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Inflation

Inflation refers to the rise in the prices of most goods and services of daily or common use, such as food. clotiin,
housing, recreaticn, transport, consumer staples, etc. inflation measures ine average price change in a basket of

commodities and services over time. The opposite and rare fall in the oiico index of this basket of itams is called
deflation’. Inflation is indicative of the decrease in the purchasing pew.; " a unit of 4 country's curiency. This -
measured in percentage,

Types of Inflation
falDemand Pull Inflation (b} Cost-Push Inflation {c)0pen Inflation [0 epressed nflation
{elHyper-Inflation {(f)iCreeping and Moderate Inflation {g)True Inflatiz o (h)Semi-laflation

Demand Pull Inflation

This iz when the ageregale demand in an ELonomy exceeds lhe aggrepate suppi . This increase in the aggregate demand
might occur due to an increase in the manay supply or incoma or the leve| of vallic pxpenditure,

his cancept is associated with full employment when altering the supply is net rnossible. Take a look a2t the yraph laiow:
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I the graph above, 8S is (he dgaregate supply curve and DD s the dggrepate demand curve. Furiher,

* Upisthe equilibrium price
» U s the equilibriug oulpt

Exogenous causes shift the demand curve to the right 1o DD, Thereior ar the current price (O (1o demand
nereases by qq.. [Mowever., the supply is (k.

Hence. the excess demand fi Hel: puls pressure on the price, HICTeasing i 1 Op.. Therzfore, thee is LN

equilibrium at this price, where demand equals supply. As vou es

i MUSCe. i exeess demand iy elimingt oo s
fol s

+ The price rises which Jends lo-a Fall in demand and 2 rjge i supply.
Favourable Impacts cf Inflation

The favourable impacts of inflation are as follows:



A
F

il ligher Profits

Inflation, usually, benefits the producers of products. They experience better profits since they can sell thair
products at higher prices.

ili)Better Investment Returns

During inflation, investors and entreprensurs receive added incentives for Investing in productive activities.
Therefore, they receive betler returns.

(lilincrease in Production

*nce the producers receive the right investment, they create maore goads and services. Hence, inflation
i2ads {0 an increase in production of products/services.

{iv)More Employment and Belter Income

oince praduction increases, there is an increased demand for the various factors of procuction, irclucng
manpower. Therefore, employment and income increases during infiatian. j

(vIShareholders can earn a good income

It a company earns higher profits, which is pessible during inflation, it can declare dividends toits
shareholders. Thus, the sharehalders can experience a rise in their dividend income during inflationary
periods.

tvilBenefits to Borrowers
Luring inflation, the purchasing power of money decreases. Therefo e, if the banowar s paying & raty of

nigrest which is less than the inflation rate, then he gains in the process. This is because e roal valne o
the money that tha borrower returns is actually less Ihan thit of the money borrowad.

Unfavourable Impacts of Inflation

The unfavourabile impacts of inflation are as follows:

(i}Fixed-Income Groups experience a fall in income

The true income of an individual is the purchasing power of his money income

For people belanging io the fixed-income group like salaried individuzls, pensicners, eic. this means {l:ai

=, will experience a fall in real income. In other waoitls, their purchasing power wiil roduce.
(iinequality in Income Distribution Increases

2 Inflation, businessmen and entrepreneurs exparience an increase in profits. On the other hand
feopie pelonging to the fixed-income groups experience a decline in thair real income. Hence, the inequality
e = ) -

cme aistribution becomes acute during this period.

o
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I"''osets the Planning Process

During inflation, the prices of goods, raw materials, and faclor services increase. Therefore. the Governmaent
Nas to spend more money to complete any investment project taken up during the planning period.




 ihe Government fails to raise more financial resources through savings or taxation, then it upsets the enlire
planning process

{iv)Speculative Investment Increases

Let’s say that the price levels are rising at a very fast rale. People are unsure about how much the prices will
lise in the next few weeks or months. In such cases, many people starl speculative investments,

For example, they might start purchasing shares, gems, land, etc. just for speculative purposes. This is done
wilh the objeclive of earning quick profits, Such investments do not help in creating productive capital in the
2O Y

(viHarmful Effects on Capital Accumulation
Lets say that rising prices become chronic in an economy. During such periods, people start preferring
goods o money since the real value of money will fall in the future, Also people start preferring immeadist
consumplion o consumption in the future

Iherefore, lhe general desite to save slarts reducing. As the willingness and ability to save reduces, the
Aamaunt of funds available for further investment reduces too. Therefore. the averall impacl an the capital

accumulation of the economy is negative since capital accumulation in an economy depends on the growth
of invesimeant

(vitlenders face Losses

Hnder favourable impacts of iflation, we mentioned that borrowers benefit from inflation. Therefore, e
=tand a chance of losing during such periods, This is because thay receive an amount having lowar
nurchasing powsr than the amount loaned

{vit)Megative Impact on Export Income

Sinee the prices of raw materials and factors of production increase, the prices of axport items also increase

during mflation. Hence. their demand in the foreign markets might fall which leads to a fall in the axport
eome ol the country

CosbPuash Inflalion

Supply can alse cause inflationary pressure. If the aggregate demand remains unchanged bul the agorenais
supply falls due o exogenous causes, then the price level increases, Taka a look at fhe graph below:

Fig. 2 Cost-Push Inflation




in the graph above, the equilibrium price is Op and the equilibrium output is Oq. If the aggregate supply falls,
n the supply curve 55 shifts left to reach 5151,

Now, at the price Op, the demand is Oq but the supply is Og2 which is lesser than OCq. Therefore, the prices
are pushed high till a new equilibrium is reached at Cp1.

At What are the main causes of Demand-Puall Inflation?

1. A depreciation of the exchange rate increases the price of imports and reduces the

foreign price of a country's exports. If consumers buy fewer imports, while exports

grow, AD in will rise — and there may be a multiplier effect on the level of demand and

output

Higher demand from a fiscal stimulus e.g. lower direct or indirect taxes or higher

government spending. If direct taxes are reduced, consumers have more disposable

income causing demand to rise. Higher government spending and increased

borrowing creates extra demand in the circular flow

~. Monetary stimulus to the economy: A fall in interest rates may stimulate too much
demand — for example in raising demand for loans or in leading to house price
inflation. Manetarist economists believe that inflation is caused by “too much money
chasing too few goods” and that governments can lose control of inflation if they allow
the financial system to expand the money supply too quickly.

4. Fast growth in other countries — providing a boost to UK exports overseas. Expoert
sales provide an extra flow of income and spending into the UK circular flow — so what
Is happening to the economic cycles of other countries definitely affects the UK

Cost-push inflation

v ost-push inflation occurs when firms respond to rising costs by increasing prices in order
to proteet their profit margins.

Thare are many reasons why costs might rise:

1. Component costs: €.9. an increase in the prices of raw materials and other
components. This might be because of a rise in commodity prices such as oil, cobper
and agricultural products used in food processing. A recent example has heen a surge
in the world price of wheat.

2. Rising labour costs - caused by wage increases, which are greater than improvements
In productivity. Wage costs often rise when unemployment is low because skilled
workers become scarce and this can drive pay levels higher. Wages might increase
when people expect higher inflation so they ask for more pay in order to protect their
real incomes. Trade unions may use their bargaining power to bid for and achieve
increasing wages, this could be a cause of cost-push inflation

3. Expeetations of inflation are important in shaping what actually happens to inflation.
When people see prices are rising for everyday items they get concerned about the
effects of inflation on their real standard of living. One of the dangers of a pick-up in
intiation is what the Bank of England calls “second-round effects” i.e. an initial rise in

prices triggers a burst of higher pay claims as workers look to protect their way of life,
This is also known as a “wage-price effect”
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4 Methods of Measuring National Income:

There are four melhods of measuring nalional moams. wWhich malhod is to be usad depends on the availabidity of datain a
country and the purpose in hand.

{1} Product Method:

Aceording to this method. the total vaiue of finz! goods and servicas produced in a country during a year is calculated 2t
market prices To find out the GNP the dala of all productive aciivities, such 23 agricultural products, wood received from
frmals. minerals receved from mines, commaodities produced by industries, the contributions o production mads oy
transporf. communications, INsUrance companies, lavsyers, doctors, teachers, ete. are collected and assessed at markat
prices. Only the final goeds and sarvices are included and the intermediary peods and services are left aut.

{2) Income Method:

1 1o his method. the net income payments raceiver by all citizens of a country in a paticular year are added ug
P& netmcomes that aceree 1o all factors of producton by way of nal rents. nel wages. net interest and net profits are 2
added loether but incomes tecaived in the form of trangion payments are notncluded in il The data parigining to incoime
are chtzined fram diffsren] sources, jor inslance. fronmy menme lax departmant in respect of hugh mnoar:: yrodiss and 1 case
of workers from hew wage bl

Acoordin

(3) Expenditure Method:

According to this method, ke intal expenditure incuired by the somety in & particular year is added together and includes
persanal consumplion axpenditure, net domestic investment, government sxpanditure on goods and services, and net
foreign investneni. This concept is hased on the assumption that national income equals natichal expenditure

C

{4) Value Added Method:

Anolher mathod of measunng national income is the vaide aoided by industies, The differenca betwenn e St
outputs and inputs &l each stage of oroduction is the value added I all such differences are addad cp for allhindustnss n the
gconomy we arive at the gross domestic product.
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The word ban' was borrowed in Middle English [rom Hidcle Fre mneh Bangue, from Old Halian danca, mesning Ec
from Ol High German bang, bank "oench, rounter”. Benches ware uscd as makeshilt desks or sxchanye coLn's guring
5 g ] i 2 7 i . X5
the R saance by Jewish' 'Florenting bankers, who used 16 mmake hair transactions alop desks coversd by green
tahlesloiis )

Types of Panks:
Fanks ars af yariods tepes winch ate explained as undar

. Comrercial Banks:
Commercial barks are thosa haaks which parfonn all b
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ce short-tenm loans to customers O late. they have starled giving rredivm term ana leng-igrm loaEns
glen th ladis 20 maor commercial banks have been nationa ised. whereas in developed countries they are run = 1
stoek momnanies i the pnvate sector. Some of the commersial banks in india are Andhra Bank, Sanara Sank. Indizn can

o, Exchange Banks:

Fxchange banks are these banks which deal in foreign exchange and specialise in financing foreign trads. They -

called fareign exchange banks. In india, these exchange banks have their head offices located outside india. The Chaitereu

Bank and the Brindlays Bank have their head officers m England, whereas the Amarican Express Bank, and Citi Banik have
it head effices in the USA These banks also render other sarvices such as collecting and supphying information about the

fmrmicn cuslomers providing remitiance faciiities elo

4. Industrial Banks:




Indusirial banks are those banks which provide madivm term and long-tenn finance o industries for the purchase of land,
machinery etc. They underwrite the debentures and shares of industries and also subscribe to them. in India, there are a
number of financial institutions which perform the functions of industnal banks such as tndustrial Development Bank of India,
Industrial Finance Corporation of India, Industrial Credit and Investment Corporation of India, etc. Each State in India has its
own State Financial Corporation. These insttutions are also known as Devalopment Banks.

4. Agriculteral Banks:
Agncutiural banks are those banks which provide credil 1o farmars for shori-lerm, medium-lenm and long-term neads. In

dlz, commercal banks, regional rural banks and Agricultural Cooperzstive Banks provide short-term loans to farmers, Land
Uevelopment Bank give madium-term and long-term leans to farmers on the mortgage of their land. The National Bank far
wriculture and Rural Development (NABARD) provides rafinance facilities to all Wypes of banks which give loans 1o

agncuiiunsis

e Looperative Banlos:

Cooperative banks are those fir izl metiutions which are organissd on the principle of coopearation They provide short-
term and madivm-ternn loans to their membears, In rural arsas, thers are syncultural cooperative banks which sccept deposils
and give loans o agrculturists, rural arlizans, ets:

In urban areas, there are also cooperative banks which perform the functions of ordmary commercial sanks but give loans o
thew membaers only There is & Slate Cooperative Bank in every state of India with its branches at the district level & nown dis
the Central Conperative Bank The Ceniral Cooperative Bank, in tumn, has & branches bolh in urban and rurs! areas
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s an apex bank which provides credit facilities to the Central Cooperalive Sanks, I mohilisaes
seurces fiem the nchian sections of the urhan population by acoepting deposils and creating cradit e commercial
tBorrewing fron e money markel 1L also gets funes from the Feserve Bank of ndiz

i
w8 help promote smai savings, and mobiiise therm, Thay have been very successiul in Japan and Germany. In
: 2 s act 52 eavings banlk
7. Central Banlk: ¥

country which controfs its monelary and banking structare, 11s ownad oy the
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Rleaning of Commercial Banks:
A comtueitinl buni s a financial institution which performs the functions of acee pting deposits from the general pasidic e
giving loains for o cslinent with the aim of carning profii.

{A) Primary Functions:
to 3 aeeepin detosiby:

A canmercias ek accepts deposits fncthe foom ol cureent, savings and lixed deposits T eollects sae surobuy palanees of e
Brdividuals, G and finanees the temporary neoed

of commmereial bransactions. The st task s, cheretore, the eollection of
giavings of the pabhic, The bink does this by aceeptine deposils om i0s costomers, Deposits e Fives libedine of Banks.
£y . 2 ter )

Breposils are of theee types as under;

(i} Current nccount deposits:

Snch deposits ave pavable on demand and arve, therefore, called demand deposits, These can be withdrawn by the depositors
sy marher of |« fopending upon the Lalanee in the acesunt. The bank does aob pay any Tnterest on these deposits b

provides cheque faciities, These accotnts are gencrally mamiained by businessmen and indostiialisis who reecive anel ik

Lisieress mvmcnis ob laree amounts thronsh L:[H‘.{l!h'ii

Hixed deposits (Tinee deposits):
rixed deposits have a fixed period of nuturite and ave velerred to as time depuosita: These are deposits for o fixed tern, Le.,
period of time ranging from a few davs to o few years. These are neither pavable on demand nor they coyjoy chegue Taeilities.

They can be withdenwn only sller e matavity of the specilied fixed period, They carvy higher vate ol interest, They are not
ceterd as a parl af money supply Recwering deposit in which o regular deposit of an agreed suim s made s also a variant of

Fisedd doposits,



LY Savings acecunt deposits:

Pheae are deposits whose main olijective is to save. Savings account is most suitable for individual households. They combs
the Featores of Bath coreent aceount and fxed dc']mf:it's;. They are pavable on demand and slso withdzaw able by chegue, But
banie gives this facility with some reztrictions, e, o bank may allow four or five chegues in g month. Interest paid on savings
aevonnl deposits in lesser Han thal of fxed ele*:,]f‘.-.m'il.

2 M ogives looins and advances:

The seeond midor anction of a commerend bank is tegive Toans and advances particolarly to businessmen and entrepreneurs
aird theprin earn interest, This is,in fack the main sowees of income of the bank. & bank keeps a certain portion of the

rit';w e wath el §as peserve and gives (lends) thie balaoce 1o the borrowers as loans and advanees in the form of cash eredit,
dernd boans, shovl-ron loans, overdeall as explained under,

(i) Cash Credil:

An elizible borrewer i fest sanelioned s evedit Tinit and within that Bmit he is allowed to withdraw a certain amounl on a
siven security, The withdrawing power depends upon the borrower’s current assets, the stoek stalement ofwhich is
subimilled by him G the bank as the basis of secarty, Intersst is charged by the bank on the drawn o niilised ju
eredil Toan).

(i) Nemand Loans:

Addoan which ean be recalled on demand is ealled demaned loan, There is no staled pesturiyy. Uhe enlive loan amount is oo
i sum by crediting it ta the lean aceonunt of the borrower. Those like security brolkers whose eredit needs fluctuate
venerally, take siel losans o personal security and financial assels.

(it Bhort-termm Lonas:
Ahnel-term loansare given against some secnrily as persomad Ioans to finaned working capital o as priovily sectos o
The enlive sl 1= vepaid either in one instabment or ina number of instalments over the period of lean.

Tovveslrnent:
{"nm-m-vciﬂi E‘;:n'u!i*: invest their sprplus fund in g tvpes of securities:

t Clorvoriimient secnvibres L Othe ra ppravcad secuviticd ond o) Cilhier secavitios, Danba varn iaierest on Hiese 5

(15 Secondary Funclions:
At oo he shove-mpentioned bwvo primare fmnder) fnnetions, eommeneial banks perform the following seeondary
Funciions alse.

fraconnling bills of exchange or bundles:
A bl of exebhang -~'f~|~1"¢-f'nl<a g oprotise foopay a leed smennt of dioney at a specific point of tive in future. [t ean also he
prieashed carlior through discouniing process of g commercial bank, Alternativelv, a bill of exchange is a doeumoent
an Inumlﬂrlum;, an amount of money owerd it cansideration of goods received. TEis o paper assel signed by the debtor -
wditor fora el amoun 1><13a|3|<* on a fised date, 70 works like this.

Suppese, AL
moiey ovved an
cra e

gonds Fronn B30 e e pnt pay B inomediatels but instead give Ba bill of exchange stating ibe ||]1m11]I -:'-J
:Iw r..“w when A nH satile Lhe debl Sop ose, B wants the money immediately, he will |f1rw{\t*l the §

el contntizi Uhee baeeds will dedoeet the commission and pay ta B the prosent valne
paperifed perind, the bimkowiil get pavment Brom A,

YWher the

Lo rverdeald i'r=n'51313.:
A overdrafl s o advanes given by alleaving woenstomer ke
awrecd it 30 s Tncilily b o ol pin |ln1|.t1tutrllmnt".

e current aceousnt o overdes Bis current aceount v tooon
e asronnd thas the babenes smeonnt in bas acconnt.

e ather woorrds, depositors of enrvent acconnt make arvangement with the banks that in case a cheque h;*" hvm drawen by
thein which aie not eovered by the deposi, then the bank should grant pverdraf and honour the eheque, The security tor
vebralt i e perati finaneinl desots ke shares, debentores, life insgranee policies of the aecount holder, e,
T Apenve funetiong of the bank:

I'lie bank acts as an agenl of its customers and gets commission For performing ageney Muncltions as onder:
(1Y Transfer of funds:
M oprovides fctlive for cheap and sasy remittanee of funds from place-lo-place through detnand deafls, mait translers,
pelographic transfers, ele.

(it} Collection of funds:
sllects Funds troneh chieques, bills: bundles and demand dralls on behalf of its costomers.



{ii) Paviments of various ilems:
BCmakes paviment ol axes dasaciee preoin, bills, ete. as pee Che divectons of s cusioners,

wivg Purehase and sade of shares and seeurities:
[0 bays sells and keeps in sade costody securities and shaves on behall ol its costomers,

PUG e s dvidends, interest onsliees aod debentores isomade an belalf of (s customers,

] Avts as Prostee and Execator of property of its customers on advice of its costomers.

fvil) Letters of Relerences:

Pogives information aboul economae position of s custoners Lo traders and provides similar information abont ot raders
LA CRSTONETS,

O, Perforoung seneral ntility services:

The banks provide many general utility services, some of which are a5 under:
tecellior's chegies The banks issue traveled's ehegues and gift cheques,

{0 Locher Gacility. The customers can keep thelr oenaments and important documents in lockers for sale custody.
B Underwriting seenrities issued by government, public or private hodies,

fv) Purchase and sole of foveizn exchanee {eurreney)

Central Bank:-

services inchuding econamic research. s zoals are o stabilize the nation's currency, keep unemployment low, and prevent inllating,

Brefinition: A central banis is an independent natienal authority thatconducts monetary policy, reoulates banks. aid provides financial

st central banks are poverned by & board consisting of 1ts member banks. The countyv's chief elected ofticial appoints the Jdirecior.
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wording ta Bark of Taiernational Settiement, “A Ce i H Bank i the Banlk i any countey to which has Lieen enlrasted the
ety ol regidating e vobisne of currenes and credil T that conmtre”

Funclions of Central Bank
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Figere-1: Different Fundions of a Central Bank

T Traditional ["unuimv..
Beter to funetions that are comman tooolleentvad banls i vhe seorkd,

The traditiona! functions of the central bank include the folliwing:
L Bankoof s

WEERESE AL ¢ righl Lo dssie notes teyrveney) inevery countey of the weardd, In the initial years of banking, cvery bank
crjoyved tee vighl ul issning noles, ]tf.lu'm.'vl'. Lhis B toa number of problems, such as notes wers overdissued and the
CUTPEnCy svslem ]u e disorganized. Therelore, the governments of different conntries anthorized centreal banls to issue

notes. The izsue of notes by one hank has led to uniformaty in note circulation and balanee in money supply.

vt} Govermment’s banker, agent, and advisor

Liplies that a central bank pevforms different functions for the government. As a banker, the cantral bank performs banking,
functions for the government as commercial banks performs e the pulilic by aecepting tllu government deposits and



_ruting loans b Mhe gererrmment. As anagenl, the central bank mamages the public debt, anderiales the payment of intevest
s Uhis delsr, amad provides all e services related Lo the debi

A achaisor, the centeal hank gives advice 1o the governinen! regarding eeonamic policy matters, money ma rket, capital
kel and poveiment loans, Apatl fram the the central bank formulates and implements figead aned monetary poli
reeitlale the supply of money in the markel and eomtrol inflation

(i1} Ceestodian of cush peserves ol commercial banls:
Froeprlies thag the v vitval batl bakes care of the cash reserves of commercial hunks. Commercial hanks ave required to e
coplain amannt of pubiic deposits as cash reserve, with the eentral hank, and ather part iz kepl with commereial banis

Thisppselves

The pereeiiage of cish reserves ia deeided by the cenleal bankd A certain parl of these reserves is kept with the central Liank
for Lhe purpose of pranting levamis 1o commer inl Banks Therelore, the contral hanl is also called hanker's hank,

(ivy Custodian of nternational eurrency:implies that the ceniral bank maintams & minimun reserve of international
errereneys The main aim af Uhis reserve is Lo meel emergeney regquirements af foreign exchange and overcome adverse
rrequirementz of defieit in balanee nf pavinenis.

vy Bank of rediscount:Serve the cash requirements of individuals and businesses by rediscounting the hills of excnnii]
Prongh conmereial anls. Thixz is an indirect way of lending money Lo commertial anks by the central Lank: Discounting a
bill of exchange implies aconiving the Bill by purchasing it for the sum loss than its face valug,

2 edigcounting inplies discounting o Bl of cxchange that wag previously disennnted. When owners of bill of exchange ave in
peed ol cash they appeoach ol b liseonnt these Bilis, W eommervial Lanks are themselves in need of
thes approach the central bank o vecliseont:t the bills.

: . I Y
Jigs earmmn el 3

fviy Lendes of st resort: Refer o the moet erncial funetion of the centrl hank. The central bank aise lends money to
HIN < {cteael of rediscomiling of bills, the central bank provides Ioans against troasuey Bills, governmend

Wiidsof eechinng

COERTCECIE
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Feiiy Boanls of ventral clearanee, cottterpeni, and transfer:

Lripelies it lre eenbeal bnk helps e selbing, pld irciebtness beosecn cenmiecsd banls Thepostbor: af hanks give theris
2 densand dinfts drawn on other banks. In auch a case, it is not pogsible Tor banks to approach cach sther for clearanes,

sottement. or transler of deposits.

Tl cenbrad bienl makes this process casy by cotting @ clearing house dnder i he o
wenstine nelehtiess hetween Danks is se he renressilaiive sl different banks et in G

hanlke paymenta, This helps the eential hank to know the ligeidily state ol the commereial barss.

RN EEARE LR bt

(i) Controller of Credit _

lmplies that the central bank has power to reguiate the credit creation by commercial banks, The credit creation depends
apon e amcnns of aeposits, cash reserves, and rate of interest given by commereial banks. All these are directly or ingdirsctls
comirelied by the contral bank, For nstnce, Uhe centeal banl can influence the deposits of commercial anks by performing

skl operations i making, changas in CRE (o control vacdous coanomie conditions.

(b Bevelopimenta) e e ieier o e funetnens vk o roedatedd g Hie procaollon of Bankineg sesiem and eennomie
} vions of The conbmd bank,

develogoment ol the couniyy Thiese are nel enmpulse fime
Pese are diseussed as follows:

(i) Beveloping specinlized finoacinl institutions:Reler Lo the primary funclions of the centrad ank for the o

3 . e constenl baek establishes sl Mo that serve credit requirements of the agricullunre secioy

developmient af oo
anak ather piral husime

e ol These finaneial institutions inclide Indnetrial Development Bank of India (IDBE) and National Bauk for Agricuiture
anel Bural Development (NABARLIY These are called specialized institutions ns they serve the specilic seetors of the ceonom:

as that eentral hank helps i controlling the linancial market

£y influencing money market and capital markeb:lng
' i ! < in ione Lo credin. The central bank maintains the

e praekel dests inoshosh Brem eredit nd capital macket d
comnlinds poonomic grsd L by cosrirlling the e livilios ol these
(iiiy Collecting statistical data:

Coathers and analvzes data related 1o ban king. currency, and foreign ewchange positon of a country. The data s quiie Lol
for researchers, policvmakers, and ceonomists, For instance, the Reserve Bank of India publishes a magazine enlled Reserve
Tanl of Tndia Bulletin, whose data is uselul for formutaling different polivies and making, macro-level decisions,

Pl s,



coting loans to the government. As an agent, e central bank monages the public debt, undertakes the paymient of inlerest
s Uhis deht, and provides all other services related Lo the debl '

A up advisor, the eontyal bank gives advice to the goverament resarding econamic policy matlers, money market, capital
crnrleet, and sovernmenl loais, Apast from this. the central bank formulates and implements fiscal and monetary policies 1o
eenlate the supsl of money in the market and contrnl indlation

(it} Custodian of cash reserves of comniereial baonks:

Praphies that e contral bank takes cave ol the cash reserves of commercial banks, Commercial banks are reguired o keep
vt amount of public deposits as cash reserve. wilh the central hank, and other part is kept with eominercial banks

Pl mselves,

Thie prrcetiteee of vash reserves is deedded by she contral bank! A cerlain part ol these reserves = kept with the central bank
for the parpose b granting loans to commens il bl Therefore, the central bk is also called Bznler's bank

{iv)y Custodian of international currency:mplics that the central bank maintains a minimum reserve of intermakiieat
currency, Thi main aim of this veserve 5 0 meel smersgency reguirements ol lureizn exchange and overcome advierse
requirements of delicit in balanee of payments.

rv} Bank of rediscount:Serve the cash requirements of individuals and businesses by rediscounting the bills of exelinge
throngh cormmereial banks, This is an indirect way of lending money o commercial banks by the central bank. Discounting o
hill of exchange implies acquiring the bill by purchasing it for the sum less than its face value,

tedizeounting implies disconnting o Bill of exehange that was previoualy diseounted. Whea owners of hill of exchange ave i
noeil of cash they approseh the conmmertial bank 1o discount these bilis, T commereial banks are themselves in need ol cash
ey approach the central baek to rediseonyd the Bills

(i) Lender of fast resort: Reter o the maos! crneial funetion of the central hank. The central bank also lends maney to
geint Tnn ks Tastend of rediseaunting of bills, the central bank provides loans against lreasury hills, sovernment

secuvitics, nnd hill= ol exenange:
v Bank of centeal cleavance, settleniend, and tronsfer:
Prnplies Ll Hhe vend val Lok beebps nesellhing matinal el o Belwesn cpmrneicin] Banle. Bepeatons o Banks eive chechs

and demand dealts drawn on ather banks. In such @ vase, it is not pussible lor banks w approach el nther tar clearanue,
sottlerment, or wansker of deposits,

sopan sty

P Ltz bak o

Lo contral Dank makes this process easy by sclting a clenring house i
fibnal indeblness bebween panks is setiled The epreseita e o dditlergit

bapk gevoents. This belps the central Btk fo kinow the liguidity state of the commercial banibs,

oI TR, Ti i

vl Dssed 1o Lie &

(it Conrroller of Credit:

snplies that the central hank has power Lo regutlate the credit creation by commercial banks. The eredil ereativi depends
apesn the anwaant of deposits, cash rescrves, i rate of interest given by commercial broks, All these are divectly or indireetis
corniroiied by the conteal bank Far mstanee, the centeal bink can influenee the deposits of commereial banks by perforining,
s arket operations aned making chamges i CRE Loy enntrol vadons ceonomiy eondifions.

(hh Bevelopne it o etions: oo o thie funetsens that o cebated b the prosnotion of banking sysiet i cevnomie
developnent of the country . These ave el compulsary functivus of the srrival bank.

Fhese are discussed as Tollows:

{13 Developing specinlived finanecial institetions: Refer to the primary finctions of the centrat bank for the economie
Jevelopment ol i conniny. The contea] bark establishes mstitutions that sewve credit reguiremnents of the agricullure seeior
anc other raeal Bosinesses.

Some of these linaaeial instibntions inelude Industrial Development Bank of Tadia (HDBL) and National Bank for Apriceliare
anel Rural Develspment {NABARDY. These are eatled speeinlized institutons ax they serve the specifiv sectors of the ceonoe:

i) Inflzencing money market and capital market:hnplies that central hank helps in contralling the Floanecial ke

Sl emer ket doals inshort teem eredit el capital market deals i long e eredit, The central banlomaintains the

ennliy's veonomic grovth by contrulline the aciivitics of these markels.

(iii) Collecting stalistical data:

Ciathers and anabyzes data related to banking, corrency, il Toreien exchange position of a country. The data is quite helptul
fior reseavehiers, policymalkers, and ceonowmists, For inslance, the Reserve Bank of Ludia publishes a magazine ealled Reserve
Bk of Tndia Bubletin, whose data is nseful for formulating different policies and making racro-level decisions.
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(). Lxplain the funetions of commercial bank,

The commercial banks serve as the king pin of the {inancial system of the country. They render many
valuahle services. The impertant functions of the Commmercial hanks can be explained with the help
ol the following chart. A commercial ban is a type of bank that provides services, such as accepling
deposits, giving business loans and basic investment products.

Commercial bank can also refer to a bank or a division of a bank that mostly deals with deposits ang
Inans from corporations or large businesses, as opposed o individual members of the public

Primary Funelions
The primary lunelions of the commercial banks include the following:

AL Aceeptance of Deposits

. Time Deposits:=These ave deposits repayvable after a certain fixed period. These deposits ave nol
withdrawn able by cheque, dralt or by other means. [t includes the lollowing,

() Vixed Deposits:-The deposits can be withdrawn only aller expiry of cortain period say 3 years,
5 vears or 10 years. The banker allows a higher rate of interest depending upon the amount and
period of time. Previously the rates of interest payable on fixed deposits were determined by Reserve
Bank.

(D) Recurring Deposits:-In recinring deposit, the customer opens an account and deposit
certain sum of money every month, Afler a certain period, say 1 vear or 3 vears or 5 vears, the
accumulated amount along with interest is paid Lo the customer. T is very helplod to the middle and
poor sections of the people. The interest paid on suel deposits is generally on eumulative basis, This
deposit svstem is o uselol mechanism for regular savers of money.

() Cash Certifieates:-Cash cortificales are issucid 1o the public for a longer period of Bime, It
atiracts the people because its maturily value is in mulliples of the sum invested. It is an altractive
and high vielding investment for those wheo can keep the funds Tor o Jong time,

2, Demand Deposits:-These are the deposits which may be withdrawn by the depositor at any
Hime without previous aotice, 1 s withdraw able by chegue/fdraft. It includes the Tollowing:

(i) Savings Deposits:<Uhe savings deposil promotes thrill among people, The savings deposits
can only be held by individuals and non-profit institutions. The rate of interest paid on savings
deposits is lower thao that of tine deposits, The savings aceount holder gets the advanlage of
licpuidity and soall ncome 10 the Tomm ol fnterests.

() Current Account Deposits:-These accounts are maintained by the people who need to have a
ligguidd halance, Current secount offers high liquidity. No interest is paid on eurrent deposits and
Lhere are no resteictions on withdrowals froo the enevent account,

These aceounts are generally in the case of business (inms, instilutions and co-operative hodies.
Mowadays, banls are designing and olfering various investiment schemes for deposit ol monev. These
schemes vary lrom bank o hank,

B, Advaneing of Loans:-The commercial banks provide loans and advances in various forms,
Thev are given helow:




€

i. Overdraft:-This facility is given Lo holders of current accounts only. This is an arrangement with
the banlers thereby the customer is allowed to draw money over and above the balanee in his/her
aceount. This facility of overdrawing his aceount is generally pre-arranged with the hank up toa
certain limil.

2, Cash Credit:-Cash eredit is a form of working eapital credit given to the business lirms, Under
this arrangement, the customer opens an account and the sanctioned amount is eredited with that
aecount, The customer can operale that account within the sanctoned limit as and when vequirved..
3. Discounting of Bills: Discounting of Bills may be another form of bank eredil, The banls may
purchase inland and foreign bills before these ave due Tor payment by the drawer debtors, at
discounted values, Lo, values o little loveer than the Tee valoes.

The Banker's diseount is generally the intevest on the Tull amount for the unexpired period ot the bill.
The banks reserve the right of debiting the accounts of the costomers 1o case Ll bibls are altimalely
not paid, e, dishonored.

4. Loans and Advanees: 1L inchudes both demand and term loans, direet Toans and advances given
to all type of customers mainly to businessmen and investors against personal sceurity or goods of
mevable or immovable in nature, The loan amount is paid in cash or by credit to eustomer account
which the customer can draw ot any lime.

Classification of Loans and Advances:-Loans and advanees given by bankers can be elassified
Lroadly into the following categories:

(il Advanees which are given on the personal securily of the debtor, and Tor whicl na
tangible or collateral seenrity is taken; this type of advance is given either when Lhe
amount of the advanee is very simall

i) Advances which are covered by tangible or collateral seenrity. In Lhis seclion of the
stucly we are concerned willy Lhis type of advance and with different types of seeuritios
which a Banker may accepl for such advances

(i) Advances which are given against the personal security of the debtor but for whicl the Banker
also holds in addition the guaranlee of one or more sureties. This type of advance is oflen given by
Bunker to persons who are not known to them but whose surety is known 1o the Banker. Bankers
also often ke the personal guarantee of the Diveetors of o company to whom they agree to advanee
i elean or unsecured loan,

(iv) Loans are also given against the sceurity of Fixed Deposil veecipls.

5. Housing Finance:

Nowadays the conmmereial banks ave compeling among themselves in providing housing lnacee
facilitics to their customers. It is mainly W increase the housing facilities in the country. State Bank
of Tndia, Indian Bank, Canara Bank, Punjab National Bank, has formed housing subsidiaries to
provide housing finanee,



0. lidueational Loan Scheme:-The Reserve Bank of India, fromm August, 1999 introdueed a new
Fdueational Loan Seheme for students of full time eraduate/post-graduale professional eourses in
privale professional colleges.

Under e scheme all paihlic sector banks have been direcled to provide educational loan up to Rs.
15,000 for froe seal and Rs, 50,000 [ pazment seal student at interest vol more Lhan 12 per cent
ser annum. This Tean is on clean basis e, without ealling Tor security,

This loan is available only for students whose annual family ineome does not exeesd Rs, 1, 00,000,
“The loan has to be repaid together with interest within five years from the date of completion of Lthe

course. Studies in respect of the Tollowing subjects/fareas are covered under the seheme.

for) Medieal and dental course.

fh Ensineering course,

{) Chemieal Technology.

(i) Management courses like MBA.

fi) Lo sluclies.

=. Loans against Shares/Securities:-Commercial banks provide loans against the seeurity ol
shares/debentures ol repuled companies. Loans are ustally given only up to 50% value of the shares

stibjeel oo maximum ameunt peripissibie as per RBI directives, Presenthy one can obtain a loan up
to Rsora lakhs azainst the physical shares and up Lo Rs, 20 lakhs against dematerialized shares,

5. Loans against Savings Certificates:-Banks ave also providing loans up to certain value of
savings certilicales like National Savings Certilicate, Fixed Deposil Recetpt, Tndira Vikas Palea, ete.

The loan may be ohtained for personal or business purposes.

g. Consumer Loans and Advances:-One of the Iimportant arcas for bank {inancing i recent

vears is lowards purchase of consumer durables like TV sels, Washing Machines, Micro Oven, el
anks also provide liberal Car linanee.

10, Securitization of Loans:-Banks are recently trving to seeurities a parl of their part of loan
portfolio and sell it to another inveslor, Under this method, hanks will convert Lheir business loans
into o scenrity or o document and sell it to some Investiment or Fund Manager o cash to enhanee
thetr Feguidity position,

11, Others:-Commereial banks provide other types of advances such as venture capilal achvances,

jewel loans, ele,

C. Credit Creation:-Credit ereation is one of the primary functions of commercial baks, Wlhen i
bl sanetions a loan to the eustomer, it does nat give eash to him, Bul, a deposit aceount is opened
i his e and Uie amount is eredited to his account. He can withdraw the moncy whenever he
feels,

Secondary Funetions:-The secondary functions ol the barks comsist of agency funclions and
aeneral ulility functions,

AL Ageney Functions:-Ageney functions include the Following:

(1) Colleetion of cheques, dividends, and interests:-As an agent the ook collects cheogues,
drafts, promissory notes, interest, dividends ete, on lyehalf of its customers and eredit the amounts
o Their accounls.



{
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(i) Payment of rent, insurance premiums:=The bank makes the payiments such as vent,
Insuranee premiums, subseriptions, on standing instructions until further notice, Till the order is
revolked, the bank will continue to make such payments regulacty by debiting the customer's aceount.
(iii) Dealing in foreign exchange:-As an agent the conunercial banks purchase and sell loreign
exchange as well for customers as per RBI Exchange Contrel Regulations.

(iv) Purchase and sale of sceurities:-Commercial banks undertake the purchase and sale of
dilferent sceuritios sucl as shares, debentures, honds ete,, on belialf of their eustomers, They ran o
separate Portfolio Management Scheme” for their big costomers.

(1) Aet as trustee, exeentor, attorney, ete:-The banks act as exceutors of Will, trustees and
altorneys. It is safe to appoint a bank as a trustee than to appoint an individual, Acting as attorneys
of their customers, they receive payments and sign transfer decds of the properties of their
cliEloners,

(vi) Act as correspondent:-The conimereial banks act as a eorrespondent of their customers.
Small hanles even get travel tickets, book vehicles; receive letters cle. on behalf of the customers.
(vii} Preparations of Income-"Tax returns:-They prepare meome-lax returns anel provide
adviees on tax matters for their customers, For this purpose, they employ tax experts and make their
services, availahle to thelr customers,

3. General Utility Serviees:-The General utility services inelude the following:

(1) Safety Locker facility:-Safekeeping of important dociments, valuahles lilke jewels ave one of
the oldest services provided by commercial banks. 'Lockers' ave small receptacles which are fitted in
steel racks and kept inside strong rosms known as vaults, These lockers are available on hali-yearly
ar avnual rental basis.

(it} Payment Mechanism or Money Transfer:-Transfer of funds is one of the importint
functions performed by commercial banks. Cheques and eredit cards are two imporlant payment
mechanisms through banks, Despite an inerease in financial transactions, hanks are managing Ll

transfer ol lunds process very efficiently.

Cheques are also cleared throngh the banking system. Correspondent banking is another method of
tramsferring funds over long distanee, usually from one country to another. Banks, these days employ

compulers o speed up money transter and o reduce cost of translerring funds,

(iii) Travelers' cheques:-Travelers Cheques ave used by domestic travelers as well as by
ternational travelers, However the use of traveler's chegues is more commeoen by international
Proveders beeause of their safety and convenience. These can be also termed as a modilied Torm ol
Leaveler's letter of eredil

(iv) Circular Notes or Civeular Letters of Credit:

Under Cireular Letters of Credit, the customer/traveller negotiates the dralls with any of Lhe varioons
branelies to whicl they ave addressed. Thus the traveller can obtain funds from many of the branches
of banks instead only rom a particular branch. Circolar Letters of Credit are therelore o muore usciul

el lod for obtaining funds while travelling to maony countries,
o 'l e

(v) Issue "Travellers Cheques™:-Banks issuv lravellers chegues to help carry money salely while

travelling within India or abroad, Thus, the customers can Lravel without fear, theft or loss of money,



(v1) Letters of Credit:-Letter of Credit is a pavment dociment provided by the buver's banker in
favour of seller. This dociment suarantees payment 1o the seller upon production of docunnent
mantioned i the Letter of Credil evidencing dispateh of goods to the Bver,

The Letter of Credit is an assurance of pavment upon Talfilline conditions mentioned in the Letter of
pra | 8

Credit, The leller of eredit is an impartant method of pavment in inlernational trade. There are

primarily 4 partics Lo a letter of eredit.

(vif) Acting as Referees:-The hanks sct as relerees and supply information about the business
transactions and Hnaneial standing of their customers on enguiries made by third parties. This is
dome om the aceeplance of the customers and help to inercase the husiness activity in general.

(viii) Provides Trade Information:-The commercial banks collect information on business apd
financial condilions ete., and make it available to their customers 1o help plan theiv stratesy. Trade
information service is very useful for those customers going for cross-horder business, 1twill help
traders 1o know the exact business conditions, payment rules and huyers' financial status in other
cotnbries,

(i) ATH facilities-The hanlks tocay have ATM Tacilities. Under this svslem the customers can
withdraw their money casily and quickly and 24 honres « day. This is also knewn as 'Any Time
Money'. Costomers under this system can withdraw funds e currency notes with o help of certain
magnetic card issued by the banlk and similarly deposil cashicheque for eredit to account,

() Credit cards:-Banks have introduced credit ead svatem. Crodit cavds coahle a customer 1o
purchase gonds and services from certain specified retail and service establishiments up Lo a limil
withent making immediate pavment. In olher words, purchases can be made an eredit hasis on the
strenglh of the eredit eard.

(xi) Gilt Cheques:-The commercial hanks ofTer Gifl cheque facilities to the general public, These
chegues received o wider neceptance in India, Under this svstein by paving equivalent amount one
can buy gilt chegue for presentation on oceasions like Wedding, Birthday,

(xii) Aceepling Bills:-On hehall of their costomers, the hanks aceepl vills dreawn by third partices
on its cuslomers, This resembles the letter of credit. While hanks accept bills, Ehey provide a helter
seeurity for payvient to geller of goods or drawer of hills,

(xiii) Merchant Banking:-The commercial hanks nrovide valuable s rvices Thiough thelr
merchant hanking divisions or through their subsidiaries to the traders. This is the function ol
underwriting of seeurities, They underwrile a portion of the Public issue of shares, Debentures aned
Bonds ol Joinl Stock Companies.

(xiv} Advice on Financial Malters:-The commercial hanks alao give adviee to thelr customers
an financial matters particularly on investment decisions sueh as expansion, diversificalion. new
ventures, rising of Tunds efe,

(xvv) Facloring Service:-Today the commercial banks provide [actoring service to their customers.
1t is very mueh helpful in the development of trade and mdustry as immediate cash Tow and
administration of deblors’ aceounts are taken care of by factors. This serviee is again provided only
by aseparate subsidiary as per RBI regulations,

A customer has to carefully study these statements to choose his hanks. The combined balance sheet

ol all hanks in the country reveals corlain eeonomie trends. A specimen of a Bank’s Balanee Sheet s
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(. Difference between money market & capital market
b Maturity Period:

The money market deals in the lending and borrowing of shovt-term finanee (e, lor one year or
less), while the capital market deals in the lending and boreowing of long-term fnance (e, for more
Ll one vear),

= Credit Instraments:

The main credit instriments of the money market are call money, collateral loans, seedéptanees, bills
of exchange. On the other hand, the main instroments used in the capital market are stocks, shares,
debentures, bonds, seeurilies of the government.

3, Nature of Credit Instruments:

The credit instruments dealt with fn the eapital market ave more heterogencons than those in mone
market. Some homogeneity of eredit instroments is needed for the operation of finaneial markets.
oo mueh diversity creates problems for e investors,

4. Institulions:

Important instilutions operating o the' money market are central banks, commercial banks,
aveeplanee houses, nonbank finoneial institutions, bill brekers, ete. mportant inslitutions ol the
capital market are stock exchanges, commereial hanks and nonbank institutions, such as insurance

companics, morlgage banks, building seciclies, ete,
5. Purpose of Loan:
The money markel meels the shovl-term credil needs of business; iU provides working capital Lo the

industrialists, The capital market, on the other hand, caters the long-termy eredit needs of the
mdustrialists and provides fixed capital o buy foud, machinery, ete.

O, Bighe
The degree of risk is small in the money market, The risk is much greater in eapital market. The

malurity of one vear or less gives little time for a defaull 1o occur, so the risk is minimised, Risk

varies botl o desree and nature throughont the capital market.
7. Basic Role:

The basie role of money market is that of liguidity adjustment. The basic role of capital marcket is Lhat

of pulling capital to work, preferably to long-termy, sceure and productive civployiment.

. Belation with Central Banlda:



)

The money market is elosely and divectly linked with central bank of the connkry, The capital marke
feels central bank’s influence, but mainly indirectly and through the money market.g. Markel
9. Regulation:-Tn the money market, commercial hanks are closely regulated. [o the capital market.,
Lhe institutions are nol much regular given ot the end of this chapter,

Q. Explain the functions of reserve bank of India.

Reserve Bank of India (RBI) is India's central banking institution, which controls the monetary
policy ol the Indian rupee. It was established on 1 April 1935 during the British Raj in
accordunce with the provisions ol the Reserve Bank of India Act. The share capital was divided
nto shares of 100 each fully paid, which was entirely owned by private sharcholders in the
beginmin. The RBI was nationalised in the year 1949,

The KBI plays an important part in the development strategy of the Government of India. It is a
member bank of the Asian Clearing Unjon, The general superintendence and direction ol the
KRB is entrusted with the 21-member-strong Central Board of Directors—ithe Governor. four
Deputy Governors, two Finance Ministry representative, ten covernment-nominated directors 1o
represent important elements from India’s economy, and four direclors to represent local boards
headquartered al Mumbai, Kolkata, Chennai and New DelhiThe bank is also active in promoting
tinancial inclusion policy and is a leading member of the Alliance for Financial Inelusion (AT,

Functions of Reserve Bank of India:-The Reserve Bank of India Act of 1934 entrast all ihe important funclions of a
cenlral bank the Reserve Sank of India,

Bank of Issue:-Under Section 22 of the Reserve Bank of India Act, the Bank has the sole righl lo issue bank notes of
all denominalions. The distribulion of one rupee nates and coins and small coing all over the couniry is undertaken by
lhe Reserve Bank as agend ot he Government. The Resarve Bank has a separate 1ssue Deparlment which is
entrusted with the issue of currency noles. The assels and liabilitiess of the lssue Deparlment ars kept separate fram
hose of the Banking Department

Banker to Gavernment:-The second important funclion of the Reserve Bank of India is ta act as Government

kaap lhe cash balances as deposils free of interest, o receive and 1o make payments on behall of the Government
and 1o carry oul their exchange remiltances and alher banking operations, The Resarve Bank of India halps the
taovernment - both the Union and the States Lo float new loans and 1o manage public debt.

excepling thal of Jamimu and Kashmir, The Reserve Bank has the abligation to transacl Governmenl business, via. to

Bankers' Bank and Lender of the Last Resort:-

The Heserve Bark of India acls as the bankers' bank, According o the provisions of the Banking Companies Acl of
1942, every scheduled bank was reguirad 1o mainlzin with the Reserve Bank a cash halanca eguivalent to 5% of ils
demand liabilites and 2 per cent of ils time lakililies in India. By an amendment of 1962, the distinction between
demand and lime liabilties was abolished and banks have been asked to keep cash reserves equal 1o 3 par canl of
their aggregale deposil iabilities. The minimum cash requirements can be changad by lhe Reserve Bank of India,

Controller of Credit:-The Reserve Bank of India is the controller of credil i.e. it has the power o inflluence the
volume of eredil created by banks in India_ L can do so thraugh changing the Bank rate ar through apen marsel
operalions. According Lo the Banking Regulation Acl of 1943, the Reserve Bank of india can ask any particular bank
ar the whole banking system rot o lend to padizular groups or persens on the basis of cornain lypas of securilies
Since 1956, selective conlrols of eredit are increasingly being usad by the Reserve Bank.

fs superéme banking authority in the counlry, the Reserve Bank of India, therefore. has the following powers:-



{a) It holds the cash reserves of all the schedulad banks.

ib1 It conbrols the credit operations of banks thraugh quaniitative and qualitative confrols,

rc) It controls the hanking system through the system of censing, inspection and calling for infarmatian
{d) It acts as the lender of the last resert by providing rediscount facilities 10 scheduled banks,

Custodian of Foreign Reserves:-The Reserve Bank af India has the responsibility to maintain the official rate of
gachange. According to the Reserve Bank of India Act of 1934, the Bank was required 1o buy and sell at fixed rates
any amount of sterling in lots of not less than Rs. 10,000, The rale of exchange fived wasz Re, 1 = sh. 6d. Since 1835
tha Bank was able lo maintain the exchange rate fixed at Ish Gd, though there were periods of extreme pressure in
favour of or againstiha rupse. Afler India became a membear of the International Monetary Fund in 1948, the Resarve
Bank has the responsibility of maintaining fixed exchange rates wilh all olhar mamoar countries of the LIME.

Supervisory functions:-in addition 1o its lraditional central banking funclions, the Resene bank has carlain non-
monetary functions of tha nature of supervision of banks and promotion of sound banking in India. The Reserne Bank
Acl, 1834, and the Banking Regulation Act, 1949 have given the RBI wide powers of supervision and conlral cver
commercial and co-operative banks, relating 1o licensing and establishments, branch expansian, liquidity of their
assels, management and methods of working, amalgamation, recenstruction, and ligudation, The RBL s aulhorisad
10 cary out pericdical inspections of the banks and 1o call for refurns and necessary information from lhem. The
nationalisation of 14 major Indian schaduled banks in July 196% has imposed naw responsibililies on the RE for
diracling the growth of banking and cradil policies towards more rapid developmeant of the economy and realisation of
ceriain desired social objectives. The supervisory hunclions of the RBI have helped a great deal in improving tha
slandard of banking in India to develop on sound lines and to improve the methods of their operation

Promational functions:2ilh economic growlh assuming & new urgency since Independence, the range of lhe
Feserve Bank's functions has sleadily widened, The Bank now performs a vanetyof developmental and promolional
funclions, which, al ane lime, were regarded as oulside 1he normal scope of central banking. The Reserve Bank was
asked lo promote banking habit, extend banking facilities 1o rural and semi-urban areas, and establish and promota
new spacialisad financing agencies. Accordingly, the Reserve Bank has helped in the selting up of the IFC1 and the
SFC: it set up the Depasit Insurance Corporalion in 1562, the Unil Trust of India in 1984, the Industrial Development
Bank of India alse in 1984, the Agricultural Refinance Corporation of India in 1963 and the Industrial Reconstroclion
Corporation of India in 18972,

The manelary funclions also known as the central banking funclions of the RBI are related to contral and regulation of
monay and credit, e, ssue of currency, control of bank credil, contrel of foreign exchange operalions, banker to the
Government and 1o the monay markel. Monetary functions of the RBI are sigrnificant as they control and regulate the
volume af moeney and credit in the country.
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Market Structure:
MMeaning:

Market structure refers to the nature and degree of competition in the market far goods and services. The
structures of market both for goods market and service (factor) market are determined by the nature of
competition prevailing in a particular market.

Forms of Market Structure:
Cn the basis of competition, a market can be classified in the following ways:

1. Perfect Competition 2. Monapaoly 3. Duopoly 4. Oligopoly 5. Monopolistic Competition
1. Perfect Competition Market:

A perfectly competitive market is one in which the number of buyers and sellers is very Iarge','r’}agll engaged in
buying and selling a homogeneous product without any artificial restrictions and possessing pe.r.‘r.ett knowledge
of market at a time.In the words of A. Koutsoyiannis, Perfect competition is a market structure characterised by
a complete absence of rivalry among the individual firms! According to R.G. Lipsey, “Perfect competition is a
market structure in which all firms in an industry are price- takers and in which there is freedom of antry into,
and exit from, industry”

Characteristics of Perfect Competition:
The following are the conditions for the existence of perfect competition:
{1} Large Number of Buyers and Sellers:

The first condition is that the number of buyers and sellers must be so large that none of them individually is in «
pasition to influence the price and output of the industry as a whole. The demand of individual buyer relative to
the total demand is so small that he cannot influence the price of the product by his individual action.

similarly, the supply of an individual seller is so small a fraction of the total output that he cannot influence the
price of the product by his action alone. In ather words, the individual seller is unable to influence the price of
the product by increasing or decreasing its supply.

Rather, he adjusts his supply to the price of the product. He is"output adjuster’. Thus no buyer ar seller can alter

the price by his individual action. He has to accept the price for the product as fixed for the whole industry. He is
a"price taket,

(2] Freedom of Entry or Exit of Firms:

The next condition is that the firms should be free to enter or leave the industry. It implies that whenever the
industry is earning excess profits, at‘racted by these profits same new firms enter the industry. In case of loss
being sustained by the industry, some firms leave it.

[2) Homogeneous Product:



Each firm produces and sells g homogeneous product so that ng buyer has any preference for the product of
any individual seller over others. This js only possible if units of the same product produced by different sellers
are perfect substitutes. In other words, the cross elasticity of the products of sellers is infinite.

Mo seller has an independent price policy. Commodi-ties like salt, wheat, cotton and coal are homogeneous in
nature. He cannot raise the price of his product. If he does so, his customers would leave him and buy the
product from other sellers at the ruling lower price.

he above two conditions between themselves make the average revenue curve of the individual seller or firm
perfectly elastic, horizontal to the X-axis. It means that a firm can sell more ar less at the ruling market price Lut
“annot influence the price as the product is homogeneous and the number of sellers very large.

(1) Absence of Artificial Restrictions:

The next condition is that there is complete openness in buying and selling of goods, Seller$ are free to sell thejr

goods to any buyers and the buyers are free to buy from any sellers. In other words, there is no discrimination
on the part of buyers ar sellers,

“oreo-ver, prices are liable to change freely in Fésponse to demand-supply conditions, There are no efforts on
the part of the producers, the government and other agencies to control the supply, demand or price of the
products. The movement of prices is unfettered,

(2) Profit Maximisation Goal;
Every firm has only one goal of maximising its profits.
\o) Perfect Mobility of Gaads and Factors:

Another requirement of perfect competition is the perfect mobility of goods and factors between industries,
Goods are free to move to those places where they can fotch the highest price. Factors can also move from a
low-paid to 3 high-paid industry,

{7) Perfect knowledge of Market Conditions:

Lhis condition implies a close contact between buyers and sellers. Buyers and sellers possess complete
knowledge ahout the prices at which goods are being bought and sold, and of the prices at which others are
Pprepared to buy and sell, They have also parfect knowledge of the place where the transactions are being
-arried on. Such perfect knowledge of market conditions forces the sellers to sell their product at the prevailing
market price and the buyers to buy at that price.

(8) Absence of Transport Costs:

Another condition is that there are no transport costs in carry-ing of product from ane place to another. This
condition is essential for the existence of nerfect compe-tition which requires that 3 commodity must have the
srMme price everywhere at any time, Iftransport costs are added to the price of the product, even a
homogeneous commadity will have different prices depending upon transport costs from the place of supply.

(9] Absence of Selling Costs:



Under perfect competition, the costs of advertising, sales-promotion, etc. do not arise because all firms produce
a homogeneous product,

2. Monopoly Market:

Manopoly is a market situation in which there is on!w,f one seller of a product with barriers to entry of others. T!
praduct has no close substitutes. T1 CrOsS elaxtamty nf demand with every other pruduc‘t is very loww, This
means that no other firms produce a snmlnsi'r' pmduct ﬂcrc;rdmgtu D. Salvatore, ”Monopuly is the form of market
urgamﬂtlon in which there is a single firm SElImg a commodity for which there are no close substitutes! Thus

the monopoly firm is itself an industry and the monopolist faces the industry demand curve.

The demand curve far his product is, therefore rr-_l:’lt_welarr ztabie and-slopes duwnward to the right, given the

tastes, and incomes of his customers. It means that more of the [JdeLIEt can be mld at a lower price than at

higher price. He is a price- malmr ~.r~.Iu::r can set the pnce to his m-mmum advaﬂhgp

However, it does not mean that he can set both price ¢ and output. He can do either of the two things. His price is
determined by his demand curve, once he selects his output level. Or, once he sets the price for his product, his
output is determined by what consumers will talke at that price. In any situation, the ultimate aim of the
monopolist is to have maximum profits.

Characteristics of Monopoly:
The main features of monopoly are as follows:

1. Under monopoly, there is one producer or seller of a particular product and there is no differ-ence hetween a
firm and an industry. Under manopoly a firm itself is an industry.

2. A monopoly may be individual aroprietorship or partnership or joint stack company or a co-operative tooi!
or a government company.

3. A monopolist has full control on the supply of a product. Hence, the elasticity of demand for a monopolist’s
product is zero.

4. There is no close substitute of a monopolists product in the market. Hence, under monopaoly, the cross
elasticity of demand for a monopoly product with some other good is very low.

[y ]

There are restrictions on the entry of other firms in the area of monopoly product.

o

. & monopalist can influence the price of a product. He is a price-maker, not a price-taker.

7. Pure monopoly.is not found in the real world.

0

. Monopolist cannot determine both the price and guantity of a product simultaneously.

9, Monopolists demand curve slopes downwards to the right. That is why, a monopolist can increase his sales
only by decreasing the price of his product and thereby maximise his profit. The marginal revenue curve of a
monopolist is below the average revenue curve and it falls faster than the average revenue curve. This is
because a monopalist lias to cut down the price of his product to sell an additional unit.

3. Duopoly:



wuupoly is a special case of the theory of oligopoly in which there are only two sellers. Both the sellers are
completely independent and no agreement exists between them. Even though they are inde-pendent, a change
in the price and output of one will affect the other, and may set a chain of reactions. A seller may, however,

tmie that his rival is unaffected by what he does, in that case he takes only his own direct influence on the
price.

If. on the other hand, each seller takes into account the effect of his policy on that of his rival and the reaction af
wie rival on himself again, then he considers both the direct and the indirect influences upen the price.
Moreover, a rival seller's policy may remain unaltered either to the amount offered for sale or to the price at

which he offers his product. Thus the duapoly problem can be considered as either ignoring mutual dependence
fecognising it

4. Oligopoly:

‘Irac:nb,u::ly is a market situation in which there are a few flrms E-Iling homogeneous or dj’rfercnti ated productS It

the action of one firm is |Ike|*,f to affect the Gthers An uhg,r_xpula,r |ndu5trﬁ,f prmJuwa re:ther a hnmogeneous
~roduct or heterogeneous products.

The former is called pure or per-fect oligopoly and the latter is called imperfect or differentiated oligopoly. Pure
oligapaly is found primarily among producers of such industrial products as aluminium, cement, copper, steel,

qc, ete Imperfect olipopoly is found among producers of such consumer goods as automohiles, cigarettes,
spaps and detergents, TVs, rubber tyres, refrigerators, typewriters, etc,

Characteristics of Oligopaoly:

In addition to fewness of sellers, most oligopolistic industries have several common characteris-tics which are
explained below:

(1) Interdependence:

There is recognised interdependence among the sellers in the oligopolistic market. Each oligopolist firm knows
*hat changes in its price, advertising, product characteristics, etc. may lead to counter-moves by rivals. When

the sellers are a few, each produces a considerable fraction of the total output of the industry and can have a
noticeable effect on market conditions,

"z can reduce or increase the price for the whole oligopolist market by selling more quantity or less and affect
the profits of the other sellers. It implies that each seller is aware of the price-rmoves of the other sellers and
their impact on his profit and of the influence of his price-move on the actions of rivals.

inus there is complete interdependence among the sellers with regard to their price-output policies. Each seller

has direct and ascertainable influences upon every other seller in the industry. Thus, every move by one seller
leads to counter-moves by the others.

(2] Advertisement:

The main reason for this mutual interdependence in decision making is that one producer’s fortunes are
dependent on the policies and fortunes of the other producers in the indus-try. It is for this reason that
ocligopolist firms spend much on advertisement and customer services.




As pointed out by Prof. Baumol, Under oligopoly advertising can become a life-and-death matter” For example, if
all oligopolists continue to spend a lot on advertising their products and one seller does not match up with them
he will find his customers gradually going in for his rivals product, If. on the other hand, ane oligopalist
advertises his product, others have to follow him to keep up their sales.

(3) Competition:

This leads to another feature of the oligopolistic market, the presence of com-petition. Since under oligopaly,
there are a few sellers, a move by one seller immediately affects the rivals. 50 each seller is always on the alert
and keeps a close watch over the moves of its rivals in order to have a counter-mave. This is true competition,

(4) Barriers to Entry of Firms:

As there is keen competition in an oligopolistic industry, there are no barriers to entry into or exit from it.
However, in the long run, there are some types of barriers to entry which tend to restraint new firms from
entering the industry,

They may be;

(a} Economies of scale enjoyed by a few large firms; (b) control over essential and specialised inputs; {c) high
capital requirements due to plant costs, advertising costs, etc. {d) exclusive patents and licenses; and (e) the
existence of unused capacity which makes the industry unattractive, When entry is restricted or blocked by 51+
natural and artificial barriers, the oligopolistic industry can earn long-run super normal profits.

{5) Lack of Uniformity:

Another feature of oligopoly market is the lack of uniformity in the size of firme. Finns differ considerably in size.
Some may be small, others very large. Such a situation is asymmetrical. This is very common in the American
ecanomy. A symmetrical situation with firms of a uniform size is rare.

[6) Demand Curve:

Itz not easy to trace the demand curve for the product of an oligopolist. Since under oligopaly the exact
vehaviour pattern of a producer cannot be ascertained with certainty, his demand curve cannot be drawn
accurately, and with definiteness. How does an individual seller s de-mand curve look like in oligopoly is most
uncertain because a seller's price or cutput moves lead to unpredictable reactions on price-output policies of his

~als, which may have further repercussions an his price and output.

The chain of action reaction as a result of an initial change in price or output, is 2l a guess-work. Thus a complex
2vstem of crossed conjectures emerges as a result of the interdependence- among the rival oligopolists which is
the main cause of the indeterminateness of the demand curve,

If the oligopolist seller does not have 3 definite demand curve for his product, then how does he affect his sales,

Presumably, his sales depend upon his current price and those of his rivals, However, a number of conjectural
demand curves can be imagined.

For example, in differentiated oligopoly where each seller fixes a separate price for his product, a reduction in
price by one seller may lead to an equivalent, more, less or no price reduction by rival sellers. In each case, a
demand curve can be drawn by the seller within the range of competitive and monopoly demand curves,



Leaving aside retaliatory price movements, the individual seller's demand curve under oligopoly for both price
cuts and increases is neither more elastic than under perfect or monopolistic competition nor less elastic than
=t mo-napoly. It may still be indefinite and indeterminate.

This situation is shown in Figure 1 where KD1 is the elastic demand curve and MD is the less elastic demand
“urve The oligopolies demand curve is the dotted kinked KPD. The reason is quite simple. If a seller reduces the
price of his product, his rivals also lower the prices of their products so that he is not able to increase his sales,

S0 the demand curve for the individual seller's product will be less elastic just below the present price P (where

il MD curves are shown to intersect), On the other hand, when he raises the price of his product, the
other sellers will not follow him in order to earn larger profits at the old price. So this individual seller will
experience a sharp fall in the demand for his product.

wois demand curve above the price P in the segment KP will be highly elastic. Thus the imagined demand
curve of an oligopolist has a comer or kink at the current price P. Such a demand curve is much more elastic for
price increases than for price decreases.

(/) No Unique Pattern of Pricing Behaviour:The rivalry arising from interdependence among the oligopolists
l2ads to two conflicting motives. Each wants to remain independent and to get the maximum possible profit,

Towards this end, they act and react on the price-output movements of one another in a continuous element of
dncertainty.

Un tne other hand, again motivated by profit maximisation each seller wishes to cooperate with his rivals to
racuce or eliminate the element of uncertainty. All rivals enter into a tacit or formal agreement with regard to
arice-output changes. It leads to a sort of monopoly within oligopoly.

They may even recognise one seller as a leader at whose initiative all the other sellers raise or lower the price. In
~this case, the individual sellers demand curve is a part of the industry demand curve, having the elasticity of the

‘aiter. Given these conflicting attitudes, it is not possible to predict any unique pattern of pricing behaviour in
ligopoly markets,

3. Monopolistic Competition:

vicnopolistic competition refers to a market situation where there are many firms selling a differ-entiated
sroduct.“There is competition which is keen, though not perfect, among many firms making very similar
rroducts”No firm can have any perceptible influence on the price-output policies of the other sellers nor can it



be influenced much by their actions. Thus monopolistic competition refers 1o competition among a large
number of sellers producing close but not perfect substitutes for each other.

It's Features:
The following are the main features of monopalistic competition:
(1) Large Number of Sellars:

In monopolistic competition the number of sellers is large. They are"many and small enough’but none controls 3
major portion of the total output. No seller by chang-ing its price-output policy can have any perceptible efico;
on the sales of others and in turn be influenced by them. Thus there is No recognised interdependence of tha
price-output policies of the seliers and each sellar pursues an independent caurse of action.

(2} Product Differentiation:

One of the mast important features of the monopolistic competi-tion is differentiation. Product differentiation
implies that products are different in some ways from each other. They are heterogeneous rather than
homogeneous so that each firm has an absolute monopoly in the production and sale of 5 differentiated
product. There is, however, slight difference between one product and other in the same category.

Products are close substitutes with a high cross-elasticity and not perfect substitytes. Product“differentiation
may be based upon certain characteristics of the prod-ucts itself, such as exclusive patented features; trade-
marks; trade hames; peculiarities of package or container, if any; ar singularity in quality, design, colour, or style.
It may also exist with respect to the conditions surrounding its sales”

(3) Freedom of Entry and Exit of Firms:

Another feature of monopolistic competition is the freedom of entry and exit of firms, As firms are of small si-c
and are capahle of;’:-rnducfng close substitutes, they can leave or enter the industry or group in the long run.

(4) Nature of Demand Curve:

JUnder moncpaolistic competition no single firm controls mare than a small bortion of the total output of a
pbroduct, No doubt there is an element of differentiation neverthe-less the products are close substitutes. As 3
result, a reduction in its price will increase the sales of the firm but it will have little effect on the price-output
conditions of other firms, each will lose only a few of jts customers,

Likewise, an increase in its price will reduce its demand substantially but each of its rivals will attract only a few
of its customers, Therefore, the demand Curve (average revenye curve) of a firm under monopolistic

tompetition slopes downward to the right, It js elastic but not perfectly elastic within a relevant range of prices
of which he can sel| any amount,

(5] Independent Beh aviour:

‘" monopolistic competition, every firm has independent policy. Since the number of sellers js large, none
antrols a major portion of the total autpul. No seller by changing its price-output policy can have any
2reeptible effect on the sales of others and in turn be influenced by them,

Product Groups:



There is no any industry under monopolistic competition but a ‘Broup’ of firms producing similar products. Each
firm produces a distinct product and is itsalf an industry. Chamberlin lumps together firms praducing very
closely related products and calis them product groups, such ag Cars, cigarettes, etr.

{7} Selling Casts:

Under monopolistic competition where the product is cffffer:‘:ntiated, selling costs are essential to push up the
sales. Besides, advertisement, it includes expenses gn salesman, allowances to sellers for window displays, free
service, frep sampling, premium Coupons and gifts, etc.

(2] Non-price Cam petition:

Under monopolistic competition, a firm Increases sales and profits of his product without a cut in the price. The
monopolistic competitor can change his product either by varying its quality, packing, etc. or by changing
rromotional programmes.



