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Meaning of Money
 Money is anything which is generally accepted as 

medium of exchange, measure of value, store of value 
and as means of standard of deferred payment. 

 The individuals can sell their products for money and 
use that money to buy the goods they need. Though 
the help of exchanges is contemplated to be the 
primary role of money, it serves other causes as well.



Functions of Money
The main functions of money are as follows: 
 1. Medium of exchange Money acts as a medium of exchange as it facilitates exchange 

through a common medium, i.e. currency. In other words, money helps in the buying 
and selling of goods. For example, a person can sell his goods to another for money and 
that person can use money to purchase goods of his choice. Money solves the problem of 
double coincidence of wants. 

 2. Unit of value The values of goods can be measured in terms of money. It is a common 
medium through which we can calculate the value of each and every good. The value of a 
good in terms of money is called the price. In barter system the lack of a common 
denominator for measuring values of goods was a major drawback.

 3. Store of value This function explains the importance of money as value storage. This 
implies that wealth in the form of money can be stored easily as a medium of exchange 
for future use. For example, money can be stored in banks for meeting emergency and 
future needs. 

 4. Standard of deferred payments Payments can easily be made through the medium 
of money. In other words, it is very difficult to pay back a loan in terms of goods and 
services. However, with the advent of money the payments of loans or interests can easily 
be made. 



Demand for Money
 The demand for money tells us what makes people 

desire a certain amount of money. 

 the quantum of transactions to be made depends on 
income, it should be clear that a rise in income will 
lead to rise in demand for money.

 when people keep their savings in the form of money 
rather than putting it in a bank which gives them 
interest, how much money people keep also depends 
on rate of interest. Therefore, at higher interest rates, 
money demanded comes down.



Supply of Money 
 MONEY SUPPLY:  refers to total volume of money held 

by public at a particular point of time in an economy. 

 M1=currency held by public + Demand deposits + 
other deposits with Reserve Bank of India. 

 M2=M1+saving deposits with post office saving bank

 M3=M1+net time deposit with the bank 

 M4=M3 + total deposits with post office saving bank 
excluding national saving certificate 



Type of Institution
Central bank
 Central Bank is a very important 

institution in a modern 
economy. Almost every country 
has one central bank. 

 India got its central bank in 1935. 
Its name is the ‘Reserve Bank of 
India’. 

 It controls money supply of the 
country through various 
methods, like bank rate, open 
market operations and 
variations in reserve ratios. It 
acts as a banker to the 
government. 

Commercial bank
 Commercial banks are the other 

type of institutions which are a 
part of the money-creating 
system of the economy. I

 They accept deposits from the 
public and lend out part of these 
funds to those who want to 
borrow.

 The interest rate paid by the 
banks to depositors is lower than 
the rate charged from the 
borrowers.



FUNCTIONS OF CENTRAL BANK
 1. Issue of notes and coins The main function of a central bank is to 

issue notes and coins. Bank issues the notes under the security of gold, 
silver, foreign currency and government. Only central bank is allowed to 
issue notes and coins. 

 2. Banker of the bank Central bank performs as the bank of all other 
banks. Central bank accepts and lends the money to another commercial, 
development, and another bank, provides rules, regulations and direction 
to another bank. 

 3. Bank of Government Central bank performs the role as a bank of 
government. Every government organizations deposit their money in the 
name of their own organization, a department in the central bank. 

 4. Controller of foreign exchange Central bank conserves the foreign 
currency received from the different nations in its fund and control its 
flow for appropriate uses.



5. Government’s agent and adviser The central bank provides the budget 
review report to the Government of Nepal each year on the economic and 
financial matters. The bank is said as a financial agent and the advisor of 
the Nepal government. It provides the advice while preparing the annual 
budget .

6. Controller of credit and money supply A commercial bank is profit 
motivate business. So, it lends money to a customer with profit gaining 
motive as interest and if the bank faces the problem of inflation, then 
central bank controls the inflation by several monetary methods.

7. Authority of central clearance Interbank transaction has become 
easier through the central bank's clearing house mechanism as commercial 
bank keeps their cash reserve in the central bank.

8. Lender of the last resort The Central bank is said as lender of last 
resort. It provides the loan to other bank adding some interest rate, called 
the discount rate



MONEY CREATION BY BANKING 
SYSTEM 
 Commercial banks plays an important role of 'money 

creator' in the economy. They have the capacity to 
generate credit through demand deposits. These 
demand deposits make credit more than the initial 
deposites.



The process of money creation can be explained by taking an example; 

Suppose a depositor deposits Rs.10,000 in his savings account of a bank XYZ, which will 
become the demand deposits of the bank. Based on the assumption that not all customers 
will turn up at the same day to withdraw their deposits, banks maintains a minimum cash 
reserve of 10% of the demand deposits, Rs.10,000. It lends the remaining amount of 
Rs.9000 in the form of credit to other customers. This further creates deposits for the bank 
XYZ. With the cash reserve of Rs.1000, the credit creation is worth Rs.10,000. So, the credit 
multiplier is given by:

Credit multiplier= 1/10% = 10
The money supply in the economy will increase by the amount (times) of credit multiplier.



. Credit Control Policy/Monetary 
Policy of Central Bank
 The central policy to control and regulate the supply of money or 

credit within an economy, is termed as monetary policy.
 The following instruments are used in monetary policy to 

control the flow of credit:
(i) Quantitative Instruments These instruments affect the 
overall supply of money in an economy. These are
(a) Bank rate policy (b) Open market operations
(c) Cash reserve ratio (d) Statutory liquidity ratio
(e) Repo rate (f) Reverse repo rate.

 (i) Qualitative Instruments These instruments affect the flow 
of money in selected cmp intended sectors. These are
(a) Margin requirement
(b) Rationing of credit or selective credit control
(c) Direct action
(d) Moral suasion



Some Important Concepts


(i) Repo rate The rate at which the (Central Bank) offers loans to other 
commercial banks for a period ranging from 1 to 14 days.
(ii) Reverse repo rate The interest rate at which commercial banks can 
deposit their surplus funds with Central Bank, or in other words the rate at 
which Central Bank borrows from commercial banks.
(iii) Cash Reserve Ratio The percentage of total deposits, which a 
commercial bank needs to keep as reserve with the Central Bank, this ratio is 
termed as Cash Reserve Ratio.
(iv) Statutory Liquidity Ratio (SLR) Every commercial bank is required to 
maintain a fixed percentage of its assets in the form of cash or other liquid 
assets. This is termed as statutory liquidity ratio.
(v) Legal Reserve Ratio (LRR) It refers to that legal minimum fraction of 
total deposits which the commercial banks are required to keep. It is sum of 
CRR and SLR.
(vi) Bank rate The rate at which commercial banks can borrow money from 
RBI, when they run short of reserves, is termed as bank rate. This loan is given 
for a period of more than 90 days.
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