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Money and Banking

What is Money?

Money 1s anything that i1s generally accepted as a medium of exchange for
goods and services. It acts as a measure of value, store of wealth, and a unit of
account.

Functions of Money:
Money serves the following primary functions:

Medium of Exchange: Money is used to facilitate the buying and selling of
goods and services. Without money, trade would rely on a barter system.

Unit of Account: Money provides a common measure of the value of goods
and services, making it easier to compare prices.

Store of Value: Money holds value over time and can be used for future
transactions. This means people can save money and spend it later.

Standard of Deferred Payment: Money can be used to settle debts in the
future. It helps 1n paying loans or obligations that are due at a later date.

Types of Money

Commodity Money:

Commodity money 1s based on the value of the material used, such as gold,
silver, or other precious metals.

It has mtrinsic value; for example, gold has value 1 itself.
Fiat Money:

Fiat money 1s currency that has no mtrinsic value, but is declared as legal tender
by the government. Most modern currencies (like the rupee or dollar) are fiat
money.

It 1s accepted for transactions because the government says so, not because of
the materal it 1s made of.
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Electronic Money (E-money):

Electronic money refers to money stored and transacted digitally, such as
balances in online bank accounts or mobile wallets.

E-money i1s increasingly becoming popular in the digital age.
Money and Its Role in the Economy
1. The Role of Money:

Facilitates Trade: Money simplifies the process of buying and selling goods
and services, eliminating the need for bartering.

Promotes Specialization: With money, individuals can specialize i particular
tasks and trade their products in exchange for money, which can then be used to
buy other goods or services.

Supports Economic Growth: Money is essential for investment. When people
save and invest, businesses can grow, leading to overall economic development.

2. Supply of Money:

The supply of money in an economy 1s crucial for maintaiing price stability. If
there 1s too much money in circulation, it can lead to inflation (rising prices).
Conversely, if there 1s too little money;, it can lead to deflation (falling prices).

Banks and Banking System
1. What is a Bank?

A bank 1s a financial institution that accepts deposits from the public, provides
loans, and offers various other financial services like money transfer and
currency exchange.

Banks are the backbone of the financial system as they facilitate the movement
of money, enabling economic activities.

2. Types of Banks:

Commercial Banks: These banks offer services to the general public, including
accepting deposits, providing loans, and offering savings accounts.
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Central Bank: The central bank is a government institution responsible for
regulating the country's money supply, interest rates, and maintaining the
stability of the financial system (e.g., Reserve Bank of India, Federal Reserve in
the U.S)).

Development Banks: These banks provide financial support to industries and
businesses to encourage economic growth, such as the Industrial Development
Bank of India (IDBI).

Functions of Commercial Banks
1. Accepting Deposits:

Commercial banks offer different types of accounts where people can deposit
their money safely, such as savings accounts, current accounts, and fixed
deposits.

2. Providing L.oans and Advances:

Banks lend money to individuals, businesses, and government bodies. They
charge interest on the loans they provide. This helps in promoting economic
activities.

3. Facilitating Payment Services:

Banks provide facilities for easy payments, including the use of cheques, debit
cards, and electronic funds transfer.

4. Investment Services:

Banks also help customers invest money in various instruments such as
government bonds, mutual funds, and stocks.

The Central Bank's Role:

Monetary Policy Control: The Reserve Bank of India (RBI) is responsible for
regulating the country's monetary policy, including controlling inflation and
managing the money supply.

Issuer of Currency: The RBI has the sole authority to 1ssue currency notes in
India.



Banker to the Government: The RBI manages the government’s accounts and
assists in the implementation of its fiscal policies.

Regulator of Other Banks: The RBI supervises and regulates commercial and
other banks to ensure financial stability and consumer protection.

Money Creation by Banks
1. Process of Money Creation:

When commercial banks receive deposits, they are required to keep a certain
percentage as cash reserve with the central bank (called the Cash Reserve
Ratio or CRR). The remaining amount can be lent out to borrowers.

When banks lend money, the borrowed funds are usually deposited back into the
banking system, leading to further lending and thus, the creation of more
money. This process 1s known as credit creation.

2. The Multiplier Effect:

The credit creation process follows a chain reaction, where an 1nitial deposit
leads to multiple loans being made by banks. This is called the money
multiplier effect.

Banking Services for the Public

Types of Bank Accounts:

Savings Account: A basic account that earns interest on the money deposited,
encouraging people to save.

Current Account: Used by businesses and people who need to make frequent
transactions. These accounts usually do not earn interest.

Fixed Deposit Account: In a fixed deposit (FD) account, a person deposits
money for a fixed period at a higher rate of interest than a savings account.

Recurring Deposit Account: In this account, a person deposits a fixed amount
every month for a certain period, earning mnterest.

Other Banking Services:
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ATM (Automated Teller Machine): A machine used for withdrawing cash,
checking balance, and other basic banking activities.

Cheque: A written order directing a bank to pay a specific amount from an
account to a person or organization.

Online Banking: Banking services available through the internet, enabling
customers to check balances, transfer money, and pay bills online.

How Banks Impact the Economy

1. Facilitating Economic Growth:

Banks provide loans to businesses, which helps in expanding production,
creating jobs, and boosting economic growth.

With access to credit, individuals can invest in education, housing, and
businesses, contributing to their own financial well-being and the country's
economic development.

2. Managing Inflation:

By controlling the money supply, the RBI can influence inflation. If inflation is
high, the RBI may reduce the money supply by increasing interest rates. This
reduces borrowing and spending, helping to control price rises.

3. Promoting Financial Inclusion:

Banks help promote financial inclusion by offering banking services to people
in rural or underserved areas. This ensures that more people have access to
saving and borrowing facilities, which 1s essential for economic development.

Summary

Money 1s a medium of exchange, a store of value, a unit of account, and a
standard of deferred payment.

Banks are financial mstitutions that facilitate the flow of money and credit in
the economy, making them crucial for economic stability and growth.
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The Central Bank, like the RBI, manages the monetary policy, issues currency,
and supervises other banks to ensure financial stability.

Commercial Banks offer deposit and lending services to individuals,
businesses, and governments, which in tum helps in economic development.

Money Creation by commercial banks through the lending process plays a key
role in increasing the money supply in the economy.

Banking Services, such as savings accounts, loans, ATM facilities, and online
banking, make financial transactions more convenient and accessible.

The banking sector is essential for economic growth, controlling inflation, and

promoting financial inclusion.

Conclusion:

In conclusion, money and banking are fundamental concepts that play a vital
role in the functioning of any economy. Money acts as a medium of exchange, a
store of value, and a unit of account, facilitating trade, saving, and investment.
Through its various forms—commodity money, fiat money, and electronic
money—money simplifies economic transactions and ensures the smooth
functioning of markets.

Banks, both commercial and central, are the backbone of the financial system.
They are crucial in managing the economy by providing services such as
accepting deposits, granting loans, and facilitating payments. The central bank,
like the Reserve Bank of India (RBI), ensures the stability of the financial
system, controls inflation, and regulates the money supply. Commercial banks
contribute to economic growth by supporting businesses and individuals with
the necessary funds for expansion, consumption, and investment.

Moreover, money creation through the process of credit expansion by
commercial banks highlights the interconnectedness of the banking system with
the broader economy. This multiplier effect amplifies the role of money in
economic development, allowing for further production, mvestment, and job
creation.



