2.4

3. When the bond prices are very low or the rate of interest is very his people do
not expect the rate of interest to go up any further. Therefore, if there is any
increase in the money supply, they hold it in cash form. Therefore, the LP curve
appears to be parallel to the X axis. This portion of the LP curve which is
horizontal and parallel to X axis indicates the Liquidity Trap. Under this situation
the rate of interest (bond price) is so low (high) that people do not expect the
interest rate to fall any further or the bond price to rise any further. (Refer to
section 2.5)

2.11 Model Questions

1) Is quantity theory of money still valid in Indian context?
2) Discuss the speculative motive as discussed by Keynes?
3) Draw the liquidity preference curve to show the relationship between interest
and demand for money
2.12 References
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2.13 Additional Readings
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UNIT-3 SUPPLY OF MONEY

Structure
3.1 Learning Objectives
3.2 Supply of Money: A Brief Background
3.3 Determination of Money Supply
3.4 Money Supply in India
3.5 High-Powered Money
3.6 Let Us Sum Up
3.7 Key Words
3.8 Model Questions
3.9 Reference
3.10

Additional Readings

3.1 Learning Objectives

After going through this unit, the learners will be able to understand:
•

How money supply is determined?

•

Various determinants of money supply

•

An overview of the money supply in India

•

The difference between the broad money and Narrow Money

•

The concept of Money Multiplier

•

The concept of High-Powered Money
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3.2 Supply of Money: A Brief Background

Supply of money generally refers to the total stock of money available with the public
in spendable form. Here the term “public” refers to any individual or business firm
excluding central and commercial banks.
Supply of money can be considered either as a stock concept or as a flow concept. When
the supply of money is viewed at a point of time in that sense supply of money is a “stock”
concept but if the supply of money is viewed over a period of time, then in that sense
supply of money will be a “flow” concept. As per the Fisher's Transaction approach
supply of money can be calculated by multiplying the stock of money held by the public
with it’s velocity. Velocity of money is nothing but the number of times money changes
hands. Symbolically it can be represented as follows:
Supply of money = MV
M = Total stock of money with the public.
V = velocity of money.
As per the modern theory of money supply, supply of money is jointly determined by the
central bank, commercial bank and also by the public. As per the modern theory of
money supply total supply of money is nothing but the product of monetary base (B) and
money multiplier (m). Symbolically the same can be expressed as follows:
M = mB
M = Supply of money.
m = Money multiplier.
B = Monetary base.
Here monetary base or the High-powered money is nothing but the composition of two
elements like paper currency and coins with the public (C) and the actual bank reserve
(R). Symbolically the same can be expressed as follows:
B = C+R

B = Monetary base.
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C = paper currency and coins held by the public.
R = Actual Bank reserve.

Money multiplier can be expressed as follows:
m = 1 +c/r(1+t) + c, where;
m = Money multiplier.
c = Currency ratio.
r = Reserve ratio.
t = Time deposit
3.3 Determination of Money Supply
Determination of money supply can be explained clearly by the help of a diagram taking
in to account the following:
•

Monetary base or High-powered money (B),

•

currency and coins with the public (C),

•

bank reserve (R)

•

and the demand deposit.
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DIAGRAM 3.1: Determination of Money Supply

In diagram 3.1 we have explained the determination of money supply by taking demand
deposit on the horizontal OX axis and the High-powered money on the vertical OY axis.
It can be noticed from the diagram that the High-powered money curve is a horizontal
straight line parallel to OX axis. It implies that the High-powered money is exogenously
fixed by the monetary authority. The curve (C) and the curve (R) represents the curve of
currency with the public and the curve of bank reserve respectively. Again, in the diagram
the curve C+R has been obtained by the summation of curve C and the curve R.
In the above diagram the intersection of High-powered money curve- B and the curve
C+R actually determines the equilibrium in High powered money market. It can be
noticed from the diagram that the C+R curve is intersecting the curve B at point E and
hence the High-powered money market is in equilibrium at point E. Corresponding to
this equilibrium position total money supply in the economy is OB. Currency held by the
public is OK and bank reserve is (OB – OK = BK). Therefore, the equilibrium amount
of money supply within the economy is the composition of currency held by the public
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and demand deposit of the bank. Therefore, equilibrium level of money supply is (OK
+ DD).
DETERMINANTS OF MONEY SUPPLY:
Money supply in the economy is influenced by a number of factors but the most
important factors influencing money supply within the economy are:
•
•

Monetary base.
Money multiplier.

Monetary Base:
Monetary base is one of the most important factors influencing money supply within the
economy. Monetary base is very often regarded as High-powered money and it is the
composition of currency and coins with the public and the bank reserve. Symbolically
monetary base can be expressed as
follows:
B = C +R

B

= Monetary base.

C

= Currency and coins with the public.

R = Bank reserve.
So far as monetary base is concerned it is directly related with money supply in the
economy. Higher the value of monetary base larger will be the volume of money supply
and vice – versa. Monetary base is influenced by policy decisions of the government.
Money Multiplier:
The second most important factor influencing money supply in the economy is Money
multiplier. Money multiplier is Symbolically expressed as follows:
m = 1 +c/r (1+t)+c
m = Money multiplier.
c = Currency ratio.
r = Reserve ratio.
t = Time deposit ratio.
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Just like the monetary base or the High-powered money, money multiplier is also
directly related with the volume of money supply in the economy. In other words,
higher the value of money multiplier larger will be the volume of money supply and
vice-versa.
OTHER DETERMINANTS OF MONEY SUPPLY

•
•
•
•
•
•

Reserve ratio.
Currency ratio.
Time deposit ratio.
Value of money.
Interest rate.
Confidence in bank money. ➢ Monetary policy.

Reserve ratio:
Reserve ratio also plays a crucial role in determining the volume of money supply in
the economy. In fact, reserve ratio and money supply are inversely related with each
other. Lower reserve ratio enables larger credit expansion and hence the volume of
money supply and vice- versa.
Currency ratio:
Currency ratio is nothing but the ratio of currency demanded to demand deposits.
Currency ratio influences the money multiplier and hence the volume of money supply.
As long as the reserve ratio (r) is less than unity a rise in currency ratio (c) reduces money
multiplier and hence the volume of money supply and vice- versa.
Time deposit ratio:
Time deposit ratio is nothing but the ratio of time deposit to demand deposit and generally
expressed as (t) also influences money multiplier negatively. A rise in Time deposit ratio(t) reduces money multiplier and hence the volume of money supply and vice- versa.
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Value of money:
Value of money which is nothing but the reciprocal of price level can be represented as
(1/p) also influences the monetary base positively and hence the volume of money
supply in the economy.

Interest rate:
Interest rate has a positive impact on money multiplier and hence on the volume of
money supply. A rise in interest rate will lead to a rise in money multiplier via a
reduction in the reserve ratio (r)
Confidence in bank money:
Confidence in bank money also influences money multiplier and hence the volume of
money supply by influencing the currency ratio (c) and the deposit ratio (r).
Monetary policy:
As far as monetary policy is concerned it has a positive or negative impact on the money
multiplier and hence on the volume of money supply depending upon whether the
reserves ratio has been reduced or increased. An increase in the reserve ratio (r) reduces
money multiplier and hence the volume of money supply and vice- versa.

3.4 Money Supply in India
Money supply plays a very important role for an economy and it is the monetary authority
of a country who actually regulates the volume of money supply by framing an
appropriate monetary policy and for framing an appropriate monetary policy an
appropriate definition of money supply is required. In Indian context the definition of
money supply is as follows:
Definition of Money Supply in India:
As far as the definition of money supply in India is concerned till 1967- 68 the Reserve
Bank of India used to adopt a narrow measure of money supply which included the sum
of currency and demand deposit held by the public and can be Symbolically expressed
as M. From 1967- 68 onwards Reserve Bank of India adopted a broader measure of
money supply know as Aggregate Monetary Resources (AMR). Such Aggregate
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Monetary Resources is nothing but the composition of narrow money (M) and time
deposit of the bank held by the public. Again from 1977 onwards Reserve Bank of India
adopted four alternative measures of money supply as follows:
M 1 = C + DD + OD
M 2 = M 1 + saving deposits with post office saving bank.
M 3 = M 1 + Net time deposits of banks.
M 4 = M 3 + Total deposits with post office saving bank.
In this above definition of money supply
C = Currency held by the public.
DD = Net demand deposits of banks.
OD = Other deposits of RBI.
M 1 = Narrow money.
M 3 = Broader money.

3.5 High-Powered Money

In Indian context High powered money is defined as the composition of currency held
by the public, currency held by the banks or the bank reserves and other deposits of
Reserve Bank of India. Symbolically the High-powered money can be expressed as
follows:
H = C + R + OD
H = High powered money.
C = Currency held by the public.
R = Currency held by the banks or bank reserves.
OD = Other deposits of RBI.
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3.6 Let Us Sum Up

Supply of money generally refers to the total stock of money with the public in spendable
form. Here public generally refers to any individual or business firms excluding
commercial and central bank. Money supply can be considered either as a stock concept
or as a flow concept. When money supply is viewed at a point of time in that sense
money supply becomes a “stock “concept but when money supply is analysed over a
period of time in that sense money supply becomes a flow concept. In Fisher’s view
money supply can be found out by multiplying the total stock of money with the public
(M) with the velocity of money (V). Velocity of money is nothing but the number of
times money changes hands. As per the modern version money supply can be found out
by multiplying monetary base (B) with the money multiplier (m). Therefore, as per the
modern version of money supply, supply of money can be expressed as follows:
M = mB
M = Supply of money.
m = Money multiplier.
B = Monetary base.

Supply of money is generally influenced by a number of factors but the most important
factors influencing money supply are : Money multiplier and Monetary base. Money
supply is directly influenced by both the money multiplier and monetary base. In other
words higher the value of money multiplier and monetary base larger will be the volume
of money supply in the economy and vice- versa. Apart from these two factors money
supply is also influenced by certain other factors like : reserve ratio, currency ratio, time
deposit ratio, value of money, confidence in bank money, interest rate and monetary
policy.
Money supply plays a very important role in an economy and it is regulated by the
monetary policy of monetary authority. Just to have an appropriate monetary policy a
proper definition of money supply is essential. In Indian context till 1967- 68 The Reserve
Bank of India adopted a narrow measure of money supply (M) taking into account the
sum of currency and demand deposit held by the public. From 1967- 68 onwards a new
and broader measure of money supply was adopted by RBI know as Aggregate Monetary
resources (AMR) taking into account narrow money (M) and time deposits of the banks
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held by the public. Again from 1977 onwards RBI adopted a new definition of money
supply taking into account four different measures: M 1, M 2, M 3, and M4 respectively.
M 1 is narrow money and M 3 is broader money. Finally High-powered money is the
composition of currency held by the public (C), currency held by the bank or the bank
reserve (R) and other deposits of RBI. High powered money can be expressed as follows:
H = C + R + OD

3.7 Key Words

Aggregate
It is composition of narrow money (M1 or M) and Net time
Monetary resources deposit of the bank held by the public. It is a broader measure
(AMR):
of money supply.
Currency ratio:

It is the ratio of currency demanded to demand deposits.

Monetary base:

It is the composition of currency and coins with the public and
the bank reserve

Money multiplier:

Money Multiplier explains the way an initial deposit leads to
the final increase in the total money supply.

Time Deposit Ratio: It is the ratio of time deposit to demand deposit.
Value of Money

Value of money is the reciprocal of the general price level.

:
3.8 Model Questions
1) What do you mean by money supply?
2) How the supply of money can be calculated?
3) What is reserve ratio ? In what way reserve ratio is related with money supply?
4) What’s the formula for calculating money multiplier?
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5) What do you mean by money supply? Explain the determination of money
supply using suitable diagram.
6) Give an account of the various determinants of money supply.
7) Write a note on:

a)
b)

Definition of money supply in India.
High powered money.
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