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Block-1-Introdcution

Block-1: Concept of Money has been divided in to four Units.

Unit-1: Introduction to Money  deals with Introduction, Meaning and
Definition of Money, Kind of Money such as Commodity Money, Coinage,
Money and Near Money, Paper Money and Bank Money.

Unit- 2 Functions of Money explains about Introduction, Primary
Function of Money, Secondary Function of Money and Tertiary Function
of Money.

Unit- 3 Role of Money describes about Introduction, Role of Money in
Economics Development and Role of Money in Socialistic pattern of
society.

Unit- 4 Qualities of good Money presents about the Qualities of Good
Money and *UHVKDPYfVY ODZ

In all the units of Block -1 Concept of Money , the Check your progress,
Glossary, Answers to Check your progress and Suggested Reading has
been provided and the Learners are expected to attempt all the Check
your progress as part of study.



Unit-1

Introduction to Money
STRUCTURE
Overview
Objectives
1.1. Introduction
1.2. Meaning
1.3. Definition of Money
1.4. Kind of Money
1.4.1. Commodity Money
1.4.2. Coinage
1.4.3. Money and Near Money
1.4.4. Paper Money
1.4.5. Bank Money
Check Your Progress
Let Us Sum Up
Glossary
Answers to Check Your Progress
Suggested Readings

Overview

Money is an economic unit that functions as a generally recognized
medium of exchange for transactional purposes in an economy. In this
unit, Introduction, Meaning and Definition of Money, Kind of Money such
as Commodity Money, Coinage, Money and Near Money, Paper Money
and Bank Money has been clearly explained.

Objectives

After reading this unit, students should be able to:

Explain the concept of Money

Know the types of Money

1.1. Introduction

Money is commonly referred to as currency. Economically, each
government has its own money system. Crypto currencies are also being
developed for financing and international exchange across the World.
Money is a liquid asset used in the settlement of transactions. It functions
based on the general acceptance of its value with in a governmental
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economy and internationally through foreign exchange. The current value
of monetary currency is not necessarily derived from the materials used
to produce the note or coin. Instead, value is derived from the willingness
to agree to a displayed value and rely on it for use in future transactions.

Money plays a crucial role in modern economies, serving as a medium of
exchange, a unit of account, and a store of value. It enables individuals to
efficiently trade goods and services, facilitates economic transactions,
and promotes economic growth and development. Here's a breakdown of
its key aspects:

Medium of Exchange: Money serves as a widely accepted medium for
buying and selling goods and services. Instead of engaging in barter,
where goods are directly exchanged for other goods, money simplifies
transactions by providing a universally accepted medium for trade.

Unit of Account: Money provides a standard measure of value that
facilitates comparisons of the worth of different goods and services. Prices
are expressed in monetary terms, enabling individuals and businesses to
make informed decisions about resource allocation and consumption.

Store of Value: Money allows individuals to store purchasing power over
time. Unlike perishable goods or assets that may lose value, money
maintains its value relatively well over time, enabling individuals to save
and defer consumption.

Standard of Deferred Payment: Money serves as a standard for settling
debts and making future payments. Contracts, loans, and financial
agreements often stipulate payments in terms of a specific currency,
providing stability and predictability in financial transactions.

Portability and Divisibility: Money is portable and easily divisible,
making it convenient for transactions of varying sizes. Whether making
small everyday purchases or large investments, money's divisibility
ensures its suitability for a wide range of transactions.

Durability and Uniformity: ~ Money is durable and uniform, ensuring that
it retains its value over time and across different locations. Modern
currencies are typically issued and regulated by governments or central
banks to maintain uniformity and stability.

Legal Tender: Money enjoys legal recognition as a valid means of
payment within a specific jurisdiction. Governments typically declare
certain currencies as legal tender, mandating their acceptance for settling
debts and transactions.

Overall, money serves as the lifeblood of economies, facilitating trade,
investment, and economic activity. Its functions and characteristics make
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it an indispensable tool for individuals, businesses, and governments
alike, shaping the dynamics of modern economies.

1.2. Meaning of Money

Money, a commodity accepted by general consent as a medium of
economic exchange. It is the medium in which prices and values are
expressed; as currency, it circulates anonymously from person to person
and country to country, thus facilitating trade, and it is the principal
measure of wealth.

Money is any object that is generally accepted as payment for goods and
services and repayment of debts in a given country or socio-economic
context. The main functions of money are distinguished as: a medium of
exchange; a unit of account; a store of value; and, occasionally, a
standard of deferred payment.

The financial matters of cash, otherwise called money related financial
aspects, is a part of financial matters that inspects the different
hypotheses behind cash, and how cash capabilities. The financial matters
of cash investigate the various kinds of cash and how it functions as a
type of remuneration. It likewise analyzes what money related approach
means for the economy and can be utilized to further develop productivity.
An objective of money related strategy is to assist an economy with
keeping up with solidness, develop, and create. Cash is a significant
consider the economy from a financial outlook as well as from an
individual one. It is financially significant on the grounds that it pushes
monetary development and invigorates the economy to be more useful.
On an individual level, it permits society to buy what it needs like food,
haven, and medical services.

1.3. Definition of Money

$FFRUGLQJ WR 3URI :DONHU B30RQH\ LV ZKDW PRQH\ GR
with the functions performed/roles played by money.

Cash is any resource or thing that can be utilized as a vehicle of trade to
make buys. Cash is the genuine paper note or coins that are utilized to
address cash.

There are likewise two gatherings that cash is parted into. We call these
gatherings M1 and M2. M1 is made out of genuine cash, which is paper
cash and coins, and checkable stores which are stores made into
business banks into either checking or investment accounts that can be
removed. M2 incorporates M1 and close monies which are resources that
are profoundly fluid that can't be utilized as cash straightforwardly yet can
be changed over into usable cash rather rapidly.
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However, a suitable definition must be comprehensive and must
emphasize not only on the important functions of money but also on its
basic characteristics, namely general acceptability. Looking from this
criterion, we find Crowther definition to be the most suitable.

3$Q\WKLQJ WKDW LV JHQHUDOO\ DFFHSWDEOH DV D PHDQV RI
means of settling debts) and that at the same time, acts as a measure and
DV D VWRUH Rirowtbed XH = 2

This definition covers all the three important functions of money and also
stresses its basic characteristic, namely general acceptability.

1.4. Kinds of Money

There are five different types of money.

Commaodity Money
Coinage

Money and Near Money
Paper Money

X X X X X

Bank Money

Cash for cashisn't an end in itself. You can't eat dollar greenbacks or wear
your financial balance. Eventually, the handiness of cash rests in trading
it for labor and products. As the American essayist and comedian
Ambrose Bierce (1842-1914) wrote in 1911, cash is a "favoring that is of
no benefit to us aside from when we part with it." Cash individuals
consistently use while buying or selling labor and products, and in this
manner cash should be generally acknowledged by the two purchasers
and dealers. This idea of cash is deliberately adaptable, in light of the fact
that cash has taken a wide assortment of structures in various societies.

To comprehend the helpfulness of cash, we should think about what the
world would resemble without cash. How might individuals trade labor and
products? Economies without cash commonly take part in the deal
framework. Deal in a real sense exchanging one great or administration
for another is profoundly wasteful for attempting to facilitate the
exchanges a cutting edge progressed economy.

In an economy without cash, a trade between two individuals would
include a twofold fortuitous event of needs, a circumstance wherein two
individuals each need some great or administration that the other
individual can give. For instance, on the off chance that a bookkeeper
needs a couple of shoes, this bookkeeper should find somebody who has
a couple of shoes in the right size and who will trade the shoes for certain
long stretches of bookkeeping administrations.
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Such an exchange is probably going to be challenging to orchestrate.
Ponder the intricacy of such exchanges a cutting-edge economy, with
broad division of work includes tons of various positions and products.

One more issue with the bargain framework is that it doesn't permit us to
go into future agreements for the acquisition of numerous labor and
products without any problem. For instance, assuming that the
merchandise are short-lived trading them for different products in the
future might be troublesome. Envision a rancher needing to purchase a
farm hauler in a half year utilizing a new yield of strawberries.
Furthermore, while the deal framework could work sufficiently in little
economies, it will hold these economies back from developing. The time
that people would somehow or another spend delivering labor and
products and getting a charge out of relaxation time is spent bargaining.

Money comes in various forms, each with its own characteristics and
functions. Here are some of the main kinds of money:

Cash: Cash refers to physical currency, such as coins and banknotes that
is issued by governments and central banks. It is tangible and widely
accepted as a medium of exchange for goods and services.

Bank Deposits: Bank deposits represent money held in checking
accounts, savings accounts, or other types of deposit accounts at financial
institutions. Although not physical currency, bank deposits are widely used
for transactions through electronic transfers, checks, and debit cards.

Electronic Money: Electronic money, also known as e-money or digital
currency, exists only in electronic form. It includes various forms such as
cryptocurrencies (e.g., Bitcoin, Ethereum), prepaid cards, and online
payment systems (e.g., PayPal, Venmo).

Checks: A check is a written order instructing a bank to pay a specific
amount of money from the issuer's account to the recipient. While less
common in some regions due to the prevalence of electronic payments,
checks are still used for certain transactions, particularly in business and
government sectors.

Traveler's Checks : Traveler's checks are a form of prepaid check issued
by financial institutions and designed to be used as a secure alternative
to cash while traveling. They can be replaced if lost or stolen, providing a
safer option for carrying money when away from home.

Money Orders: Money orders are prepaid instruments issued by financial
institutions, postal services, or other agencies, allowing individuals to
make payments securely. They are often used for transactions where
personal checks or cash are not accepted.
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Commaoadity Money: Commodity money is a type of currency whose
value is derived from a physical commodity, such as gold, silver, or other
precious metals. Historically, commodities like gold served as money due
to their intrinsic value and widespread acceptance.

Fiat Money: Fiat money is currency that derives its value from
government regulation or law. Unlike commodity money, fiat money does
not have intrinsic value but is declared by the government to be legal
tender and accepted as a medium of exchange.

Representative Money:  Representative money is currency that
represents a claim on a commaodity, typically gold or silver, held in reserve
by issuing authorities. Examples include gold certificates and silver
certificates issued by governments or central banks in the past.

These are some of the main kinds of money, each fulfilling various roles
within the economy and financial system. The evolution of money
continues with the advancement of technology and changes in economic
structures, leading to the emergence of new forms of currency and
payment methods.

Functions for Money

Money tackles the issues made by the trade framework. First, cash fills in
as a mode of trade, and that implies that cash goes about as a go between
the purchaser and the merchant. Rather than trading bookkeeping
administrations for shoes, the bookkeeper currently trades bookkeeping
administrations for cash.

This cash is then used to purchase shoes. To act as a mode of trade, cash
should be generally acknowledged as a technique for installment in the
business sectors for merchandise, work, and monetary capital.

Second, cash should act as a store of significant worth. In a deal
framework, we saw the case of the shoemaker exchanging shoes for
bookkeeping administrations. However, she chances having her shoes
become unfashionable, particularly in the event that she saves them in a
distribution center for some time later their worth will diminish with each
season. Shoes are not a decent store of significant worth. Holding cash is
a lot more straightforward approach to putting away worth. You realize
that you don't have to spend it promptly in light of the fact that it will in any
case hold L Wv§rth the following day, or the following year. This capability
of cash doesn't need that cash is an ideal store of significant worth. In an
economy with expansion, cash loses some purchasing influence every
year, except it remains cash.
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Third, cash fills in as a unit of record, and that implies that it is the ruler by
which different qualities are estimated. For instance, a bookkeeper might
charge $100 to record your assessment form. That $100 can buy two sets
of shoes at $50 a couple. Cash goes about as a shared factor, a
bookkeeping strategy that improves on pondering compromises.

At long last, one more capability of cash is that cash should act as a norm
of conceded installment. This intends that assuming cash is usable today
to make buys, it should likewise be OK to make buys today that will be
paid from here on out. Advances and future arrangements are expressed
in money related terms and the norm of conceded installment permits us
to purchase labor and products today and pay from here on out. So cash
serves these capabilities it is a vehicle of trade, store of significant worth,
unit of record, and standard of conceded installment.

Money serves several important functions within an economy, each of
which contributes to its role as a medium of exchange, unit of account,
and store of value. Here are the primary functions of money:

Medium of Exchange: One of the fundamental functions of money is its
role as a medium of exchange. Money facilitates transactions by serving
as a universally accepted intermediary in the exchange of goods and
services. Instead of engaging in barter, where goods are directly traded
for other goods, individuals and businesses use money to simplify
transactions and enable efficient trade.

Unit of Account: Money provides a standard unit of measurement for
expressing the value of goods, services, assets, and liabilities. By
denominating prices and values in a common monetary unit, such as
dollars or euros, money enables individuals and businesses to compare
the relative worth of different goods and make informed decisions about
resource allocation, production, consumption, and investment.

Store of Value: Money serves as a store of value, allowing individuals
and businesses to save purchasing power for future use. Unlike
perishable goods or assets that may lose value over time, money retains
its value relatively well, making it a convenient way to preserve wealth and
defer consumption. Money held in savings accounts, cash reserves, or
other forms of financial assets serves as a store of value that can be easily
converted into goods and services when needed.

Standard of Deferred Payment: Money provides a standard for settling
debts and making future payments. Contracts, loans, and financial
agreements often stipulate payments in terms of a specific currency,
providing stability and predictability in financial transactions. Money's role
as a standard of deferred payment enables individuals and businesses to
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enter into agreements that involve future obligations with confidence in
the currency's reliability and acceptance.

Means of Exchange for Deferred Payments : Money facilitates
transactions involving deferred payments, such as credit purchases,
loans, and investments. By providing a reliable medium of exchange,
money enables parties to engage in transactions where payments are
made at a later date, either with interest or under agreed-upon terms. This
function of money promotes economic activity by enabling individuals and
businesses to access credit, finance investments, and manage cash flows
more effectively.

These functions of money collectively contribute to its importance in
modern economies, where it serves as a cornerstone of financial stability,
economic growth, and prosperity. By facilitating exchange, providing a unit
of account, preserving value, and enabling deferred payments, money
plays a critical role in facilitating economic transactions, promoting
specialization and trade, and allocating resources efficiently within
societies.

1.4.1. Commodity Money

Alludes to a type of cash according to the old style approach. The item
type of cash includes wares, like steers, grains, cowhide, skins, utensils,
and weapons.

Be that as it may, in right now, ware cash isn't ideal as it come up short
on significant attributes of cash, like consistency, homogeneity, standard
size and weight, versatility, and distinguishableness.

The second stage in the evolution of money is the introduction of
commodity money. Commodity money is that money whose value comes
from a commodity, out of which it is made. The commodities that were
used as medium of exchange included cow rye shells, bows and arrows,
gold, silver, food grains, large stones, decorated belts, cigarettes, copper,
etc.

However, the commodity money had various drawbacks such as there
could be no standardization of value for money, lacks the property of
portability and indivisibility. Therefore, this form of money became an
unsuitable medium of exchange.

Cash has taken a wide assortment of structures in various societies. Gold,
silver, cowrie shells, cigarettes, and even cocoa beans have been utilized
as cash. Albeit these things are utilized as product cash, they likewise
have a worth from use as some different option from cash.

15



Gold, for instance, has been involved all through the ages as cash albeit
today it isn't utilized as cash but instead is esteemed for its different
properties. Gold is a decent conveyor of power and is utilized in the
hardware and avionic business. Gold is additionally utilized in the
assembling of energy proficient intelligent glass for high rises and is
utilized in the clinical business too. Obviously, gold additionally has
esteem in view of its excellence and flexibility in the making of
adornments.

As item cash, gold has generally filled its need as a mechanism of trade,
a store of significant worth, and as a unit of record. Item supported
monetary standards are dollar notes or different monetary forms with
values upheld by gold or other product held at a bank. During a lot of its
set of experiences, the cash supply in the US was upheld by gold and
silver. Strangely, antique dollars dated as late as 1957, have "Silver
Testament" printed over the representation of George Washington. This
implied that the holder could take the bill to the suitable bank and trade it
for a dollar of silver.

As economies developed and turned out to be more worldwide in nature,
the utilization of product monies turned out to be more lumbering. Nations
moved towards the utilization of government issued currency.
Government issued currency has no inborn worth, however is pronounced
by an administration to be the legitimate delicate of a country. The US's
paper cash, for instance, conveys the assertion: "THIS NOTE IS Lawful
Delicate FOR ALL Obligations, PUBLIC AND PRIVATE." all in all, by
government order, on the off chance that you owe an obligation,
legitimately talking, you can pay that obligation with the U.S. cash, despite
the fact that it isn't supported by a ware. The main support of our cash is
all inclusive confidence and trust that the money has worth, and that's it.

1.4.2. Coinage

Incorporates cash comprised of metals, like copper, metal, silver, gold,
amalgams, and aluminum. The requirement for metallic cash was
acknowledged because of the restrictions of product cash. In any case,
the specific time frame when metallic cash was designed is obscure.

It is assumed that metallic coins were exchanged India something like
quite a while back. At first, the bits of metals, like gold, silver, copper, and
aluminum, filled the need of cash. In any case, in later years, these pieces
appeared as coins.

The next step is coinage. This is just like a commodity money but the
commodity is the metal that the money is made of. Thus, it can be seen
that commodity money is of two types i.e., metallic and non-metallic.
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When the use of moneywas nRW{V RYDU\ HIWHQVLYH FRSSHU FRXOG G
job but when the number of transactions increased gradually, silver and

then gold was used as a main metal for money and coins of small

denominations were prepared either of copper or of silver. Metallic money

at one stage were used as full bodied money, i.e., the full value was equal

to the intrinsic value of the metal. Non-metallic commodity money was

used on a large scale in our early days of civilization.

1.4.3. Money and Near-Money

Money is anything that possesses100 percent liquidity. Liquidity is the
quality of being immediately and always exchangeable in full value for
money. Near money refers to those objects which can be held with little
loss of liquidity. For example, National Savings Deposits, Building Society
Deposits and other similar deposits are not money because they are not
generally acceptable in paying debt; these, however, could be easily and
quickly exchanged for money without any loss or with minimum loss

1.4.4. Paper Money

Alludes to the type of cash printed, validated, and gave by the public
authority of a country. Paper cash is viewed as the most widely recognized
type of cash and is a huge part in the cash supply of a country. A portion
RI WKH QDWLRQTV WRRN RQ WKH metBRsKXEOH DUUDQJHPHQW RI F

For instance, in India, both, five rupees notes and coins are given by Hold
Bank of India (RBI). The cash notes gave by RBI are promissory notes,
yet they get a status of legitimate cash. For instance, on each money note,
it is expressed, "lvowto SD\ WKH FRQYH\RU DQ DPRXQW Rl« 5XSHHV

Paper cash was created as the stock of metallic coins, like silver and gold,
was exceptionally less when contrasted with its interest. What's more, a
lot of metallic cash isn't effectively convenient and the worth of metallic
coins deteriorates with time.

The next important stage in the evolution of money is the paper money
which replaced the metallic money. The transfer of sum of money in terms
of metallic money was both inconvenient and risky. Therefore, written
documents were used as temporary substitutes for money.

Any person could deposit money with a wealthy merchant or a gold smith
and get a receipt for the deposit. These receipts and documents were not
actual money but temporary substitutes of money.

This marked the development of paper money. These paper notes
gradually took the form of currency notes.
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1.4.5. Bank Money

Alludes to cash that is as current record stores, saving record stores, and
time stores. This type of cash was designed with the development of the
financial framework. Dissimilar to metallic cash and paper cash, this type
of cash can't be passed hand to hand for buying labor and products.

Store cash is considered as passages in the record of the bank to the
credit of the holder. These stores must be moved through checks. Since
days of yore, cash has held some worth; hence has request. As the
volume of transactions increased, paper money started becoming
inconvenient because of time involved in its counting and space required
for its safe-keeping. This led to the introduction of bank money (or credit
money). Bank money implies demand deposits with banks which are
withdraw able through cheques, drafts, etc. Cheques are widely accepted
these days particularly for business transactions. Debit and credit cards
also fall under this category.

Check your progress

a) are also being developed for financing and
international exchange across the world

b) According to SORQH\ LV ZKDW PRQH\ GRHYV

C) implies demand deposits with banks which are
withdraw able through cheques, drafts, etc.

Let Us Sum Up

In this unit you have learned about the following:

Money is an economic unit that functions as a generally recognized
medium of exchange for transactional purposes in an economy. Money
provides the service of reducing transaction cost, namely the double
coincidence of wants. Money originates in the form of a commodity,
having a physical property to be adopted by market participants as a
medium of exchange. Money can be: market-determined, officially issued
legal tender or fiat moneys, money substitutes and fiduciary media, and
electronic crypto currencies.

Glossary

Money: Money is a generally accepted, recognized, and centralized
medium of exchange in an economy that is used to facilitate transactional
trade for goods and services.

Near-money: It refers to those objects which can be held with little loss
of liquidity
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Currency: 7KH FXUUHQF\ LV D FRXQWU\YV XQLW RI

Government or central bank whose value is the basis for trade. Currency
includes both metallic money (coins) and paper money that is in public
circulation.

Metallic Money: It refers to the coins which are used for small
transactions. Coins are most often issued by the government. Examples
of coins are 50 paisa coins, and 1, 2, 5 and 10 rupee coins .

Answers to Check Your Progress

a). Crypto currencies
b). Prof. Walker

c). Bank money

Suggested Readings

1. Benjamin F and Friedman (2010), The handbook of Monetary
economics, Elsevier Publications.

2. David Currie (2021), Advances in monetary economics,
December, Routledge Publications.
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Unit-2

Functions of Money
STRUCTURE
Overview
Objectives
2.1. Introduction
2.2. Primary Function of Money
2.3 Secondary Function of Money
2.4. Tertiary Function of Money
Let Us Sum Up
Glossary
Answers to Check Your Progress
Suggested Readings

Overview

In this unit, Introduction about Function of Money, Primary Function of
Money, Secondary Function of Money and Tertiary Function of Money has
been clearly explained.

Objectives

After reading this unit, student should be able to:
X To know about the Functions of money
X To understand the primary functions of money

X To state the secondary functions of money.

2.1. Introduction

Static functions are those which help the operation of the economy but
these do not create movement in the economy like medium of exchange,
measure of value, store of value and measure of deferred payment are
the static functions of money. The dynamic functions are those by which
money actively influences the economic system through its impact on
price level, interest rates, volume of productions, distribution of wealth and
Incomes etc.

Money is a commodity accepted by general consent as a medium of
economic exchange. It is the medium in which prices and values are
expressed. It circulates from person to person and country to country,
facilitating trade, and it is the principal measure of wealth.
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Money is an arrangement of significant worth that works with the trading
of products in an economy. Utilizing cash permits purchasers and dealers
to pay less in exchange costs, contrasted with bargain exchanging.

The main sorts of cash were wares. Their actual properties made them
alluring as a mechanism of trade. In contemporary business sectors, cash
can incorporate official legitimate delicate or government issued currency,
cash substitutes, guardian media, or electronic digital forms of money.
Money is a fluid resource used to work with exchanges of significant
worth.

It is utilized as a mode of trade among people and elements. It's likewise
a store of significant worth and a unit of record that can quantify the worth
of different products. Before the innovation of cash, most economies
depended on bargaining, where people would exchange the products,
they had straightforwardly for those that they required. This raised the
issue of the twofold occurrence of needs: an exchange could happen
assuming the two members had something that the other required. Cash
wipes out this issue by going about as a go-between great.

The primary known types of cash were agrarian wares, like grain or steers.
These products were sought after and brokers realize that they would
have the option to utilize or exchange this merchandise again from now
on. Cocoa beans, cowrie shells, and rural apparatuses have additionally
filled in as early types of cash.

As economies turned out to be more intricate, cash was normalized into
monetary standards. This decreased exchange costs by making it more
straightforward to quantify and look at esteem. Likewise, the portrayals of
cash turned out to be progressively conceptual, from valuable metals and
stepped coins to paper notes, and, in the cutting-edge time, electronic
records.

Money is a fluid resource used to work with exchanges of significant
worth. It is utilized as a mode of trade among people and elements. It's
likewise a store of significant worth and a unit of record that can quantify
the worth of different products.

Before the innovation of cash, most economies depended on bargaining,
where people would exchange the products, they had straightforwardly
for those that they required. This raised the issue of the twofold
occurrence of needs: an exchange could happen assuming the two
members had something that the other required. Cash wipes out this
issue by going about as a go-between great.

The primary known types of cash were agrarian wares, like grain or steers.
These products were sought after and brokers realize that they would
have the option to utilize or exchange this merchandise again from now
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on. Cocoa beans, cowrie shells, and rural apparatuses have additionally
filled in as early types of cash.

As economies turned out to be more intricate, cash was normalized into
monetary standards. This decreased exchange costs by making it more
straightforward to quantify and look at esteem. Likewise, the portrayals of
cash turned out to be progressively conceptual, from valuable metals and
stepped coins to paper notes, and, in the cutting-edge time, electronic
records.

The functions of money have been classified into three.
1. Primary Functions

2. Secondary Functions and

3. Territory Functions

FUNCTIONS OF MONEY
]
v v
Primary Functions Secondary Functioﬂ
I
B v . .
Medium of Measure of Standard of
Exchange Value Deferred Payments Store of Value

2.2. Primary Function of Money

Primary functions can be further divided into two subcategories.
Money as an Exchange Medium

A medium of exchange is a physical or digital entity that is widely accepted
as a means of payment for goods and services in an economy. It serves
as a convenient tool for facilitating transactions, as it eliminates the need
for bartering or exchanging one good or service for another.

Historically, various commodities have been used as mediums of
exchange, including precious metals such as gold and silver, livestock,
and even seashells. Today, however, fiat currency issued by governments
is the most common medium of exchange. Fiat currency has no intrinsic
value but is backed by the government's promise to honor it as a means
of payment.

In addition to fiat currency, digital currencies such as Bitcoin and
Ethereum have emerged as mediums of exchange in recent years. These
cryptocurrencies are decentralized, meaning they are not issued or
controlled by a central authority, and are secured using cryptography.
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Money, as a medium of exchange, means that it can be used to make
payments for all transactions of goods and services. It is the most
essential function of money. Money has the quality of general
acceptability so, all exchanges take place in terms of money.

1. This function has removed the major difficulty of lack of double
coincidence of wants and inconveniences associated with the
barter system.

2. Use of money allows purchase and sale to be conducted
independently of one another.

3. This function of money facilitates trade and helps in conducting
transactions in an economy.

4. Money has no power to satisfy human wants, but it commands
power to purchase those things, which have utility to satisfy human
wants.

One of the primary functions of money is as a medium of exchange as it
can be used for any or all transactions wherein goods or services are
purchased or sold. Therefore, one can buy or sell products in exchange
for money.

1. By reducing the value of all goods and services to a single unit
(i.e. price), it becomes very easy to find out the exchange ratios
between them and comparing their prices.

2. This function facilitates maintenance of business accounts,
which would be otherwise impossible.

3. Money helps in calculating relative prices of goods and services.
'XH WR WKLV UHDVRQ LW LV UHJDUGHG DV D 8Q
LQVWDQFH pu5XSHHY LV WKH XQLW RI DFFRXQW
England and so on.

Money as a Unit of Account

Money serves several functions in an economy, one of which is to act as
a unit of account. This means that money serves as a common measure
of the value of goods, services, and assets in an economy.

For example, if you go to a store to buy a product, you will see its price
listed in a particular currency, such as US dollars. This price serves as a
unit of account, which allows you to compare the cost of that product with
other products and make purchasing decisions based on relative value.
Money as a unit of account also enables businesses and individuals to
keep track of their financial transactions and make economic calculations.
It provides a standardized way of measuring the value of goods and
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services, making it easier to determine profits and losses, calculate taxes,
and make investment decisions.

Overall, money as a unit of account is a crucial function of money in
modern economies, allowing for efficient economic transactions and
facilitating economic growth and development.

A measure of Value:

These refer to those functions of money which are supplementary to the

primary functions. These functions are derived from primary functions

DRG WKHUHIRUH WKH\ DUH DOVR NQRa€y &3V p'HULYDWLYH )
measure of value means that money works as a common denomination,

in which values of all goods and services are expressed.

Money can be treated as the parameter of measuring the value of a
product or service. To put it simply, the value of every product or service
can be expressed in monetary form. The money also follows a standard
and is accepted worldwide even though the currency does differ from one
country to another.

For instance, the value of each product is determined in monetary terms.
The value of 1 egg is supposedly Rs.5 in India, and the value of a pack
of bread is around Rs.15. So, money is a measure of the value of all
products (and services) and is the amount that is required to be
paid/received while transacting. Therefore, it is one of the essential four
functions of money.

Subsequently, these primary and secondary functions of money are
some important uses of money in any economic market.

2.3. Secondary Function of Money

The secondary function can be further segregated into three parts as
mentioned below

Money as a Store of Value

Money serves as a store of value by allowing people to save their wealth
in a form that can be easily exchanged for goods and services in the
future. When people hold money, they are essentially storing their wealth
in a medium that they can use to buy goods and services at a later time.

Money's ability to act as a store of value depends on its ability to maintain
its purchasing power over time. Inflation can erode the value of money,
making it a less effective store of value. For example, if inflation is running
at 3% per year, then the purchasing power of a dollar will decline by 3%
each year. This means that if you save $100 today, its purchasing power
will be reduced to $97 in a year's time.
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Historically, gold has been considered one of the best stores of value
because it is durable, scarce, and not subject to the same inflationary
pressures as fiat currencies. However, modern economies rely on fiat
money, which is backed by the government's ability to regulate the money
supply and maintain its value.

Overall, money's ability to serve as a store of value depends on its stability
and reliability over time. When people trust that the money, they hold will
retain its value, they are more likely to use it as a store of value.

Being crucial functions of money, it can be stored or conserved. One can
store it for future purposes, and it is economical as well as convenient to
store money.

Money as a Standard of Deferred Payment

Money is often used as a standard of deferred payment, meaning it is
used as a means of settling debts that are payable at a future date. This
occurs when a transaction takes place, but payment for that transaction
is not made immediately, and instead, a promise to pay at a later date is
made. Money, as a standard of deferred payment, provides a medium of
exchange that can be used to settle debts in the future.

For example, if someone buys a product on credit, they agree to pay for
it at a future date. In this case, the seller accepts the promise of payment
as a standard of deferred payment, which is backed by the credibility of
the buyer. However, this promise may not be reliable, and the seller may
not be able to collect the payment when it is due. This is where money
comes in as a more reliable standard of deferred payment.

By using money as a standard of deferred payment, both parties in a
transaction can agree on the value of what is being exchanged and set a
clear timeline for payment. This provides a level of predictability and
certainty that makes transactions smoother and easier to manage. Money
is also fungible, which means that it can be easily exchanged for other
goods or services, making it a convenient and versatile standard of
deferred payment.

Money can be used conveniently for deferred payments which need to
be paid by individuals. It has become the standard for payments made
presently or in the future. For instance, if someone borrows a certain
amount from another individual, they need to repay the amount with
interest. With money in purview, it is convenient to pay the interest or
make deferred payments. This has led to the popularity of lending and
borrowing transactions and has contributed a big part to the formation of
financial institutions.
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Transfer of Value

The utility of money stretches to the transfer of value as it can be used to
purchase goods not only within the country but beyond the domestic line.
One can sell or purchase goods in the domestic or international market
with money as a standard tool.

Therefore, the availability of money in the market has contributed to
stability and liquidity in the market and helps form essential functions of
money markets.

2.4. Tertiary Function of Money

Basis of Credit : At present credit is used as money on the basis of
money, Bank and Financial institutions create credit on the basis of
money.

Basis of Distribution of Social Income : Total output of the country is
jointly produced with the help of different factors of production (Land,
Labor, Capital and Enterprises).So, the output should be distributed
among them. Money helps in the distribution of the national product in the
form of Rent, Wage, Interest and Profit, which are expressed in money
terms.

Basis of Maximum Satisfaction and Production: A Consumer
maximizes his satisfaction by equating the prices of each commodity (in
terms of money) with its marginal utility. Similarly, a Producer maximizes
his satisfaction by equating the marginal productivity of a factor with price
of that factor.

Helpful in Making Capital Liquid and Mobile: Money makes capital
liquid and mobile.

Guarantee of Solvency: Money acts as a guarantee of solvency for an
individual or institution. Every individual or institution prefers to keep some
money ready as cash deposits. Money deposits serve as a guarantee
against solvency.

Bearer of Option: Money serves as a bearer of option which implies that
accumulating wealth in the form of money, any individual can change their
decision regarding the goods and services as and when the situation
demands.

Different types of money

There are various types of money that are used in different contexts and
have different characteristics. Here are some common types of money:

1. Cash: This refers to physical currency such as coins and
banknotes that are widely accepted as a medium of exchange.
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2. Digital money: This is money that exists only in digital form, such
as electronic bank deposits, credit card balances, or
cryptocurrencies like Bitcoin.

3. Fiat money: This is money that has no intrinsic value and is not
backed by a commaodity such as gold or silver. Instead, it is based
on the faith and credit of the government that issues it.

4. Commodity money: This refers to money that is made of a
valuable commodity such as gold or silver, which has value in itself
and is used as a medium of exchange.

5. Local currency: This is a currency that is used within a particular
community or region, and may be backed by a local commaodity or
service.

6. Virtual currency: This is a type of digital currency that is not
issued by a government or financial institution, and is often used
in online gaming or virtual economies.

7. Traveler's checks: These are pre-printed checks that can be
used as a form of payment when traveling, and can be exchanged
for local currency at banks or currency exchange offices.

8. Credit: This is a form of money that is extended by a lender,
allowing the borrower to purchase goods or services on credit and
pay back the debt at a later time, often with interest.

9. Debit: This is a form of money that is deducted directly from a
bank account when a purchase is made, and does not involve
extending credit.

Check Your Progress

a). One of the primary functions of money is as a

b). Money can be treated as the parameter of of a product
or service

c). Bank and Financial institutions create on the basis of
money.

Let Us Sum Up

In this unit you have learned about the following:

Static functions are those which help the operation of the economy but
these do not create movement in the economy like medium of exchange,
measure of value, store of value and measure of deferred payment are
the static functions of money.
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The dynamic functions are those by which money actively influences the
economic system through its impact on price level, interest rates, volume
of productions, distribution of wealth and Incomes etc.

Glossary

A measure of Value : Money can be treated as the parameter of
measuring the value of a product or service. To put it simply, the value of
every product or service can be expressed in monetary form

Store of Value: Being crucial functions of money, it can be stored or
conserved. One can store it for future purposes, and it is economical as
well as convenient to store money

Answers to Check Your Progress

a). Medium of Exchange
b). Measuring the value

c). Credit

Suggested Readings

1. Jagdish Handa, Monetary Economics, 2nd Edition, First published
2000 Second edition published 2009 by Rout ledge 2 Park Square,
Milton Park, Abingdon, Oxon OX14 4RN ISBN 0-203-89240-2.

2. Wynne Godley, Marc Lavoie, Monetary Economics An Integrated
Approach to Credit, Money, Income, Production and Wealth, Palgrave
Macmillan London, ISBN978-0-230-30184-9.
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Unit -3

Role of Money
STRUCTURE
Overview
Objectives
3.1. Introduction
3.2. Role of Money in Economics Development
3.3. Role of Money in Socialistic pattern of society
Let Us Sum Up
Glossary
Answers to Check Your Progress

Suggested Readings

Overview

In this unit , the Introduction about role of money, Role of Money in
Economics Development and Role of Money in Socialistic pattern of
society has been clearly explained.

Money is a generally accepted, recognized, and centralized medium of
exchange in an economy that is used to facilitate transactional trade for
goods and services. The use of money eliminates issues from the double
coincidence of wants that can occur in bartering.

Objectives

After reading this unit, Student should be able to:

" To know about the Role of money
" To state the role of money in economic development
" To state the role of money in democratic system

To know about the role of money in socialistic pattern of society

3.1. Introduction

Money represents the way in which societies have become more complex
and organised over time. For example, the simple system of exchanging
commodities through barter has now developed into the worldwide use of
money in different types of complex economies. Money reflects how
society has changed. In the days of bartering and subsistence agriculture,
your wealth was measured in how much land you owned. In modern
society, however, your wealth is measured in how much money you have

As farmers began to harvest more crops than they need, they created
surplus.
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They traded these surpluses for other commodities, and eventually for
money. When people started trading goods for money, people gathered
in certain areas to make it easier for buyers and sellers to meet. These
areas became established markets, where towns and eventually cities
developed around them. This urbanization meant that people could
exchange ideas more easily, which led to advancements in science,
technology and philosophy.

Money allows people to store the payment for their labour in a form that
lasts for an indefinite time. This way, they can choose to use this payment
in any way.

3.2. Role of Money in Economic Development

Money plays a critical role in economic development. It serves as a
medium of exchange, a store of value, and a unit of account. Without
money, economic transactions would be cumbersome and inefficient,
leading to a slow and ineffective economy. Here are some of the ways
money impacts economic development:

1. Facilitates trade: Money allows people to buy and sell goods and
services without the need for bartering or exchanging one item for
another. This makes trade more efficient, convenient, and faster,
which ultimately leads to increased economic activity and
development.

2. Encourages investment: Money provides a means for individuals
and businesses to invest in new ventures and technologies, which
can help drive innovation and economic growth.

3. Promotes saving: Money serves as a store of value, which allows
people to save for future purchases, investments, or emergencies.
This helps to create a pool of capital that can be used to fund
economic activities and development.

4. Enables borrowing: Money allows individuals and businesses to
borrow funds to finance investments or to smooth consumption. This
can lead to increased economic activity and growth.

Supports government spending: Governments use money to finance
public goods and services, such as infrastructure, education, and
healthcare, which are essential for economic development.

Generally, it is believed that the economic development of a country
depends on the growth of real factors like capital accumulation,
technological progress and increase in the quality and skills of the labour
IRUFH 7KLV W\SH Rkphekdile GIRd Mah§Wadequately in
the process of economic development. It is said and mostly believed that
money is a mere veil and intrinsically unimportant. What matters is the
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real goods and productive factors which money buys. But in the modern
time this extreme view is not believed. Now in the modern economic time
money is an important factor, without it the present complex economic
system is impossible. Money serves as a standard of value, store of
value, standard for deferred payments and most importantly it serves as
a medium of exchange. A monetary economy is an economy in which
goods are sold for money and money is used to buy goods.

Properties of money

Money is a medium of exchange that is widely accepted in transactions
involving goods and services. It has several key properties, including:

1. Portability: Money should be easily transported and carried from one
location to another.

2. Divisibility: Money should be easily divisible into smaller units to
facilitate transactions of varying sizes.

3. Durability: Money should be able to withstand the wear and tear of
daily use and maintain its value over time.

4. Uniformity: Each unit of money should be identical to all other units of
the same denomination.

5. Limited supply: Money should be in limited supply to maintain its
value and prevent inflation.

6. Acceptability: Money must be widely accepted as a medium of
exchange by merchants and consumers alike.

7. Fungibility: Each unit of money should be interchangeable with any
other unit of the same denomination.

Money promotes Productivity and Economic Growth

Barter system was full of problems such as double coincidence of wants,
lack of standard unit of account, impossibility of subdivision of goods etc.
which were the hurdle in specialization or division of labour and were
keeping the economy from growing. Division of labour or specialization
increases the productivity which in turn promotes the economic growth.
Money made the specialization possible which increases the productivity
and promotes the economic growth.

Absolutely, the relationship between money, productivity, and economic
growth is fundamental in understanding how economies develop and
thrive. Here's how money promotes productivity and contributes to
economic growth:

Investment in Capital: Money allows for investment in physical capital
(such as machinery, equipment, and infrastructure) and human capital
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(education, training, and skills development). By providing the necessary
funds for these investments, money enhances productivity by improving
the efficiency of production processes and enabling workers to be more
skilled and specialized.

Innovation and Technological Advancement: Money fuels research
and development activities through funding for innovation and
technological advancement. Investment in research, technology, and
innovation leads to the development of new products, processes, and
industries, driving productivity growth and fostering economic progress.

Entrepreneurship and Risk-taking: Money provides the financial
resources necessary for entrepreneurship and risk-taking. Entrepreneurs
use funds to start new businesses, develop innovative products, and
explore new markets. This entrepreneurial activity stimulates competition,
encourages efficiency gains, and spurs productivity improvements across
the economy.

Facilitating Trade and Specialization:  Money facilitates trade by serving
as a medium of exchange, enabling countries to specialize in the
production of goods and services in which they have a comparative
advantage. Specialization leads to higher productivity as resources are
allocated more efficiently, promoting economic growth through increased
output and trade.

Financial Intermediation: Money enables financial intermediaries to
allocate capital to its most productive uses. Banks, venture capitalists, and
other financial institutions play a crucial role in channeling funds from
savers to borrowers, ensuring that investments are directed towards
projects with the highest potential returns, thus enhancing productivity and
driving economic growth.

Stimulating Consumption and Demand: Money stimulates
consumption and aggregate demand, which, in turn, drives economic
growth. Increased consumer spending encourages businesses to expand
production, invest in new technologies, and hire more workers, leading to
higher productivity levels and sustained economic growth.

Monetary Policy: Central banks use monetary policy tools to manage the
money supply, interest rates, and inflation to promote economic stability
and growth. Accommodative monetary policy can stimulate borrowing,
investment, and consumption, fostering productivity growth and
supporting overall economic expansion.

Infrastructure  Development: Money facilitates investment in
infrastructure projects, such as transportation networks, communication
systems, and energy facilities. Improved infrastructure enhances the
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efficiency of resource allocation, reduces transaction costs, and boosts
productivity across various sectors of the economy.

In summary, money plays a crucial role in promoting productivity and
driving economic growth by facilitating investment, innovation,
entrepreneurship, trade, financial intermediation, consumption, and
infrastructure development. A well-functioning monetary system,
combined with supportive economic policies, is essential for creating an
environment conducive to sustained productivity gains and long-term
economic prosperity.

Money promotes Savings and Investment

In the barter system, the goods which were not consumed were the
savings as well as investment, means, investment and savings were the
same, which made investment depends on the savings. But in the modern
economy this is not the case, money made the investment independent
of the savings. In the modern economy individuals or households saves
the money and the firms invests the money in capital goods, so, now
investment is different from savings. In a monetary economy, investment
can be greater than the savings, which is possible because the
government or Central Bank of a country can print money and increase
its supply in the economy. Which further leads to more employment, more
output, more income, more consumption, more saving and more
investment. And this accelerates the economic development.

Certainly! Money plays a significant role in promoting savings and
investment, which are essential drivers of economic growth and
development. Here's how money facilitates savings and investment:

Store of Value: Money serves as a store of value, allowing individuals
and businesses to save wealth for future use. By holding money,
individuals can defer consumption, accumulate savings, and invest in
productive assets over time.

Financial Intermediation: Money enables financial intermediaries, such
as banks, to mobilize savings from households and channel them into
investments. Banks collect deposits from savers and provide funds to
borrowers, including businesses and entrepreneurs, who use the capital
for investment in projects, expansion, and innovation.

Interest Rates and Return on Investment:  Money facilitates investment
by providing a mechanism for earning returns on invested capital. Savers
are incentivized to save and invest their money in assets such as stocks,
bonds, and real estate, which offer the potential for earning interest,
dividends, or capital gains over time.
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Capital Formation: Money is crucial for capital formation, the process by
which savings are transformed into physical and human capital.
Investments in infrastructure, machinery, equipment, technology, and
education contribute to increased productivity, efficiency, and economic
growth over the long term.

Entrepreneurship and  Venture Capital: Money  supports
entrepreneurship and venture capital investment, enabling individuals to
start new businesses, develop innovative products, and pursue high-
growth opportunities. Venture capitalists and angel investors provide
funding to startups and early-stage companies, fostering innovation, job
creation, and economic dynamism.

Financial Markets: Money facilitates transactions in financial markets,
where investors buy and sell securities such as stocks, bonds, and
derivatives. Financial markets provide liquidity, price discovery, and
capital allocation mechanisms, allowing investors to efficiently allocate
their savings to a diverse range of investment opportunities.

Monetary Policy: Monetary policy influences savings and investment
behavior through the manipulation of interest rates, money supply, and
credit conditions. Central banks use monetary policy tools to maintain
price stability, support economic growth, and ensure financial stability,
which, in turn, affects the cost of borrowing, investment decisions, and
overall investment climate.

Long-Term Planning and Wealth Accumulation: Money enables
individuals and businesses to engage in long-term financial planning,
retirement savings, and wealth accumulation strategies. By investing in
assets that generate returns over time, savers can build financial security,
hedge against inflation, and achieve their long-term financial goals.

In summary, money facilitates savings and investment by serving as a
store of value, supporting financial intermediation, enabling capital
formation, incentivizing entrepreneurship, providing access to financial
markets, influencing monetary policy, and fostering long-term wealth
accumulation. A robust financial system and supportive economic policies
are crucial for promoting a culture of savings and investment, driving
economic growth, and improving living standards over time.

Money Invested in Quick Yielding Projects

It is mostly believed that any increase in money supply in the developing
countries would lead to the rise in prices or cause inflation in the economy.
But this is not always true. A reasonable or required amount of newly
printed or created money helps the development of the economy by
increasing the level of investment. In developing countries, a lot of natural
and human resources lie unutilized or underutilized which can be used for
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productive purposes. If the newly created money is used for investment
in projects such as flood control, land reclamation, irrigation works and
cottage industries which yields quick returns, then the problem of inflation
will not be there. These projects will increase the production of essential
consumer goods in the short run and will prevent the rise in the prices.

Money and Inflationary Financing of Economic Development *

According to Lewis, in an economy marked by scarcity of capital and
abundance of labour and idle natural resources, creation of credit or bank
money would lead to the increase in capital accumulation in the same way
as does a more respectable source, that is, savings out of profits.

According to him, capital formation resulting from a net increase in the
money supply would be accompanied by rise in prices. But it will be for a
short time. When the modern sector expands by more capital formation
and surplus labour employed in it is paid out of the created money, the
immediate effect would be rise in prices. When the purchasing power in
the hands of workers immediately increases, the output of the consumer
goods remains constant for a time. But when the newly formed capital
created by credit money is put to use, the output of consumer goods also
increases. So, after a time lag output of consumer goods catches up with
the increased purchasing power and the prices would start going down.

Monetization and Economic Growth

Monetization is the process of converting a non-monetary asset or activity
into money or currency. Economic growth, on the other hand, refers to an
increase in the production of goods and services in an economy over time.
Monetization can play a role in economic growth by facilitating trade and
commerce, encouraging investment and entrepreneurship, and providing
the means to finance new projects and initiatives.

One-way monetization can promote economic growth is by increasing the
availability of credit and capital. When non-monetary assets, such as land
or intellectual property, are monetized, they can be used as collateral for
loans and other financial transactions. This, in turn, can stimulate
investment and entrepreneurship by providing entrepreneurs with the
resources they need to start or expand their businesses.

Another way monetization can promote economic growth is by facilitating
trade and commerce. When non-monetary assets, such as goods or
services, are monetized, they can be bought and sold more easily,
allowing businesses to exchange goods and services with each other and
with customers. This can lead to increased specialization and division of
labor, which can in turn lead to increased productivity and economic
growth.
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Finally, monetization can also promote economic growth by providing
governments with the means to finance public projects and initiatives.
When governments monetize their assets, such as natural resources or
state-owned enterprises, they can use the resulting funds to invest in
infrastructure, education, healthcare, and other areas that can contribute
to long-term economic growth.

It is well known that the most underdeveloped countries have a large non
monetized sector where production is for the purpose of subsistence only.
To break this subsistence nature of the economy activity and promote
economic growth, its monetization is required. Money helps the
subsistence sector to connect with the modern sector, this connection
helps the subsistence sector to expand its output. To obtain the products
of the modern industrial sector the people engaged in the subsistence
sector will make efforts to raise their output. So, a surplus of output over
their self-consumption will be generated, which will break the subsistence
nature. This is supported by the history, during the colonial period, the
monetization of the peasant sector led to the expansion in exports in
exchange for the imported industrial products.

The monetization of the subsistence sector also helps in raising the
volume of savings. Monetization will connect the subsistence sector with
the financial institutions, this provides the opportunities of earning more
income through interest on saving and this also raises the propensity to
save of the people in the subsistence sector.

3.3. Role of Money in Socialistic pattern of society

In a socialistic pattern of society, the role of money is typically minimized,
as the focus is on promoting social and economic equality. The principles
of socialism advocate for the public ownership of the means of production,
distribution, and exchange of goods and services.

In a socialistic society, wealth is generally distributed more equally among
its citizens. There may be some form of currency or exchange system in
place, but it is typically tightly regulated and used only as a means of
facilitating economic transactions.

Instead of relying on money to determine a person's worth or status in
society, a socialistic system emphasizes the importance of collective well-
being and social responsibility. The goal is to ensure that everyone has
access to basic necessities, such as food, housing, healthcare, and
education, regardless of their ability to pay.

In a socialist economy, the central authority owns and controls the means
of production and distribution. All mines, farms, factories, financial
institutions, distributing agencies (such as internal and external trade,
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shops, stores, etc.) means of transport and communications, etc., are
owned, controlled and regulated by government departments and state
corporations. Therefore, the pricing process in a socialist economy does
not operate freely but works under the control and regulation of the central
planning authority.

Marx believed that money had no role to play in a socialist economy
because it led to the exportation of labour at the hands of capitalists. He,
therefore, advocated the habilitation of money and exchange by bartering
goods measured in terms of labour value.

In keeping with the Marx an ideas, the Bolshevik Government in Russia

eliminated money as a medium of exchange in 1917. Money payments

IRU WKH XVH RI YDULRXV VHUYLFHV DQG JRRGV ZHUH
transactions proved to be too clumsy. Although some communist writers

had prematurely hailed the dying out of money, it became obvious that

the socialist economy needed a stable currency nearly as much as a

SULYDWH HQWHUSULVH HFRQRP\ ~

Accordingly, market exchanges, money and monetary incentives were
reintroduced in the New Economic Policy (1921-27) in the USSR. Since
then the Soviet economy has been using money in production,
distribution and exchange such that money acts as a medium of
exchange, a store of value, and a unit of account.

Money and Price Mechanism in a Socialist Economy

In a socialist economy, the role of money and the price mechanism is
different from that of a capitalist economy. In a socialist economy, the
means of production are owned by the state or by the community, and the
government is responsible for planning the economy and determining the
allocation of resources.

In such an economy, the price mechanism is not used to allocate
resources, as the government determines what is produced and how
much is produced. Therefore, the prices of goods and services are set by
the government based on their perceived value and their costs of
production. The government may use various methods to determine
prices, such as cost-plus pricing or value-based pricing.

Money in a socialist economy serves mainly as a medium of exchange
and a store of value, rather than as a means of accumulating wealth or
generating profits. The government may control the supply of money and
the interest rates to ensure stability and control inflation.

In a socialist economy, the focus is on providing goods and services to
meet the needs of the population rather than on maximizing profits.
Therefore, the government may prioritize the production of essential
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goods and services, such as healthcare, education, and housing, over
luxury goods.

In a socialist economy, where the means of production are owned and
controlled by the state or by collectives, the role of money and the price
mechanism is significantly different compared to market economies.
Here's how money and the price mechanism operate in a socialist
economy:

Role of Money:

In a socialist economy, money still serves as a medium of exchange, unit
of account, and store of value, but its functions may be more limited
compared to market economies.

Money is typically issued and regulated by the state or central authority,
and its circulation is controlled to some extent to ensure economic stability
and meet societal needs.

The use of money may be more focused on facilitating transactions within
state-owned enterprises and between individuals rather than in a market-
driven environment.

Price Mechanism:

In contrast to market economies where prices are determined by supply
and demand dynamics in competitive markets, prices in a socialist
economy are often set or influenced by central planning authorities.

Instead of relying on market forces to allocate resources efficiently, a
socialist economy uses centralized planning to determine production
targets, resource allocation, and pricing decisions.

Prices may be set based on considerations such as production costs,
planned levels of consumption, social priorities, and government policies
rather than solely on the basis of supply and demand.

While some elements of supply and demand may still influence pricing
decisions, especially in sectors with limited central planning, overall price
determination is guided by broader economic goals and social objectives.

Allocation of Resources:

In a socialist economy, resources are allocated based on central planning
objectives rather than through market mechanisms.

Central planners determine production targets, investment priorities, and
resource allocation decisions based on societal needs, economic
priorities, and government policies.
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Prices may be used as signals to inform resource allocation decisions
within the planned economy, but they do not play the same decentralized
role in coordinating economic activities as in market economies.

The goal of resource allocation in a socialist economy is often to achieve
social equity, prioritize public welfare, and promote economic
development according to the principles of socialism.

Overall, in a socialist economy, money and the price mechanism serve
different functions compared to market economies. While money still
facilitates transactions and prices still play a role in resource allocation,
they operate within the context of centralized planning and state control
over the means of production, with the aim of fulfilling social and economic
objectives defined by the state or society.

Capital Accumulation

Capital accumulation refers to the process of increasing the amount of
capital goods, such as factories, machinery, and equipment that are used
to produce goods and services. This process is essential for economic
growth and development, as it enables businesses to increase their
productivity and efficiency, and thus produce more goods and services.

Capital accumulation can occur through various means, such as savings,
investment, and technological advancement. When individuals and
businesses save their earnings, they can accumulate capital, which can
then be used to invest in new businesses or expand existing ones.
Technological advancements can also lead to capital accumulation by
improving the efficiency of existing capital goods or by creating new ones.

In addition to promoting economic growth and development, capital
accumulation also has important distributional consequences. The
owners of capital goods, such as shareholders and business owners,
typically earn a return on their investment in the form of profits, dividends,
or capital gains. As a result, capital accumulation can exacerbate income
and wealth inequality, especially if the benefits of economic growth are
not distributed equitably across society.

Foreign Trade:

Foreign trade refers to the exchange of goods and services between
countries. It is also known as international trade or external trade. Foreign
trade involves the import and export of goods and services, and it is an
important aspect of the global economy. The international trade is carried
out through various modes like sea, air, and land routes, and it involves
different types of transactions such as import, export, re-export, and
import for re-export. Foreign trade has been crucial in the development
and growth of economies, and it helps to increase the variety of goods
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and services available to consumers while also providing opportunities for
businesses to expand their markets.

Foreign trade involves the exchange of goods, services, and capital
between countries. Money plays a crucial role in facilitating foreign trade
transactions, providing a medium of exchange, a unit of account, and a
store of value in international commerce. Here's how money functions in
the context of foreign trade:

Medium of Exchange: Money serves as the primary medium of
exchange in foreign trade transactions. Buyers and sellers from different
countries use currencies to conduct international trade, enabling them to
exchange goods and services across borders.

Currency Exchange: Foreign trade often involves transactions between
parties using different currencies. Currency exchange markets, such as
the foreign exchange (forex) market, facilitate the conversion of one
currency into another at prevailing exchange rates. This allows
participants in foreign trade to settle transactions in their preferred
currencies.

Unit of Account: Money provides a common unit of account for pricing
goods and services in international trade. Prices of goods are
denominated in a specific currency, making it easier for buyers and sellers
to compare prices, negotiate contracts, and conduct business
transactions across borders.

Store of Value: Money serves as a store of value in foreign trade
transactions, allowing participants to hold and accumulate wealth in the
form of different currencies. Businesses and individuals may choose to
hold foreign currencies as reserves or investments, hedging against
currency fluctuations and economic uncertainties.

Payment Methods: Various payment methods are used in foreign trade,
including cash transactions, bank transfers, letters of credit, and electronic
payment systems. These payment methods rely on money as a medium
of exchange to settle obligations between parties involved in international
trade.

Trade Financing: Money facilitates trade financing, providing funds for
importing and exporting activities. Trade finance instruments, such as
letters of credit, trade loans, and export credit insurance, enable
businesses to access capital and mitigate risks associated with foreign
trade transactions.

Exchange Rate Risk Management: Money plays a crucial role in
managing exchange rate risks associated with foreign trade. Businesses
may use financial instruments such as forward contracts, options, and
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currency swaps to hedge against adverse currency movements and
protect their profit margins.

Central Bank Intervention: Central banks may intervene in foreign
exchange markets to influence the value of their currencies and maintain
exchange rate stability. Through monetary policy measures and foreign
exchange operations, central banks aim to promote price stability, support
economic growth, and maintain orderly foreign trade relations.

In summary, money is essential for facilitating foreign trade transactions,
providing a medium of exchange, unit of account, and store of value in
international commerce. Its functions in foreign trade extend beyond
domestic transactions, encompassing currency exchange, trade
financing, risk management, and central bank interventions to ensure the
smooth flow of goods, services, and capital across borders.

Circular Flow of Money

The Circular Flow of Money is an economic concept that illustrates how
money moves through an economy between households, businesses,
and governments. The circular flow model shows the continuous flow of
money, goods, and services in the economy.

In this model, households supply labor and other resources to businesses
in exchange for wages, salaries, and other income. Businesses, in turn,
use these resources to produce goods and services that are sold to
households and other businesses. They also pay taxes and purchase
resources from other businesses. The government collects taxes from
both households and businesses and uses this revenue to fund public
goods and services such as education, infrastructure, and defense.

The circular flow of money is a continuous loop where each participant in
the economy contributes to the overall flow of money. The model shows
that money flows from households to businesses in the form of
consumption expenditures and from businesses to households in the form
of wages and salaries. Money also flows from businesses to other
businesses in the form of purchases of goods and services, and from
governments to households and businesses in the form of transfer
payments, subsidies, and government purchases of goods and services.

Check Your Progress

a). represents the way in which societies have become more
complex and organized over time.,

b) In a socialist economy, the central authority owns and controls the
means of and distribution
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C). was full of problems such as double coincidence of wants,
lack of standard unit of account

Let Us Sum Up

In this unit you have learned about the following:

Money is a generally accepted, recognized, and centralized medium of
exchange in an economy that is used to facilitate transactional trade for
goods and services. The use of money eliminates issues from the double
coincidence of wants that can occur in bartering.

Economically, each government has its own money system, defined and
monitored by a central authority. Crypto currencies represent a new form
of money, with international exchange opportunities. Money is commonly
referred to as currency. Economically, each government has its own
money system. Crypto currencies are also being developed for financing
and international exchange across the world

Glossary

Money: Money is an economic unit that functions as a generally
recognized medium of exchange for transactional purposes in an
economy.

Economic Development: Economic Development is programs,
policies or activities that seek to improve the economic well-being and
quality of life for a community.

Answers to Check Your Progress

a). Monetary Policy
b). Production

c). Barter System

Suggested Readings

1. Jagdish Handa, Monetary Economics, 2nd Edition, First published
2000 Second edition published 2009 by Rout ledge 2 Park Square,
Milton Park, Abingdon, Oxon OX14 4RN ISBN 0-203-89240-2.

2. Wynne Godley, Marc Lavoie, Monetary Economics an Integrated
Approach to Credit, Money, Income, Production and Wealth,
Palgrave Macmillan London.
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Unit-4

Qualities of Good Money

STRUCTURE
Overview
Objectives
4.1. Qualities of Good Money

*UHVKDPTVY ODZ
Check Your Progress
Let Us Sum Up
Glossary
Answers to Check Your Progress
Suggested Readings

Overview

In this unit, the Qualities of Good Money and *UHV KD P Tha§ b@dn Z
clearly explained.

In the modern times, the legal links between currencies and precious
metals have become more tenuous and eventually been cut entirely. With
the adoption of paper money as legal tender (and accounting entry money
through fractional reserve banking), this means that the issuers of money
are able to obtain seignior age by printing or loaning money into existence
at will as opposed to minting new coins.

Objectives

After reading this unit, student should be able to:

X To understand the Qualities of Good money
X To state the Qualities of Good money material
X TR VWDWH WKH *UHVKDPYV /DZ

4.1. Qualities of Good Money

Good money should possess the following qualities:

1. Durability: Good money should be able to withstand wear and tear
and last a long time. It should not easily degrade or corrode.

2. Portability: Money should be easy to carry and transport from one
place to another. It should have a high value in proportion to its weight
and size.

3. Divisibility: Good money should be easily divisible into smaller units
without losing its value. This allows for transactions of varying
amounts.
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4. Uniformity: Money should be uniform in terms of its weight, size, and
appearance. This ensures that each unit of money is easily
recognizable and acceptable as payment.

5. Limited supply: The amount of money in circulation should be limited
to prevent inflation and maintain its value.

6. Acceptability: Money should be widely accepted as a medium of
exchange. It should be recognized and trusted as a means of
payment by both buyers and sellers.

7. Stability: Good money should maintain a stable value over time,
avoiding sudden fluctuations that can disrupt the economy.

8. Security: Money should be difficult to counterfeit, ensuring that only
genuine currency is used in transactions.

General Acceptability

An important quality of money is its acceptance. Good money requires
acceptance to all without any hesitation. Since thedeclares Money as
the legal tender, it has an inherent quality of general acceptability.

It is the very essence of money. Unless a person knows that the money
which he accepts in exchange for his goods or services will be taken
without any objection by others as well, he will not accept it.

It will cease to be current. In order to possess general acceptability, a
commodity should have some intrinsic utility independent of its value for
monetary purpose. Gold and silver are generally acceptable to all without
any hesitation because they are used for ornamental and other purposes
and can be easily sold as bullion, besides being used for monetary
purposes.

Portability

Apart from its good money also requires portability. If people

can carry or transfer money from one place to another, then it is good
money.

A commodity fit to be used as money must be such that it can be easily
and economically transported from one place to the other. In other words,
it must possess high value in small bulk. Precious metals possess this
quality. In the case of oxen and grain, a small value occupies a large bulk
and weight; hence, they are unsuited as money commodity

Indestructibility or Durability:

As money is passed from hand to hand and is kept in reserve, it must not
HDVLO\ GHWHULRUDWH HLWKHU LQ LWWMMIXRU DV D UHVXOW
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not evaporate like alcohol, nor purely like animal substance, nor decay
like wood, nor rust like iron.

Acceptance and portability aside, the material used to make money must
last for a long time without losing its value. For example, ice and fruits are
not good money since they lose their value quickly with the passage of
time. After all, ice melts andperish. Therefore, durability is an
essential quality of good money.

Divisibility

Talking about the qualities of good money, it is important to remember the
divisibility of money. If someone wants to buy a smaller unit of a
commodity, then|divisibilitylof money can make it possible. For example,

cows cannot function as good money. This is because you cannot divide
a cow without making it lose its value.

The money material should be capable of division; and the aggregate
value of the mass after division should be almost exactly the same as
before. If we use diamond as money and by chance it drops from our hand
and breaks, we will suffer an enormous loss. This is not the case with
precious metals. Their portions can be melted and remolded together any
number of times without much loss

Homogeneity

All portions or specimens of the substance used as money should be
homogeneous, that is, of the same quality, so that equal weights have
exactly the same value. In order that a commodity may be used as a
measure of value, it is essential that its units are similar in all respects.
Gold and silver are of the same quality throughout; their various parts are
similar in chemical and physical composition and their consistency is the
same throughout the mass.

Look at two 100 rupee notes. They look and feel identical, right? They
also have the same value. In fact, nobody can distinguish between two
currency notes right out of the mint.

This is an important quality of good money *homogeneity. If money is not
homogeneous, then transactions will become uncertain as people would
be unsure of what they are receiving.

Cognizability

The ability to recognize money is critically important. Today, we can look
at a currency note and tell its value. If money is not cognizable, then
people can find it difficult to determine if they are dealing with money or
some inferior|asset
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Malleability

The money material should be capable of being melted, beaten and given
convenient shapes. It should be neither too hard nor too soft. If the former,
it cannot be easily coined; If the latter, it would not last long. It should also
possess the attribute of impressionability so that it may easily receive the
impressions.

Cognizability

By it, we mean the capability of a substance for being easily recognised
and distinguished from all other substances. As a medium of exchange,
money has to be continually handed about; and it will cause great
inconvenience if every person receiving it has to scrutinise, weigh and
test it.

It should have certain distinct marks which nobody can mistake. Gold and
silver are at once recognised by their distinctive colour, metallic and
heavy weight for small bulk, and, as such, satisfy this condition admirably

Stability of Value

Of all the qualities of good money, stability is probably the most essential
one. The value of money cannot change for a long period of time and
hence remain stable. If the value of money keeps changing, then it will fail
to function as a measure of value and as a standard of deferred payment.

Money should not be subject to fluctuations in value. Fluctuating standard
of value is just like a changing yard or kilogram. The value of a material,
which is used to measure the value of all the other materials, must be
stable.

The ideal money commodity should, as such, possess utility, portability,
durability, homogeneity, divisibility, malleability, Cognoscibility and
stability of value.

42.*UHVKDPYVY ODZ

Gresham's law is a monetary principle stating that "bad money drives out

good." It is primarily used for consideration and application in

*UHVKDP{V ODZ ZDV RULJLQDOO\ EDVHG RQ WKH FRP
minted coins and the value of the precious metals used in them. However,

since the abandonment of metallic currency standards, the theory has

been applied to the relative stability of different currencies' value in global

markets.

$W WKH FRUH RI *UHVKDPYV ODZ LV WKH FRQFHSW RI JRRG PR
is undervalued or money that is more stable in value) versus bad money
(money which is overvalued or loses value rapidly). The law holds that
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bad money drives out good money in circulation. Bad money is then the
currency that is considered to have equal or less intrinsic value compared
to its face value. Meanwhile, good money is currency that is believed to
have greater intrinsic value or more potential for greater value than its
face value.

One basic assumption for the concept is that both currencies are treated
as generally acceptable media of exchange, are easily liquid, and
available for use simultaneously. Logically, people will choose to transact
business using bad money and hold balances of good money because
good money has the potential to be worth more than its face value.

The minting of coins [SURYLGHV WKH PRVW EDVLF H[DPSOH RI *U
DSSOLHG ,Q IDFW WKH ODZfV QDPHVDNHL®UU 7KRPDV
to gold and silver coins in his relevant writing. Gresham lived from 1519

to 1579, working as a financier serving the queen and later founding the

Royal Exchange of the City of London.

Henry VIl had changed the composition of the English shilling, replacing

a substantial portion of thd siver ZLWK EDVH PHWDOV *UHVKDP
consultations with the queen explained that people were aware of the

change and began separating the English shilling coins based on their

production dates to hoard the coins with more silver which, when melted

down, were worth more than their face value. Gresham observed that the

bad money was driving out the good money from circulation.

This phenomenon had been previously noticed and written about in
ancient Greece and medieval Europe. The observation was not given the
formal name "Gresham's law" until the middle of the 19" century, when
Scottish economist Henry Dunning Macleod attributed it to Gresham.

Gresham's law of money is an economic principle that states "Bad money
drives out good." This principle was named after Sir Thomas Gresham,
an English financier who lived during the 16th century.

The basic idea behind Gresham's law is that if two types of money are in
circulation, and one is of higher value than the other, people will hoard the
higher-value money and spend the lower-value money. This is because
the higher-value money has a greater purchasing power, and people want
to keep it for themselves rather than spend it on goods and services. As
a result, the lower-value money becomes more widely circulated, while
the higher-value money disappears from circulation. This can lead to
inflation, as the lower-value money becomes more plentiful and loses
value.

Gresham's Law is an economic theory that states "bad money drives out
good money." The law suggests that when there are two types of currency
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in circulation, people will prefer to hoard the currency that is of higher
value, and use the currency of lower value for transactions.

The theory was named after Sir Thomas Gresham, an English financier
who lived during the 16th century. Gresham observed that during the reign
of Queen Elizabeth I, the English government was debasing the currency
by reducing the amount of precious metals in the coins. As a result, people
began hoarding the older coins that still contained more precious metals,
and started using the new debased coins for transactions.

The principle behind Gresham's Law is that people will always try to
maximize their own self-interest by holding onto the currency that is worth
more, and spending the currency that is worth less. This can lead to a
situation where the "good money" (currency with higher intrinsic value)
disappears from circulation, leaving only the "bad money" (currency with
lower intrinsic value) in use.

Gresham's Law has implications beyond just currency. It can also apply
to other types of goods or assets, such as stocks, where people may
choose to hold onto stocks that are performing well and sell off stocks that
are performing poorly. In essence, the law suggests that people will
always try to get the most value out of their assets, and will act
accordingly.

Check Your Progress

a). should be capable of being melted, beaten and given
convenient shapes.

b).the is a monetary principle stating that "bad money
drives out good."

c). unless a person knows that the which he accepts in
exchange for his goods or services.

Let Us Sum Up

In this unit you have learned about the following:

Gresham's law plays out in the modern day economy for the same
reasons that it was observed in the first place: legal tender laws. In the
absence of effectively enforced legal tender laws, Gresham's law tends
to operate in reverse; good money drives bad money out of circulation
because people can decline to accept the less valuable money as a
means of payment in transactions. But when all currency units are legally
mandated to be recognized at the same face value, the traditional version
of Gresham's law operates.

In modern times, the legal links between currencies and precious metals
have become more tenuous and eventually been cut entirely. With the

49



adoption of paper money as legal tender (and accounting entry money
through fractional reserve banking), this means that the issuers of money
are able to obtain seignior age by printing or loaning money into existence
at will as opposed to minting new coins. This ongoing debasement has
led to a persistent trend of inflation as the norm in most economies, most
of the time. In extreme cases, this process can even lead to
hyperinflation, where then money is literally not worth the paper it is
printed on

Glossary

Commodity: A commaodity is a basic good used in commerce that is
interchangeable with other goods of the same type

Good quality of money: A nimportant quality of money is its acceptance.
Good money requires acceptance to  all without any hesitation.

Portability: The meaning of portability is the quality or state of being
portable

Cognizability: Cognizable means capable of being perceived or known.
A close synonym is  perceptible

Answers to Check Your Progress

a). Money material
b). Gresham's law

). Money

Suggested Readings

1. Jagdish Handa, Monetary Economics, 2" Edition, First published
2000 Second edition published 2009 by Routledge 2 Park Square,
Milton Park, Abingdon, Oxon OX14 4RN ISBN 0-203-89240-2.

2. Wynne Godley, Marc Lavoie, Monetary Economics An Integrated
Approach to Credit, Money, Income, Production and Wealth,
Palgrave Macmillan London, ISBN978-0-230-30184-9.
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Block-2: Introduction

Block-2: Demand Theory of Money has been divided in to four Units.

Unit-5: Classical Quantity Theory of Money  deals with Introduction,
Assumptions of Classical Theory, )LVKHUfV (TXDWLRQandRI ([FKDQJH
Limitations of Fishers Equations of Exchange.

Unit- 6: Cambridge version of Quantity Theory of Money describes
about Main Features of Cambridge quantity Theory of Money, ODUVKDOO TV
Equations, 5SREHUW TV &§AXDWRROPYV (TXDWLRQ

Unit-7:Classical vs. Cambridge version  explains about the Similarities
between the Two Approaches, Dissimilarities between the Two
Approaches and Superiority of Cash Balance Approach.

Unit- 8 Keynesian Theory of Demand for Money presents about
Introduction, Meaning and Definition of Demand for money, The
Determinants of the Demand for Money, Keynesian Economics and
Monetary Policyand & ULWLFLVPV RI .H\QHVY 7KHRU\

In all the units of Block -2- Demand Theory of Money , the Check your
progress, Glossary, Answers to Check your progress and Suggested
Reading has been provided and the Learners are expected to attempt all
the Check your progress as part of study.
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Unit-5

Classical Quantity Theory of Money

STRUCTURE

Overview

Objectives

5.1. Introduction

5.2. Assumptions of Classical Theory

53. )LVKHUfV (TXDWLRQV RI ([FKDQJH
5.4. Limitations of Fishers Equations of Exchange

Let Us Sum Up

Glossary

Answers to Check Your Progress

Suggested Readings

Overview

The quantity theory of money is a framework to understand price changes
in relation to the supply of money in an economy. It argues that an
increase in money supply creates inflation and vice versa. The Irving
Fisher model is most commonly used to apply the theory.

In this Unit Introduction about Classical quantity theory of money,
Assumptions of Classical Theory, )LVKHUfV (TXDWLRQV RI ([FKDQJH
Limitations of Fishers Equations of Exchange has been explained.

Objectives

After reading this unit, student should be able to:
x State the Classical Theory of Quantity Theory of Money
X .QRZ DERXW WKH )LVKHUTV (TXDWLRQV RI ([FKDQJH

x State the Limitations of Fishers Equations of Exchange

5.1. Introduction

Monetary economics is a branch of economics that studies different
theories of money. One of the primary research areas for this branch of
economics is the Quantity Theory of Money (QTM). According to the
quantity theory of money, the general price level of goods and services is
proportional to the money supply in an economy. While this theory was
originally formulated by Polish mathematician Nicolas Copernicus in
1517, it was popularized later by economists Milton Friedman and Anna
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Schwartz after the publication of their book, "A Monetary History of the
United States, 1867-1960," in 1963.

According to the quantity theory of money, if the amount of money in an
economy doubles, all else equalill also double. This means
that the consumer will pay twice as much for the same amount of goods
and services. This increase in price levels will eventually result in a risind:l
evel; inflation is a measure of the rate of rising prices of goods
and services in an economy.

The same forces that influence the supply and demand of any commodity
also influence the supply and demand of money: an increase in the supply
of money decreases the marginal value of money #n other words, when
the money supply increases, but with all else being equal o
the buying capacity of one unit of currency decreases. As a way
of adjusting for this decrease in money's marginal value, the prices of
goods and services rises; this results in a higher inflation.

Classical Quantity theory of Money

The Classical Quantity Theory of Money is an economic theory that posits
a direct relationship between the money supply in an economy and the
price level. It is based on the assumption that money is a neutral factor in
the long run, meaning that changes in the money supply will only affect
prices and not real output.

According to the classical quantity theory of money, the equation of
exchange is MV = PT, where M is the money supply, V is the velocity of
money, P is the price level, and T is the level of real transactions in the
economy. This equation suggests that changes in the money supply (M)
will lead to proportional changes in the price level (P), assuming that the
velocity of money (V) and the level of real transactions (T) remain
constant.

In other words, if the money supply increases by 10%, the price level
should also increase by 10%, assuming no changes in velocity or real
transactions. The theory also suggests that changes in the money supply
will not affect real variables, such as output and employment, in the long
run.

The classical quantity theory of money has been criticized for its
assumption of constant velocity and for neglecting the possibility of
changes in real output and employment in response to changes in the
money supply. However, it remains an influential theory in
macroeconomics and continues to be used as a benchmark for analyzing
the relationship between money and prices.
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5.2. Assumptions of Classical Theory of Quantity Theory of
Money

The quantity theory of money is based on certain assumptions2”" RWKHU
WKLQJYV UHPDLQLQJ WKH thaD\Pild constaht Rnd\isKroH V
affected by the changes in the quantity of money (M) or the price level

(P). Velocity of money (V) depends upon population, trade activities,
habits of the people, interest rate, facilities for investment etc. It is
assumed that these factors have nothing to do with the changes in the
value of money. The quantity theorists ignored the velocity of money
because they were concerned with what Keynes calls transaction and
precautionary motives for holding money.

As long as we hold money for these purposes, the amount of money held
may remain stable but, as soon as we introduce the speculative motive
for holding money, we have to admit the possibility of a change in the
velocity of money.

Further, the theory is based on the assumption that the volume of goods
and services (T) remains constant. It (T) depends upon a natural
resource, climatic conditions, techniques of production, productivity of
labour, transportation etc. All these factors, it is assumed, have nothing
to do with the changes in the quantity of money. Hence, T remains
constant. The assumption that total volume of goods and services (T)
remains constant is based on another assumption that there exists full
employment; it means that idle resources are not available to expand
production of goods and services to be exchanged for money.

The quantity theorists further assume that price is a passive factor. Price

is changed or affected by other factors in the equation but does not affect

or cause changes in those factors. The relation between P and other

factors in the equation is one-sided in as much as P is determined by

other elements in the equation, but it does not determine them, Prof.

J)LVKHU VvD\V 37KH SULFH OHYHO LV QRUPDOO\ WKH R
element in the equation of exchange. It is controlled solely by other

HOHPHQWY EXW H[HUWYVY QR FRQWURO RYHU WKHP ~

Prof. Fisher assumes a long period of time and considers V and T to be
constant over a long period. In the short period of transition, there can be
a change in other variable like T or V. But, when this short period or the
period of transition is over, other variables will become constant so that a
change in M or V will be followed by a proportionate change in P. Fisher
was careful to qualify the proportional relationship suggested by the
equation of exchange between changes in the quantity of money and
change in the price level.
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,Q VKRUW )LVKHUfV TXDQWLW\ WKHRU\ GRHV QRW FODLP WKL
as many critics have claimed. Fisher did accept that given a rise in the

money supply, other changes taking place simultaneously might affect V

or T and thus break the proportional relationship between changes in M

and changes in P. However, the impact of M by itself on P. holding

everything else constant is strictly proportional.

2WKHU DVVXPSWLRQV RI )LVKHUYV WKHRU\ DUF D KLJKO\ PR
system in which all transactions take place through money; money alone

and only acts as a medium of exchange and no part of it is hoarded by

people; the theory further assumes that money price relationship, as

suggested by Fisher, is a long run phenomenon.

53. )LVKHUYV (TXDWLRQV RI ([FKDQJH

JLVKHUYV (TXDWLRQ RI ([FKDQJH

The transactions version of the quantity theory of money was provided by

the American economist Irving Fisher in his book- The Purchasing Power

Rl ORQH\ $FFRUGLQJ WR )LVKHU 32WKHU WKLQJV
unchanged, as the quantity of money in circulation increases, the price

level also increases in direct proportion and the value of money

decreasesanG YLFH YHUVD’

MV = PT or P = MV/T

Like other commodities, the value of money or the price level is also
determined by the demand and supply of money.

Supply of Money

The supply of money consists of the quantity of money in existence (M)

multiplied by the number of times this money changes hands, i.e., the

YHORFLW\ RI PRQH\ 9 ,Q )LVKHUYVY HTXDWLRQ 9 LV WKH WU
of money which means the average number of times a unit of money

turns over or changes hands to effectuate transactions during a period of

time.

Thus, MV refers to the total volume of money in circulation during a period
of time. Since money is only to be used for transaction purposes, total
supply of money also forms the total value of money expenditures in all
transactions in the economy during a period of time.

Demand for Money

Money is demanded not for its own sake (i.e., for hoarding it), but for
transaction purposes. The demand for money is equal to the total market
value of all goods and services transacted. It is obtained by multiplying
total amount of things (T) by average price level (P).
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7KXV )LVKHUYV HTXDWLRQ RI H[FKDQJH UHSUHVHQWYV
supply of money or the total value of money expenditures in all

transactions and the demand for money or the total value of all items

transacted.

Supply of money = Demand for Money
Or

Total value of money expenditures in all transactions = Total value of all
items transacted MV = PT

or
P=MVIT
Where,

M is the quantity of
money V is the
transaction velocity.

P is the price level.
T is the total goods and services transacted.

The equation of exchange is an identity equation, i.e., MV is identically
equal to PT (or MV = PT). It means that in the ex-post or factual sense,
the equation must always be true. The equation states the fact that the
actual total value of all money expenditures (MV) always equals the
actual total value of all items sold (PT).

What is spent for purchases (MV) and what is received for sale (PT) are
always equal; what someone spends must be received by someone. In
this sense, the equation of exchange is not a theory but rather a truism.

Irving Fisher used the equation of exchange to develop the classical
quantity theory of money, i.e., a causal relationship between the money
supply and the price level. On the assumptions that, in the long run, under
full-employment conditions, total output (T) does not change and the
transactions velocity of money (V) is stable, Fisher was able to
demonstrate a causal relationship between money supply and price level.

,Q WKLV zZzD\ )LVKHU FRQFOXGHV 3« WKH OHYHO RI SULF
quantity of money in circulation provided the velocity of circulation of that

money and the volume of trade which it is obliged to perform are not

FKDQJHG ™ 7KXV WulamityRrieeoryof méHeyostates that V and

T being unchanged, changes in money cause direct and proportional

changes in the price level.
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Irving Fisher further extended the equation of exchange so as to include
GHPDQG EDQN GHSRVLWV 01 DQG WKHLUIYHORFLW\

money.

Thus, according to Fisher, the level of general prices (P) depends

exclusively on five definite factors:

The volume of money in circulation (M);

Its velocity of circulation (V) ;

7KH YROXPH RI

(e) The volume of trade (T).

EDQN GHSRVLWV 01

G

99 LC

, W&/ YHORFLW\ RI FL

The transactions approach to the quantity theory of money maintains that,

RWKHU WKLQJV UHPDLQLQJ WKH VDPH

L H

unchanged, there exists a direct and proportional relation between M and
P; if the quantity of money is doubled, the price level will also be doubled
and the value of money halved; if the quantity of money is halved, the
price level will also be halved and the value of money doubled.

Example:

VALUE OF MONEY

Fig. 1A & S.
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M)

) LV K H ubfitity Theory of money can be explained with the help of an
example. Suppose M = Rs.1000/- 0Y 5V /-

goods.

MV + MV’
x

P =

9

(1000 X< 3) + (500 x 2)

B 2000
= Re. 1 per good
Value of money (1/P) = 1

If the supply of money is doubled

_ (2000 x 3) + (1000 < 2)

= 4000

= Rs. 2 per good
Valuc of money (1/P) =1/2
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Thus, when money supply in doubled, i.e., increases from Rs.4000/- to
8000, the price level is doubled. i.e., from Re. 1 per good to Rs.2/- per
good and the value of money is halved, i.e., from 1 to 1/2.

If the supply of money is halved
_ (500 x 3) + (250 x 2) _
e 4000 ::
Value of money (1/P) = 2

Rs. 1/2 per good

Thus, when money supply is halved, i.e., decreases from Rs. 4000 to
2000, the price level is halved, i.e., from 1 to 1/2, and the value of money
is doubled, i.e., from 1 to 2.

The effects of a change in money supply on the price level and the
value of money are graphically shown in Figure 1-A and B
respectively: (i) In Figure 1-A, when the money supply is doubled from
OM to OM;, the price level is also doubled from OP to OPi. When the
money supply is halved from OM to OMg, the price level is halved from
OP to OP,. Price curve, P = f(M), is a 45° line showing a direct
proportional relationship between the money supply and the price level.

(i) In Figure 1-B, when the money supply is doubled from OM to OM;. the
value of money is halved from O1/P to O1/P; and when the money supply
is halved from OM to OMy, the value of money is doubled from O1/P to
01/P,. The value of money curve, 1/P = f (M) is a rectangular hyperbola
curve showing an inverse proportional relationship between the money
supply and the value of money. .

5.4. Limitations of Fishers Equations of Exchange

1. Interdependence of Variables

The various variables in transactions equation are not independent
as assumed by the quantity theorists:

() MinfluencesV £As money supply increases, the prices will increase.
Fearing further rise in price in future, people increase their purchases
of goods and services. Thus, velocity of money (V) increases with
the increase in the money supply (M).

(i) 0 , Q10 XHQ P¥hen tfiney supply (M) increases, the velocity of
FUHGLW PRQH\ 997 DOVR LQFUHDVHV $V
increase in money supply, the use of credit money also increases.
This increases the velocity of crediW PRQH\ 91

(i) P Influences T xFisher assumes price level (P) as a passive factor
having no effect on trade (T). But, in reality, rising prices increase
profits and thus promote business and trade.
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(iv) P Influences M +According to the quantity theory of money, changes
in money supply (M) is the cause and changes in the price level (P)
is the effect. But, critics maintain that a change in the price level
occurs independently and this later on influences money supply.

(v) T Influences V =If there is an increase in the volume of trade (T), it
will definitely increase the velocity of money (V).

(vi) T Influences M +During prosperity growing volume of trade (T) may
lead to an increase in the money supply (M), without altering the
prices. (vi) M and T are not Independent +According to Keynes,
output remains constant only under the condition of full employment.
But, in reality less than-full employment prevails and an increase in
the money supply increases output (T) and employment.

2. Unrealistic Assumption of Long Period:

The quantity theory of money has been criticised on the ground that it

provides a long-term analysis of value of money. It throws no light on the

shot-UXQ SUREOHPY .H\QHV KDV DSWO\ -liiilweDUNHG WKDW 3LQ
DUH DOO GHDG" $FWXDm®rus préble@dd Phus,Dguadtity K R

theory has no practical value.

3. Unrealistic Assumption of full Employment:

.H\QHVY IXQGDPHQWDO FULWLFLVP RI WKH TXDQWLW\ WKHRU\
upon its unrealistic assumption of fall employment. Full employment is a

rare phenomenon in the actual world. In a modern capitalist economy,

less than full employment and not full employment is a normal feature.

According to Keynes, as long as there is unemployment, every increase

in money supply leads to a proportionate increase in output, thus leaving

the price level unaffected.

4. Static Theory:

7KH TXDQWLW\ WKHRU\ DVVXPHV WKDW WKH YDOXHV RI 9 91
constant. But, in reality, these variables do not remain constant. The

assumption of constancy of these factors makes the theory a static theory

and renders it inapplicable in the dynamic world.

5. Simple Truism:

The equation of exchange (MV = PT) is a mere truism and proves nothing.
It is simply a factual statement which reveals that the amount of money
paid in exchange for goods and services (MV) is equal to the market value
of goods and services received (PT), or, in other words, the total money
expenditure made by the buyers of commodities is equal to the total
money receipts of the sellers of the commaodities. The equation does not
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tell anything about the causal relationship between money and prices; it
does not indicate which the cause is and which is the effect.

6. Technically Inconsistent:

Prof. Halm considers the equation of exchange as technically
inconsistent. M in the equation is a stock concept; it refers to the stock of
money at a point of time. V, on the other hand, is a flow concept, it refers
to velocity of circulation of money over a period of time, M and V are non-
comparable factors and cannot be multiplied together. Hence the left-
hand side of the equation MV = PT is inconsistent.

7. Fails to Explain Trade Cycles:

The quantity theory does not explain the cyclical fluctuations in prices. It
does not tell why during depression the prices fall even with the increase
in the quantity of money and during the boom period the prices continue
to rise at a faster rate in spite of the adoption of tight money and credit
policy. The proper explanation for the decline.in prices during
depression is the fall in the velocity of money and for the rise in prices
during boom period is the increase in the velocity of money. Thus, the
quantity theory of money fails to explain the trade cycles. Crowther has
UHPDUNHG 37KH TXDQWLW\ WKHRU\ LV DW
cDXVHV RI WKH F\FOH

8. Ignores Other Determinants of Price Level:

The quantity theory maintains that price level is determined by the factors
included in the equation of exchange, i.e. by M, V and T, and
unrealistically establishes a direct and proportionate relationship between
the quantity of money and the price level. It ignores the importance of
many other determinates of prices, such as income, expenditure,
investment, saving, consumption, population, etc.

9. Fails to Integrate Monetary Theory with Price Theory:

The classical quantity theory falsely separates the theory of value from
the theory of money. Money is considered neutral and changes in money
supply are believed to affect the absolute prices and not relative prices.
Keynes criticises this view and maintains that money plays an active role
and both the theory of money and the theory of value are essential parts
of the general theory of output, employment and money. He integrated
the two theories through the rate of interest.

10. Money as a Store of Value Ignored:

The quantity theory of money considers money only as a medium of
exchange and completely ignores its importance as a store of value.
Keynes recognised the stores of value function of money and laid
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emphasis on the demand for money for speculative purpose as against
the classical emphasis on the transactions and precautionary demand for
money.

11. No Discussion of Velocity of Money:

The quantity theory of money does not discuss the concept of velocity of
circulation of money, nor does it throw light on the factors influencing it. It
regards the velocity of money to be constant and thus ignores the
variation in the velocity of money which are bound to occur in the long
period.

12. One-Sided Theory:

JLVKHUTV WUDQVDFW L R&ded.Dt 3R o Edhsidstaio® H
only the supply of money and its effects and assumes the demand for
money to be constant. It ignores the role of demand for money in causing
changes in the value of money.

13. No Direct and Proportionate Relation between M and P:

Keynes criticised the classical quantity theory of money on the ground
that there is no direct and proportionate relationship between the
guantity of money (M) and the price level (P). A change in the quantity
of money influences prices indirectly through its effects on the rate of
interest, investment and output.

The effect on prices is also not predictable and proportionate. It all
depends upon the nature of the liquidity preference function, the
investment function and the consumption function. The quantity theory
does not explain the process of causation between M and P.

14. A Redundant Theory:

The critics regard the guantity theory as redundant and unnecessary. In
fact, there is no need of a separate theory of money. Like all other
commodities, the value of money is also determined by the forces of
demand and supply of money. Thus, the general theory of value which
explains the value determination of a commodity can also be extended to
explain the value of money.

&URZWKHUTV &ULWLFLVP

Prof. Crowther has criticised the quantity theory of money on the ground

WKDW LW H[SODLQV RQO\ pKRZ LW ZRUNPRB®HWKH IOXFWXDW.L
DQG GRHV QRW H[SODLQ pZK\ LW ZRUNVY RI WKHVH IOXFWXDW
TXDQWLW\ WKHRU\ FDQW [ERPDNQIWVKHHQXRYEXDWLRQV LQ WKH
Rl PRQH\« EXW LW FDQQRW H[SODLQ WKH pZK\ LW ZRUNVYT
SHULRG”
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Let Us Sum Up

In this unit you have learned about the following:

The quantity theory of money is a framework to understand price changes
in relation to the supply of money in an economy. It argues that an
increase in money supply creates inflation and vice versa. The Irving
Fisher model is most commonly used to apply the theory. Other
competing models were formulated by British economist John Maynard
Keynes, Swedish economist Knut Wick sell, and Austrian economist
Ludwig von Mises. The other models are dynamic and posit an indirect
relationship between money supply and price changes in an economy.

Generally speaking, the quantity theory of money explains how increases
in the quantity of money tend to creat and vice versa. In the
original theory, V was assumed to be constant and T is assumed to be
stable with respect to M, so that a change in M directly impacts P. In other
words, if the money supply increases then the average price level will
tend to rise in proportion (and vice versa), with little effect on real
economic activity.

Check Your Progress

a). is a branch of economics that studies different theories of
money
b. The is equal to the total market value of all goods and

services transacted.

c). The transactions version of the quantity theory of money was provided
by the American economist in his book- The Purchasing Power
of Money (1911).

Glossary

Supply of Money: The concept of money supply can be defined as
the total quantity of currency that can be included in a nation's economy.
Money supply includes the total money both in the form of cash as well
as deposits that can be used as cash easily.

Quantity of Money : The quantity theory of money is a framework to
understand price changes in relation to the supply of money in an
economy

Velocity of Money:  The velocity of money is the frequency at which
one unit of currency is used to purchase domestically- produced goods
and services within a given time period. In other words, it is the number
of times one dollar is spent to buy goods and services per unit of time.
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Store of Value: A store of value is an asset that maintains its value,
rather than depreciating. Gold and other precious metals are good stores
of value because their shelf lives are essentially perpetual.

Answers to Check Your Progress

a). Monetary economics
b). Demand for money

c). Irving Fisher

Suggested Readings

1. Jagdish Handa, Monetary Economics, 2nd Edition, First published
2000 Second edition published 2009 by Routledge 2 Park Square,
Milton Park, Abingdon, Oxon OX14 4RN ISBN 0-203-89240-2.

2. Wynne Godley, Marc Lavoie, Monetary Economics An Integrated
Approach to Credit, Money, Income, Production and Wealth,
Palgrave Macmillan London, ISBN978-0-230-30184-9.
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Unit-6

Cambridge Version of Quantity Theory of
Money

STRUCTURE
Overview
Objectives
6.1. Main Features of Cambridge quantity Theory of Money

ODUVKDOOTYV (TXDWLRQV

5REHUWYV (TXDWLRQ

BLIRXTV (TXDWLRQ

Check Your Progress
Let Us Sum Up
Glossary
Answers to Check Your Progress
Suggested Readings

Overview

Cambridge equation formally represents the Cambridge cash-balance
theory, an alternative approach to the classical quantity theory of money.|
Both quantity theories, Cambridge and classical, attempt to express a
relationship among thd amount of goods produced,| thd price Ievel,|
amounts of money, and how money moves. The Cambridge equation
focuses on money demand instead of money supply.|The theories also
differ in explaining the movement of money

In this unit, introduction about the Cambridge version of quantity theory of

money, Main Features of Cambridge quantity Theory of Money,
ODUVKDOOTV (TXDWLRQV 5REHUWYIV (hasbedhLRQ DQG 3LJ
explained.

Objectives

After reading this unit, student should be able to:
x State the Cambridge quantity theory of money
X .QRZ DERXW WKH ODUVKDOOTV HTXDWLRQ
X UnderstaQG WKH 5REHUWYYV HTXDWLRQ
X 6WDWH WKH 3LIJRXTV HTXDWLRQ

6.1. Main Features of Cambridge quantity theory of money

The Cambridge Economists like Alfred Marshall and A. C. Pigou
presented an alter QDWLYH WR )LVKHUTV YHUVLRQ RI 4XDQWL\
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They have attempted to establish that the Quantity Theory of Money
is a theory of demand for money (or liquidity preference). The
Cambridge version of the Quantity Theory of Money is now presented.

Formally, the Cambridge equation is identical with the income version
of IVKHUYVY HTXDWLRQ O N3< ZKHHWWMHIM HTXXDWLR®&H )LVK

Here 1/V = M/PT measures the amount of money required per unit of
transactions and its inverse V measures the rate of turnover or each
unit of money per period.

So if k and Y remain constant, P is directly proportional to the initial
quantity of money (M).

Financial matters are a part of financial matters that concentrates on
various hypotheses of cash. One of the essential exploration regions for
this part of financial aspects is the amount hypothesis of cash (QTM). As
per the amount hypothesis of cash, the general value level of labor and
products is corresponding to the cash supply in an economy. While this
hypothesis was initially figured out by clean mathematician Nicolaus
Copernicus in 1517, it was promoted later by financial specialists Milton
Friedman and Anna Schwartz after the distribution of their book, "A Money
related History of the US, 1867-1960," in 1963.

As per the amount hypothesis of cash, on the off chance that how much
cash in an economy pair, all else equivalent, value levels will likewise
twofold. This implies that the purchaser will pay two times as much for
similar measure of labor and products. This expansion in value levels will
ultimately bring about a rising expansion level; expansion is a proportion
of the pace of rising costs of labor and products in an economy.

The very powers that impact the market interest of any ware likewise
impact the organic market of cash: an expansion in the stock of cash
diminishes the negligible worth of cash all in all, when the cash supply
increments, yet with all else being equivalent or ceteris paribus, the
purchasing limit of one unit of money diminishes. As an approach to
adapting to this decline in cash's peripheral worth, the costs of labor and
products rises; this outcome in a higher expansion level.

A Part of Income is kept in the Liquid Form:

Prof. Fisher has considered money only as a medium of exchange while

DQDO\]LQJ WKH p4XDQWLW\ 7KHRU\ RI ORQH\ T ,Q RWKHU Z|
demanded to purchase goods and services. But the Cambridge

economists do not agree with this view point. They have the opinion that

nobody knows what is hidden in future. So everybody wants to keep a

part of his present income in the form of cash or liquid so that if there is a

sudden need it can be fulfilled.
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This is the thought not only of individuals but also commercial institutions

and government. Thus, the value of money is determined by the demand

of cash remainders kept by the people. So Cambridge Equations are also

called cash balance equation. Thus, according to Cambridge
(FRQRPLVWY 37KH DPRXQW RI PRQH\ ZKLFK LV NHSW
commercial institutions and government to meet their day-to-day needs

LV FDOOHG GHPDQG RI PRQH\

The Cambridge Economists have presented separate equations in the
favors of cash balance.

Criticism:
1. The Chain of Causation:

Pundits contended that every one of the elements in the situation of trade
are factors and factual examinations have shown that they are
interrelated. Additionally, the line of causation isn't generally from M (cash
supply) to P (the cost level). It could be from V to P. An adjustment of the
pace of expenditure, the wide range of various variables continuing as
before, will bring about an adjustment of costs similarly as certainly as
would an adjustment of the Amount Hypothesis of cash, different things
continuing as before.

Or then again an adjustment of T, different things continuing as before,
will cause an adjustment of costs. So it is challenging to acknowledge the
hypothesis that adjustments of the amount of cash are consistently the
causes in the cost level. Studies have shown that the cost level won't be
quickly and immediately constrained by changing how much cash and
credit accessible for the acquisition of labor and products.

It might likewise be said that, in specific situations, an expansion in the
amount of cash won't deliver any adjustment of the cost level. Keynes has
brought up that the Amount Hypothesis is unimportant to a country which
has jobless assets (capital and work not being used).

In such a country, making of more cash will prompt greater work and
higher creation (bigger stock of products) and no adjustment of the cost
level. Costs will change in relation to cash supply just when there is no
degree for expanding creation, i.e., when there are no jobless assets in
the economy.

2. There are Inert Equilibriums:

Under Fisher's equation, the cost level relies on the all-out amount of
cash. Yet, it is just a piece of the complete amount of cash which impacts
costs. There generally exist latent equilibriums (accumulates) which apply
no tension by any stretch of the imagination on the costs of labor and
products. This is plainly seen during dejections.
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3. Synchronous Changes:

The Amount liquation can't be utilized for examining the impacts, of
changes in M, or T, on the cost level besides on the ceteris paribus
suspicion, "different things staying steady." Yet on account of financial
factors such a presumption can't be made. At the point when M changes,
T and V both change. At the point when T changes, M, and V change.
The net impact on the value level of an adjustment of any of the factors
of the amount condition really relies on how different factors are at the
same time different.

4. The Process of change

Hypothesis doesn't show the cycle through which changes in how much
cash influence the cost level. Keynes put extraordinary accentuation on
this point.

That's what he Observed:

"The basic issue of financial hypothesis isn't just to lay out personalities
or measurable connection however to treat the issue progressively,
dissecting the different ele-ments engaged with such a way as to display
the causal cycles by which the cost still up in the air and the technique for
change starting with one harmony then onto the next."

5. The Supposition of Full Business:

So expansion in the amount of cash doesn't necessarily increment costs.
In the event that there are unem-ployed assets, increment of cash
increments work and not costs. As Keynes calls attention to, the Amount
Hypothesis depends with the understanding of Full Work.

6. The Value of Money Determines the Quantity of Money:

As per Amount Hypothesis, an expansion in the stockpile of merchandise
or it will cause a fall in the cost level P. Financial and banking rehearses,
expansions in the stockpile of merchandise generally prompts an
expansion in the stock of cash (through production of credit and in any
case). M consequently, relies upon T; they are not free factors. Assuming
this view is right, the worth of cash isn't deter-mined by its amount; going
against the norm it is the worth of cash which decides its quan-tity.

7. Non-Money related Elements:

Costs might change and the worth of cash differ because of reasons
totally detached with the amount of cash.

Some examples are given below:

(). Changes in the level of efficiency wages may change costs of
production and affect prices.
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(i). If increase of output occurs under conditions of diminishing
returns, marginal costs will rise and prices will rise. Similarly, prices
will fall if production increases under conditions of increasing returns.

(iii). Increase and decrease of monopoly power will, respectively,
increase and decrease prices.

(iv). Prices are affected by variations in effective demand or
expenditure. Consumption expenditure and investment expenditure
both vary 2 as also the proportion between them.

8. Misdirecting Accentuation:

At last, as indicated by Crowther the Amount Hypothesis puts a
mis-leading accentuation on the significance of the amount of cash as
the reason for value changes and gives an excess of consideration
fair and square of costs.

In the short edge these standards of the Amount Hypothesis are not
as per realities. In genuine life the value level and volume of creation
go all over in a repeating design.

The Amount Hypothesis causes highlighted notice one significant
variable which causes cost change, viz., the amount of cash. It is
conceded that the amount equation "conceals many connections in
the chain of causation", however it is undisputed that the recipe
provides us with a crude but effective strategy for deciding the impacts
of changes in the amount of cash and certain different variables
affecting the cost level.

From the above conversation obviously the Amount Hypothesis is
lacking and defec-tive. It has, nonetheless, certain benefits. By and
large, we find that when cash supply expands, the cost level ascents.
For instance, during 1939-45 in India there was a huge expansion in
the volume of notes and bank progresses and the cost level rose
extremely quick.

Subsequently, there is a few connections between the amount of cash
and the worth of cash. The Amount Hypothesis expresses the
relationship not with outright rightness but rather just around.

Dr. Milton Friedman (the 1976 Nobel Prize victor) accepts that the
amount hypothesis of cash is valid in its basic or restored structure,
i.e., value (P) fluctuates with amount of cash (M). He accepts that
there is a proportionality between the amount of cash and the general
cost level in an economy.
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6.2. ODUVKDOOTYV (TXDWLRQ

Prof. Marshall has given his equation in the following
ZD\ 0 .< .1%

Here

M = toted money in circulation and deposits with bank

Y = Total monetary annual income.

K = the part of the income which people keep in liquid form for future use

Bl WKH SDUW RI SURSHUW\ ZKLFK LV NHSW LQ WKH IRUP RI F
A = the total value of property

There are two parts of the above equations of Prof. Marshall2” ,QFRPH
part and Property part. However, both part of the equation may be
theoretically correct but it is seen in practice that people bring only their
LQFRPH LQWR FRQVXPSWLRQ °

Thus, the amended form of this equation was given as
follows: M = KPY

Where,

M = Supply of Money
P = Price Level

Y = Total Real Income

K = the part of real income which people want to keep with them in the
form of cash

S5SREHUWVRQYV (TXDWLRQ

Robertson has given his equation in the following way:
M = PKT
Or P = M/KT

In this equation, the definitions of M, P and T have been taken same as
WKRVH LQ )LVKHUfYVY HTXDWLRQ DQG . KDV EHHQ WDNHQ |
equations.

If the value of 1 unit of money is presented in this equation it would
be like this:

P = KT/M.

6.4. 3LIRXTV (TXDWLRQ

3URI 3LJRXYV (TXDWLRQ LV FrR&VirGHUPAFE WR EH WKH H
ODUVKDOOTV HTXDWLRQ
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3URI B3LIRXYVY HTXDWLRQ LV DV
follows: P = KR/M

Where,

P = Common Price level

M = Total amount of money

R = Total real income of the society.

K = the part of real income which is kept in the form of money.

To present this equation with an example, suppose the total quantity of
money in circulation in the country (M) is Rs. 100 crores, total real income
of the society or country (R) is Rs. 250 crores and the percentage of
keeping cash with people (k) is 20.

InthLV FRQGLWLRQ DFFRUGLQJ WR 3LJRXYV HTXDWLRQ

KR

M

20

200

F =

50

~ 200
T

-

Thus, the value of one rupee of money will be 1/4 unit which means its
value per unit will be Rs.4/-.

The Demand of Money Depends on the Liquidity Preferences:

An individual wants to save a part of the amount obtained as his income.
He can consume this saved money in many ways.

He can invest money in fixed assets by purchasing land, building etc. or
he can purchase shares or debentures of any company. They can also
keep this sum deposited with banks.

BXW DOO WKHVH LOQYHVWPHQWY DUH QRW FDOOHG OLTXI
LOQVWDQWO\ WR REWDLQ FDVK 6R LW FDQTW EH FDOOH
debentures can be converted into cash instantly.

So these are called liquid money. Similarly, money deposited with banks
is called extremely liquid.

Thus, more will be liquid preference in people; the more will be demand
of money.
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Check Your Progress

a). has considered money only as a medium of exchange
ZKLOH DQDO\ILQJ WKH p4XeyQWLW\ 7KHRU\ RI OR

b). FDQYW EH VROG LQVW.DQWO\ WR REWDLQ FDVK

c). Shares and can be converted into cash instantly.

Let Us Sum Up

In this unit you have learned about the following:

The Cambridge equation first appeared in print in 1917 in Pigou's "Value
of Money". Keynes contributed to the theory with his 1923 Tract on
Monetary Reform. The Cambridge version of the quantity theory led to
both Keynes's attack on the quantity theory and the Monetarist revival of
the theory Marshall recognized that k would be determined in part by an
individual's desire to hold liquid cash.

In his|General Theory of Employment, Interest and Mone3H| Keynes
expanded on this concept to develop the idea of liquidity preferencé”a
central Keynesian concept.

The Cambridge equation formally represents the Cambridge cash-
balance theory, an alternative approach to the classical guantity theory of |
Both quantity theories, Cambridge and classical, attempt to
express a relationship among thd amount of goods produced,|thd price |
level,|Jamounts of money, and how money moves.

The Cambridge equation focuses on money demand instead o
The theories also differ in explaining the movement of money: In
the classical version, associated witH Irving Fisher,|money moves at a
fixed rate and serves only as al medium of exchange {Nhile in the
Cambridge approach money acts as al store of value Iand its movement
depends on the desirability of holding cash.

Economists associated with |Cambridge University,| including
|Marshal|||A.C. Pigou,|and John Maynard Keynes tbefore he developed

his own, eponymous school of thought) contributed to a quantity theory

of money that paid more attention to money demand than the supply-

oriented classical version.

The Cambridge economists argued that a certain portion of the money
supply will not be used for transactions; instead, it will be held for the
convenience and security of having cash on hand. This portion of cash is
commonly represented ask, a portion of nominal income (the product of
the price level and real income). The Cambridge economists also thought
wealth would play a role, but wealth is often omitted from the equation for
simplicity.
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Glossary

Deposits : A deposit is a financial term that means money held at a bank

Scheduled banks : It is a banking corporation whose minimum paid up
capital is Rs.5 lakhs and does not harm the interest of the depositors

Non-scheduled banks: These are the banks which do not comply with
the rules specified by the Reserve Bank of India, or say the banks which
do not come under category of scheduled banks.

Answers to Check Your Progress

a). Prof. Fisher
b). Fixed assets

c). debentures

Suggested Readings

1. Jag dish Handa, Monetary Economics, 2nd Edition, First published
2000 Second edition published 2009 by Rout ledge 2 Park Square,
Milton Park, Abingdon, Oxon OX14 4RN ISBN 0-203-89240-2.

2. Wynne Godley, Marc Lavoie, Monetary Economics An Integrated
Approach to Credit, Money, Income, Production and Wealth, Palgrave
Macmillan London, ISBN978-0-230-30184-9
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Unit-7

Classical Vs Cambridge Version

STRUCTURE

Overview

Objectives

7.1. Similarities between the Two Approaches
7.2. Dissimilarities between the Two Approaches
7.3. Superiority of Cash Balance Approach
Check Your Progress

Let Us Sum Up

Glossary

Answers to Check Your Progress

Suggested Readings

Overview

Credit creation separates a bank from other financial institutions. In
simple terms, credit creation is the expansion of deposits. And, banks can
expand their demand deposits as a multiple of their cash reserves
because demand deposits serve as the principal medium of exchange.

In this unit, introduction about Classical vs. Cambridge version, the
Similarities between the Two Approaches, Dissimilarities between the
Two Approaches and Superiority of Cash Balance Approach has been
explained.

Objectives

After reading this unit, student should be able to:
x Understand the Similarities between the Two Approaches
X State the dissimilarities between two approaches

" Know about the Superiority of Cash Balance approach

7.1. Similarities between the Two Approaches

1. Similar Equations :

5REHUWYV R ®dlancd égudtion, P = M/KT is quite similar to that
given by Fisher; P = MV/T. Both the equations use the same symbols
with same meanings. The only difference lies in V and K which are, in
fact, reciprocal to each other; V refers to rate of spending and K refers to
the extent of holding or not spending.
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Fisher Robertson

MV = PT M = KPT
PT ) . ¥
or Vv M bT
i e
Thus, A\ K K v

It means when people want to hold more money (higher the K), they want
to spend less or the velocity of circulation of money will be less (lower the
V). Thus, by substituting 1/V for K and 1/K for V, the two equations can
be reconciled.

2. Same Conclusions:

The Fisherian and Cambridge versions lead to the same conclusion that
there is a direct and proportional relationship between the quantity of
money and the price level and an inverse proportionate relationship
between the quantity of money and the value of money.

Both the approaches lead to the same conclusions, i.e., the price level or
the value of money depends upon the money supply. In other words,
there is direct proportionate relationship between the money supply and
the price level and inverse proportionate relationship between money
supply and the value of money. If the money supply is doubled, the price
level is also doubled and the value of money is halved.

3. Same Phenomenon of Money:

The different symbols given to the total quantity of money in the two
DSSURDFKHV UHIHU WR WKH VDPH SKHQRPHQRQ $V VXF
equation, M of the equations of Pigou and RREHUWVRQ DQG Q RI .H\QHV
equation refer to the total quantity of money.

09 0197 RI )LVKHUTV HTXDWLRQ 0 RI 5REHUWVRQYV D
DQG Q RI .H\QHVY HTXDWLRQ DOO UHIHUVW&®SWKH VDPH !
of money.

4.V and K-Two Sides of the Same Phenomenon:

Fisherman and Cambridge approaches are not fundamentally different
from each other because they represent two sides of the same
phenomenon. The Fisherman approach emphasizes money as a stock,
while the Cambridge approach stresses money as flow.

7KH WZR DSSURDFKHV XVH DOPRVW VLPLODU HTXDWLRQ
09 7 LV VLPLODU WR 5REHUWVRQYVY HTXDWLRQ 3 0 N7
difference is between the two symbols V and k which are reciprocal to
each other. Whereas V = (1/k) k = (1/V) Here V refers to the rate of
spending and k the amount of money which people wish to hold in the
form of cash balances of do not want to spend. As these two symbols are
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reciprocal to each other, the differences in the two equations can be
reconciled by VXEVWLWXWLQJ 9 IRUN LQ 5REHUWVRQTV HTXDWLR
LQ )LVKHUTV HTXDWLRQ

7.2. Dissimilarities between the two approaches

In spite of similar conclusions and implications of the two approaches,
they have some notable differences. As Hansen has pointed out- 37 KH
Marshallian version of the quantity theory, M = KY, represents a
fundamentally new approach to the problem of money and prices. It is not
true; as is often alleged, that the cash-balance equation is merely the
guantity theory in new algebraic dress. To assert this is to miss entirely
the significance of K in the

ODUVKDOOLDQ HTXDWLRQ ~

Important dissimilarities between the two approaches are discussed
below:

1. Relative Stress of Supply and Demand for Money:

JLVKHUYV DSSURDFK \pphU bfViddiéy, Whirdas,V tie
Cambridge approach lays more emphasis on the demand for money to
hold cash.

2. Definition of Money:

The two approaches use different definitions of money. The Fisherian
approach emphasises the medium of exchange function of money,
whereas the Cambridge approach stresses the store of value function of
money.

The two versions emphasize on different functions of money. The
Fisherian approach lays emphasis on the medium of exchange function
while the Cambridge approach emphasises the store of value of function
of money.

3. Flow and Stock Concepts:

,Q )LVKHUYY DSSURDFK PRQH\ LV D IORZ FRQFHSW ZKLOH LQ
approach it is a stock concept. The former relates to a period of time and
the latter to a point of time.

The Fisherian approach regards money as a flow concept; money is
considered in terms of flow of money expenditures. The Cambridge
version regards money as a stock concept; money supply refers to a
given stock at a particular point of time.

4. Transaction and Income Velocities:
Fisherian approach emphasises the importance of the transaction

velocity of circulation (i.e., V). The Cambridge Version, on the contrary,
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lays stress on the income velocity of the part of income which is held in
the cash balance (i.e., K).

5. Nature of P:

,Q ERWK DSSURDFKHV WKH SULFH OHYHO 3
version, P is the average price level of all goods. On the contrary, in
Cambridge version. P refers to the price of consumer goods.

,Q JLVKHUYV HTXDW L RaQerage pridé teveMof\MIRjovdKahd
services. But in the Cambridge equation P refers to the prices of final or
consumer goods.

6. Factors Affecting V and K:

Fisher is concerned about the institutional and technological factors
governing how fast individuals can spend their money (i.e., V). The
Cambridge School, on the other hand, is concerned about the economic
factors determining what portion of their wealth the public desires to hold
in the form of money (i.e., K).

LV QRW XV

The meaning given to the two symbolsV DQG d LQ WKH WZR YHUVLRQ'
GLITHUHQW ,Q )LVKHUYV HTXDWLRQ 9 UHIHUV WR WKH
5REHUWVRQYVY HTXDWLRQ d UHIHUV WR WKH FDVK EDOD(

hold. The former emphasises the transactions velocity of circulation and
the latter the income velocity.

7. Relationship between M and P:

The Fisherian approach maintains that any change in the money supply
produces proportional changes in the price level. This is because Fisher
believes that both velocity and real income are in the long run
independent of each other and of supply of money.

In the Cambridge approach, the price level may change by more or less
than the money supply; it depends upon what happens to the stock of
non-monetary assets and their expected yields on which the Cambridge
economists believed the desired cash balances depend.

8. Different Approaches to Monetary Theory:

Both Fisher and Cambridge School led to the development of two

GLITHUHQW DSSURDFKHV WR WKH PRQHWDU\ WKHRU\

rise to an inventory theory of money holding largely for transactions
purposes. On the other hand, the Cambridge approach has been
developed into portfolio, or capital theoretic approach to monetary
demand.
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9 Nature of T:

,Q JLVKHUTV YHUVLRQ 7 UH IttbUdoodls Rnd\s&rtice/ RW DO DPRXQ
exchanged for money, whereas in the Cambridge version, it refers to the
final or consumer goods exchanged for money.

10 Emphasis on Supply and Demand for Money:

JLVKHUYY DSSURDFK HPSKDVLVHV WKH VXSSO\ RI PRQH\
Cambridge approach emphasises both the demand for money and the
supply of money.

11 Different in Nature:

The two approaches are different in nature. The Fisherian version is
mechanistic because it does not explain how changes in V bring about
changes in P. On the other hand, the Cambridge version is realistic
because it studies the psychological factors which influence k.

W LV RQ DFFRXQW RI WKHVH GLIIHUHQFHV WKDW +DQVHQ ZU
is often alleged that the cash balance equation is merely the quantity
WKHRU\ LQ QHZ DOJHEUDLF GUHVYV ~

7.3. Superiority of Cash Balance Approach

The Cambridge version is superior to the Fisherian version on the
following grounds:

1. Realistic Theory:

The Fisherman approach is mechanical in the sense that it maintains a
mechanical, i.e., direct and proportional relationship between the supply
of money and the price level. The Cambridge approach, on the contrary,
provides a realistic analysis. By emphasizing K, it introduced the role of
human motives in the determination of the price level.

2. Complete Theory:

JLVKHUTV DS S UdiBdbkcduge Ramsiders quantity of money to
be the only determinant of the value of money or the price level. In the
Cambridge approach, both the demand for and the supply of money are
recognised as real determinants of the value of money.

3. Broader Theory:

The Cambridge approach is broader and comprehensive because it takes
into account income level as well as changes in it as important
determinant of the price level. The Fisherman approach ignored income
level and makes the price level dependent upon the quantity of money
and the total number of transactions.
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4. More Useful:

According to Kurihara, the Cambridge equation, P = M/KT, is analytically
more useful than the Fisherman equation, P = MV/T, in explaining money
value. It is easier to know the amount of cash balances of an individual
than to know his expenditure on various types of transactions.

5. Causal Process:

According to Fisher, changes in the price level are caused by the changes
in the quantity of money. But according to the Cambridge economists, the
price level may change even without a change in the quantity of money,
if K changes. Given the quantity of money, a desire to keep less money
balances will raise the price level and vice versa.

6. Explanation of Cyclical Fluctuations:

The variable K in the Cambridge equation is more significant in explaining
WKH WUDGH F\FOHV WKDQ WKH YDULDEOH 9
people decrease their cash balances (K) and as a result, the value of
money falls and the price level rises. On the contrary, during depression,
the desire to hold money (K) rises and, as a consequence, the value of
money rises and the price level falls.

7. Basis of Liquidity Preference Theory:

The Cambridge approach, by stressing on the motives for the demand for
holding money, provided a foundation for the development of Keynes

LQ )LVKHUT

HOLTXLGLW\ SUHIHUHQFH WKHRU\ RI LQWHUHVW /LTXL

significant constituent of the modem theory of income and employment
and its emergence has raised the importance of fiscal policy in controlling
business cycles.

8. Nature of Variables:

Various variables in the Cambridge equation are defined in a better and

more realistic manner than those in the FishermanequatLRQ 7 LQ )J)LVKHUTTV

version refers to the total transactions, whereas in the Cambridge
equation, T refers to only the final goods and services. Similarly, P in

JLVKHUYV YHUVLRQ VWDQGV IRU WKH DYHUDJH SULFH OF

in a period of time, but in Cambridge version, P is the general price level
of only final goods.

9. General Demand Analysis:

The Cambridge approach is preferred by the economists because it
applies the general demand analysis to the special case of money. It
enquires into the utility of money, the nature of the budget constraint

78



facing the individual and the opportunity cost of holding money as against
the other assets.

Check Your Progress

a). 5R EHUW YV R-Qdfavicé-dgvaKon is

b). The Fisherman approach emphasizes money as a stock, while the
Cambridge approach stresses money as

c). has given rise to an inventory theory of money holding
largely for transactions purposes

Let Us Sum Up

In this unit you have learned about the following:

There are similarities and dissimilarities between the two approaches of
the quantity theory of money, i.e., the Fisherman transaction approach
and the Cambridge cash-balance approach. The Fisherman approach is
mechanical in the sense that it maintains a mechanical, i.e., direct and
proportional relationship between the supply of money and the price level.
The Cambridge approach, on the contrary, provides a realistic analysis.

The Cambridge approach, by stressing on the motives for the demand for

holding money, provided a foundation for the development of Keynes

HOLTXLGLW\ SUHIHUHQFH WKHRU\ RI LQWHUHVW /LTXLGLW\
significant constituent of the modem theory of income and employment

and its emergence has raised the importance of fiscal policy in controlling

business cycles.

The Cambridge approach is broader and comprehensive because it takes
into account income level as well as changes in it as important
determinant of the price level. The Fisherman approach ignored income
level and makes the price level dependent upon the quantity of money
and the total number of transactions.

Glossary

Flow concept: Flow is a state of mind in which a person becomes fully
immersed in an activity

Stock Concept: A stock is a quantity measured at a particular point in
time Cyclical Fluctuations: Cyclical fluctuations is a term used to describe
oscillations that occur over long periods about the secular trend line or
curve of a time series.

Demand Analysis: Demand analysis is the research conducted by
companies that aim at understanding customer demand for a certain
product.
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Answers to Check Your Progress

a). P = M/IKT
b).Flow
c). )LVKHUYV DSSURDFK

Suggested Readings

1. Jagdish Handa, Monetary Economics, 2nd Edition, First published
2000 Second edition published 2009 by Routledge 2 Park Square,
Milton Park, Abingdon, Oxon OX14 4RN ISBN 0-203-89240-2.

2. Wynne Godley, Marc Lavoie, Monetary Economics An Integrated
Approach to Credit, Money, Income, Production and Wealth, Palgrave
Macmillan London, ISBN978-0-230-30184-9

80



Unit-8

Keynesian Theory of Demand for Money

STRUCTURE

Overview

Objectives

8.1 Introduction

8.2 Meaning and Definition of Demand for Money
8.3. The Determinants of the Demand for Money
8.4. Keynesian Economics and Monetary Policy
8.5. Criticisms of KeyneV{ 7KHRU\

Check Your Progress

Let Us Sum Up

Glossary

Answers to Check Your Progress

Suggested Readings

Overview

Keynesian economics focuses on using active government policy to
manage aggregate demand in order to address or prevent economic
recessions.

Keynes developed his theories in response to the Great Depression, and

was highly critical of previous economic theories, which he referred to as

SFODVVLFDO HFRQRPLFV" $FWLYLVW ILVFDO DQG PRQHWDU\ !
tools recommended by Keynesian economists to manage the economy

and fight unemployment.

In this unit, introduction about Keynesian theory of demand for money,
Meaning and Definition of Demand for money, The Determinants of the
Demand for Money, Keynesian Economics and Monetary Policy and
CiWLFLVPV RI .H\Qb&k\b§err dddriy Explained.

Objectives

After reading this unit, student should be able to:
x Understand the Keynesian theory of demand for money
x State the meaning and definition of demand for money
x State the determinants of demand for money

x Know about the limitations of Keynes theory
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8.1. Introduction

Keynesian economics is a macroeconomic economic theory of total
spending in the economy and its effects on output, employment, an
inflation. Igexnesian economics was developed by the British_economist
John Maynard{Keynes guring the 1930s in an attempt to understand th

Great Depression. keynesian economics is considered a "demand-side"
theory that focuses on changes in the economy over the short run.
Ke\QHVYV WKHRU\ ZzDV WKH ILUVW WR VKDUSO\ VHSDUDW

behavior and markets based on individual incentives from the study of
broad national economic aggregate variables and constructs.

Based on his theory, Keynes advocated for increased government

expenditures and lower taxes to stimulate demand and pull the global

economy out of the depression. Subsequently, Keynesian economics

was used to refer to the concept that optimal economic performance

could be achieved 2 and economirevented 2 hy influencingﬂ
|aqqreqate demand {hrough activist stabilization and economic

intervention policies by the government.

Keynesian economics represented a new way of looking at spending,
output, and inflation. Previously| what Keynes dubbed classical economic |
eld that cyclical swings in employment and economic output
create profit opportunities that individuals and entrepreneurs would have
an incentive to pursue, and in so doing correct the imbalances in the
HFRQRP\ $FFRUGLQJ WR .H\QHV Y VcaHR Qas8itcll X FWLRQ RI1 W
theory, if aggregate demand in the economy fell, the resulting weakness
in production and jobs would precipitate a decline in prices and wages. A
lower level of inflation and wages would induce employers to make capital
investments and employ more people, stimulating employment and
restorind economic _growth. keynes believed that the depth and

persistence of the Great Depression, however, severely tested this
hypothesis.

8.2. Meaning and Definition of Demand for Money

The demand for money explains the desire of people for a definite amount
of money. Money is needed to manage transactions, and the value of
transactions decides the money people want to keep.

The larger the quantum of transactions, the bigger is the amount of
money demanded. Since the quantum of transactions relies upon
earning, it should be lucid that a rise in income leads to a rise in the
demand for money.
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When people stockpile their savings in the form of money rather than
keeping it in a bank that fetches them interest, the money people
stockpile also relies upon the rate of interest.

Particularly, when interest rates rise, people become less focused on
stockpiling money since holding money leads to holding less of interest
earning deposits. Thus, they receive less interest. Hence, the money
demanded decreases at high interest rates.

1. The demand for money

The demand for money is affected by several factors, including the level
of income, interest rates, and inflation as well as uncertainty about the
future. The way in which these factors affect money demand is usually
explained in terms of the three motives for demanding money: the
transactions , the precautionary , and the speculative motives.

2. Transactions motive

Under the exchange rationale, individuals hold cash in type of money
adjusts for exchange purposes, since receipt of cash and installments
don't agree. The greater part of individuals accepts their checks week
after week or month to month while the use goes on regular. Thus, a
specific measure of money is kept close by to make current installments.
This sum will rely upon the size of the singular's pay, the span at which
pay is gotten and strategies for installments winning in the general public.

The money managers and the business visionaries likewise need to keep
an extent of their assets in fluid structure to address day to day issues.
They need cash constantly to pay for natural substance, to pay
compensations and to meet any remaining current spreads. How much
cash held by finance managers and business visionaries relies generally
upon the turnover. The bigger the turnover, bigger will be how much cash
expected to cover current regions.

Interest for exchange thought process emerges principally due to the
utilization of cash as a mechanism of trade.

The demand for cash is an interest for genuine money adjusts to
purchase labor and products. The higher the cost level, the more cash in
type of money an individual need to hold to buy a given amount of
products. In the event that the cost level copies, the individual needs to
keep two times how much cash to purchase similar amount of
merchandise. Same is valid for financial specialists and business people.
Thus, the interest for cash adjusts is interest for genuine instead of
ostensible equilibriums.

As per Keynes, the exchanges interest for cash relies just upon the
genuine pay and not impacted by the pace of revenue. The transactions
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motive for demanding money arises from the fact that most transactions
involve an exchange of money. Because it is necessary to have money
available for transactions, money will be demanded. The total number of
transactions made in an economy tends to increase over time as income
rises. Hence, as income or GDP rises, the transactions demand for
money also rises.

3. Precautionary motive

Under preparatory thought process individuals holds cash in real money
structure or fluid structure for unanticipated possibilities like disorder,
mishaps, risk of joblessness and other unsure dangers. How much cash
requested for preparatory thought process will rely upon the brain science
of the individual and the circumstances where he resides.

People often demand money as a precaution against an uncertain future.
Unexpected expenses, such as medical or car repair bills, often require
immediate payment. The need to have money available in such situations
is referred to as the precautionary motive for demanding money.

4. Speculative motive

The speculative rationale is connected with the longing of individuals to
hold cash in fluid structure to exploit market developments in regards to
what's in store changes in the pace of revenue. The money held under
this rationale is utilized to make speculative additions by managing in
securities and offers, whose costs vacillates.

Assuming security or offer costs are supposed to rise (implies that the
pace of interest is supposed to fall), financial specialists will purchase
bonds or offers to sell when their costs really rise.

In the other case, assuming the security or offer costs are supposed to
fall (implies that the pace of interest is supposed to rise), financial
specialists will offer bonds or offers to stay away from capital misfortunes.
Assuming the pace of revenue is higher than the less cash will be held
under the speculative intention as well as the other way around. There is
a converse connection between the pace of revenue and speculative
demand for cash.

Interest for cash is a diminishing capability of the pace of revenue in light
of the fact that as the pace of revenue increments request diminishes as
well as the other way around.

Money, like other stores of value, is an asset. The demand for an asset
depends on both its rate of return and its opportunity cost. Typically,
money holdings provide no rate of return and often depreciate in value
due to inflation. The opportunity cost of holding money is the interest rate
that can be earned by lending or investing one's money holdings. The
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speculative motive for demanding money arises in situations where
holding money is perceived to be less risky than the alternative of lending
the money or investing it in some other asset.

For example, if a stock market crash seemed imminent, the speculative
motive for demanding money would come into play; those expecting the
market to crash would sell their stocks and hold the proceeds as money.
The presence of a speculative motive for demanding money is also
affected by expectations of future interest rates and inflation. If interest
rates are expected to rise, the opportunity cost of holding money will
become greater, which in turn diminishes the speculative motive for
demanding money. Similarly, expectations of higher inflation presage a
greater depreciation in the purchasing power of money and therefore
lessen the speculative motive for demanding money.

8.3. Determinant of the Demand for Money

1. Total wealth:

This is the analogue of the budget constraint in the usual theory of
consumer choice. It is the total that must be divided among various forms
of assets. In practice, estimates of total wealth are rarely available, more
so when total wealth is defined to include not merely non-human or
physical wealth but also human wealth, that is, the present value of the
expected flow of labour income. So income is generally used as a
surrogate for wealth. Income, as we know, includes both property income
and labour income.

But to serve as a good proxy for wealth, a longer-term concept of income,

OLNH J)ULHGPDQYTV FRQFHSW RI uSHUPDQHQW LQFRPHY VKRX

of current income.

The emphasis on income as a surrogate for wealth, rather than as a
PHDVXUH RI WKH pZRUNY WR EH GRQH E\
Friedman as the basic conceptual difference between his formulation of
the demand for money and the earlier formulations, both neoclassical and
Keynesian, concerned with the transactions approach to the demand for
money.

2. The division of wealth between human and non-human forms:

Since total wealth is assumed to include human wealth and institutional
constraints limit narrowly the conversion of human into non-human wealth
or the reverse, Friedman hypothesises the fraction of total wealth that is
in the form of non-human wealth to be an additional important variable.
In particular, he hypothesises the demand for money to be a declining
function of the aforesaid fraction, as it is much easier to sell or purchase
non-human than human wealth.
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3. The expected rates of return on money and other assets:

This is the analogue of the prices of a commadity and its substitutes and
complements in the theory of consumer demand. The nominal rate of
return on money may be zero as on currency or positive as it is on savings
deposits, a large part of which is counted as demand deposits, or even
negative, if current account deposits are subject to net service charges.
The nominal rate of return on other assets consists of two parts: first, any
currently paid yield or cost, such as interest on bonds, dividends on
equities and storage costs on physical assets, and second, expected
changes in their nominal prices.

It is through the second part (of expected capital gains or losses) that
Keynes had introduced his speculative demand for money. Keynes,
however, had considered only bonds as the competing non-money asset.
Or, more correctly speaking, he had treated bonds as representing all
long-term financial assets.

7TKXV LQWHUSUHWHG WKH UHDOO\ QRYHO DQG LPSRUW
formulation is the extension of the margin of substitution for money to

stocks of (durable) goods. Obviously, for them the expected rate of

change of prices (adjusted for storage costs) gives the appropriate rate

of return, and this becomes especially important under conditions of

inflation or deflation:

4. Other variables:

Besides the above, there may be other variables that affect the utility

attached to the services of money relative to those rendered by other

assets, and so should be included in the demand function for money. One

VXFK YDULDEOH VXJJHVWHG E\ )ULHGPDQ LV pWKH GHJU
expected to prevailinthH I XWXUHY

According to him, wealth-holders are likely to attach considerably more
value to liquidity when they expect economic conditions to be unstable
than when they expect them to be highly stable. However, it is difficult to
express this variable quantitatively.

8.4. Keynesian Economics and Monetary Policy

Keynesian economics focuses on demand-side solutions to recessionary
periods. The intervention of government in economic processes is an
important part of the Keynesian arsenal for battling unemployment,
underemployment, and low economic demand. The emphasis on direct
government intervention in the economy often places Keynesian theorists
at odds with those who argue for limited government involvement in the
markets.
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Keynesian theorists argue that economies do not stabilize themselves
very quickly and require active intervention that boosts short-term
demand in the economy. Wages and employment, they argue, are slower
to respond to the needs of the market and require governmental
intervention to stay on track. Furthermore, they argue, prices also do not
react quickly, and only gradually change when monetary policy
interventions are made, giving rise to a branch of Keynesian economics
known as Monetarism.

If prices are slow to change, this makes it possible to use money supply
as a tool and change interest rates to encourage borrowing and lending.
Lowering interest rates is one way governments can meaningfully
intervene in economic systems, thereby encouraging consumption and
investment spending. Short-term demand increases initiated by interest
rate cuts reinvigorate the economic system and restore employment and
demand for services. The new economic activity then feeds continued
growth and employment.

Without intervention, Keynesian theorists believe, this cycle is disrupted
and market growth becomes more unstable and prone to excessive
fluctuation. Keeping interest rates low is an attempt to stimulate the
economic cycle by encouraging businesses and individuals to borrow
more money. They then spend the money they borrow. This new
spending stimulates the economy. Lowering interest rates, however,
does not always lead directly to economic improvement.

Monetarist economists focus on managing the money supply and lower
interest rates as a solution to economic woes, but they generally try to
avoid thé zero-bound broblem. As interest rates approach zero,
stimulating the economy by lowering interest rates becomes less effective
because it reduces the incentive to invest rather than simply hold money
in cash or close substitutes like short term Treasuries. Interest rate
manipulation may no longer be enough to generate new economic activity
if it cannot spur investment, and the attempt at generating economic
recovery may stall completely. This is a type of liquidity trap.

When lowering interest rates fails to deliver results, Keynesian
economists argue that other strategies must be employed, primarily fiscal
policy. Other interventionist policies include direct control of the labor
supply, changing tax rates to increase or decrease the money supply
indirectly, changing monetary policy, or placing controls on the supply of
goods and services until employment and demand are restored

8.5.Criticisms of Keynes theory

(i)  Keynesian theory is not a complete theory of employment in the
sense that it does not provide a comprehensive treatment of
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(ii)

(iii)

(iv)

v)

(vi)

(vii)

(viii)

(ix)

)

unemployment, (a) It deals only with cyclical unemployment and
ignores other forms of unemployment, such as, frictional
unemployment, technological unemployment, etc. (b) It does not
tell us how to secure full and fair employment.

There exists no direct and determinable relationship between
effective demand and volume of employment. It all depends upon
the relationship between wage rate, prices and money supply.
Moreover, in modern times, most countries are facing the problem
of stagflation (i.e., unemployment with inflation).

Keynesian theory assumes perfect competition which is not a very
realistic assumption. He completely ignored the problems of
monopoly.

Keynesian theory deals with short-run phenomenon. It pays no
attention in the long-run problems of the dynamic economy.

Keynesian economics is static in nature. It ignores the time lags in
the behaviour of economic variables. However, the post-
Keynesians have filled this gap by providing truly dynamic analysis.

Keynesian theory is purely macro-economic theory which deals
with aggregates. Micro-economic problems have been completely
ignored.

Keynes assumes a closed economy. In this way, his analysis does
not take into account the impact of international trade on the growth
of employment and income of the economy.

Keynesian economics is, by and large, a depression economics. It
is the product of Great Depression of 1930s and attempts to
suggest measures to solve the problems of unemployment. It pays
little attention to deal with the inflationary situation.

It is basically a capitalistic theory. It examines the determinants of
employment in a free enterprise economy. Though Keynes has
suggested government intervention and controlled capitalism, his
theory fails to deal socialist economic system.

Keynesian theory is not applicable in underdeveloped countries.
Keynes deals with the problem of cyclical unemployment, whereas
the underdeveloped countries face the problems of chronic
unemployment and disguised unemployment.

As a remedial measure, Keynes suggested expansion of aggregate
demand and discouragement to saving, while the underdeveloped
countries need curbs on spending, and increases in saving for capital
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formation and for large-scale investment to break the vicious circle of
poverty.

Check Your Progress

a). People often demand money as a precaution against an

b). The for demanding money arises from the fact that most
transactions involve an exchange of money

c). The demand for money explains the for a definite amount of
money

Let Us Sum Up

In this unit you have learned about the following:

Keynesian economics focuses on using active government policy to
manage aggregate demand in order to address or prevent economic
recessions. Keynes developed his theories in response to the Great
Depression, and was highly critical of previous economic theories, which

KH UHIHUUHG WR DV 3 FODVVLFDO HFRQRPLFV’

are the primary tools recommended by Keynesian economists to manage
the economy and fight unemployment.

Keynesian economics represented a new way of looking at spending,
output, and inflation. Previously| what Keynes dubbed classical economic |
eId that cyclical swings in employment and economic output
create profit opportunities that individuals and entrepreneurs would have

an incentive to pursue, and in so doing correct the imbalances in the
economy.

$FFRUGLQJ WR .H\QHVTV FR-GaWW tlaxdicdl theady, R |
aggregate demand in the economy fell, the resulting weakness in
production and jobs would precipitate a decline in prices and wages. A
lower level of inflation and wages would induce employers to make capital
investments and employ more people, stimulating employment and
restorind economic _growth. keynes believed that the depth and
persistence of the Great Depression, however, severely tested this
hypothesis.

Glossary

Monetary Policy : Monetary policy is a set of actions available to a
nation's central bank to achieve sustainable economic growth by
adjusting the money supply.

Inflation: Inflation is the rate of increase in prices over a given period of
time
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Deflation: Deflation is a general decline in prices for goods and services,
typically associated with a contraction in the supply of money and credit
in the economy.

Opportunity cost:  Opportunity costs represent the potential benefits that
an individual, investor, or business misses out on when choosing one
alternative over another

Answers to Check Your Progress

a). Uncertain Future
b). Transaction Motive

c). Desire of people

Suggested Readings

1. Jagdish Handa, Monetary Economics, 2nd Edition, First published
2000 Second edition published 2009 by Routledge 2 Park Square,
Milton Park, Abingdon, Oxon OX14 4RN ISBN 0-203-89240-2.

2. Wynne Godley, Marc Lavoie, Monetary Economics An Integrated
Approach to Credit, Money, Income, Production and Wealth, Palgrave
Macmillan London, ISBN978-0-230-30184-9
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Block-3: Introduction

Block-3: Supply of Money has been divided in to four Units.

Unit-9: Supply of Money Sources  deals with Introduction, Meaning and
Supply of Money Supply, Effect of Money Supply on the Economy and
Components of the Money Supply.

Unit-10: Measures of Money Supply explains about Introduction,
Measuring the Amount of Money in Circulation, The Money Supply in
terms of Liquidity and Four Measures of Money Supply in India.

Unit-11: Theory of Money Supply  describes about Introduction,
Superiority of the Keynesian Theory over the Traditional Quantity Theory

of Money, High powered money supply, Gurlinand 6 KDZfV DS&81dRDFK
Central Bank Approach.

Unit-12: Money Multiplier  presents about Introduction, Definition of
Money Multiplier, Money Supply Multiplier Effect, Formula to estimate the
Money multiplier and Multiplier Effect Related to MPC.

In all the units of Block -3: Supply of Money , the Check your progress,
Glossary, Answers to Check your progress and Suggested Reading has
been provided and the Learners are expected to attempt all the Check
your progress as part of study.
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Unit-9

Supply of Money

STRUCTURE

Overview

Objectives

9.1. Introduction

9.2. Meaning and Supply of Money Supply
9.3. Effect of Money Supply on the Economy
9.4. Components of the Money Supply
Check Your Progress

Let Us Sum Up

Glossary

Answers to Check Your Progress

Suggested Readings

Overview

The concept of money supply from economic perspective. Further it
describes how money supply effects the economy. Various components
of money supply are also explained.

In this unit, Introduction about Supply of money isources, Meaning and
Supply of Money Supply, Effect of Money Supply on the Economy and
Components of the Money Supply has been explained.

Objectives

After reading this unit, student should be able to:
X Know about the meaning and supply of money supply
X State the effect of money supply on the economy

X Understand the components of the money supply

9.1. Introduction

The money supply is all the currency and other liquid instruments in a
country's economy on the date measured. The money supply roughly
includes both cash and deposits that can be used almost as easily as
cash.

Governments issue paper currency and coin through some combination
of their central banks and treasuries. Bank regulators influence the
money supply available to the public through the requirements placed on
banks to hold reserves, how to extend credit, and other money matters.

92



Economists analyze the money supply and develop policies revolving
around it througﬂ controlling interest fates and increasing or decreasing
the amount of money flowing in the economy. Public and|private sector |
analysis is performed because of the money supply's possible impacts
on price Ievelsand the business cycle. In the United States, the
Federal Reserve policy is the most important deciding factor in the money
supply. The money supply is also known as the money stock.

9.2. Meaning of Supply of Money

The total stock of money circulating in an economy is the money supply.
The circulating money involves the currency, printed notes, money in the
deposit accounts and in the form of other liquid assets.

The concept of money supply can be defined as the total quantity of
currency that can be included in a nation's economy. Money supply
includes the total money both in the form of cash as well as deposits that
can be used as cash easily.

The money supply economics is associated with the government's direct
power as it is the government that issues currency either in paper form or
in the form of a coin as a combination of treasuries bills and demand
drafts of banks. Similarly, the banks also have control over the money
supply, and they exert such influence through reserves and credit
controls.

Money supply has a major impact on the economy of a country. The
inflation of prices of commodities, their demand, and supply change the
supply of money. In economics, money supply plays a role in the interest
rates and cash flow prevalent throughout the country.

It is important to note here that the money supply does not include the
stock of money held by the government or the money under the
possession of the banks. These institutions serve as the suppliers of
money or are involved in the production of money rather than being a part
of the money supply. The term money supply refers only to that share of
capital or cash that is governed by the people of the country.

1. Rationale of measuring money supply

Empirical analysis of money supply is important for two reasons: It
facilitates analysis of monetary developments in order to provide a deeper
understanding of the causes of money growth.

It is essential from a monetary policy perspective as it provides a frame
work to evaluate whether the stock of money in the economy is consistent
with the standards for price stability and to understand the nature of
deviations from this standard. The central banks all over the world adopt
monetary policy to stabilize price level and GDP growth by directly
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controlling the supply of money. This is achieved mainly by managing the
gquantity of monetary base. The success of monetary policy depends to a
large extent on the control ability of money supply and the monetary base.

The Sources of Money Supply
The supply of money in the economy depends on:

a. The decision of the central bank based on the authority conferred on
it, and

b. The supply responses of the commercial banking system of the
country to the changes in policy variables initiated by the central
bank to influence the total money supply in the economy.

The central banks fall countries are empowered to issue currency and,
therefore, the central bank is the primary source of money supply in all
countries. In effect, high powered money issued by monetary authorities
is the source of all other forms of money. The currency issued by the

FHQWUDO EDQN LV plLDW PRQH\T DQG LV EDFNHG E\ VXS

value is guaranteed by the government. The currency issued by the
central bank is, in fact, a liability of the central bank and the government.
Therefore, in principle, it must be backed by an equal value of assets
mainly consisting of gold and foreign exchange reserves. In practice,

however, mMRVW FRXQWULHV KDYH DGRSWHG D pPLQLPXP

L

1TZKHUHLQ WKH FHQWUDO EDQN LV HPSRZHUHG WR LVVX

by keeping only a certain minimum reserve of gold and foreign
securities.

The second major source of money supply is the banking system of the
country.Thetotalsupplyofmoneyintheeconomyisalsodeterminedbytheext
entofcredit created by the commercial banks in the country. Banks
create money supply in the process of borrowing and lending
transactions with the public. Money so created by the commercial banks
LV FDOOHG FUHGLW-pgoRerted] mankyHand LtheKcredit
money broadly constitute the most common measure of money supply,
or the total money stock of a country.

Measurement of Money supply

There is virtually a profusion of different types of money, especially credit
money, and this makes measurement of money supply a difficult task.
Different countries follow different practices in measuring money supply.
The measures of money supply vary from country to country, from time
to time and from purpose to purpose. Reference to such different
measures is beyond the scope of this unit. Justas other countries do,
arrange of monetary and liquidity measures are compiled and published
by the RBI. Money supply will change if the magnitude of any of its
FRQVWLWXHQWYV pFKDQJHV
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In this unit, we shall be concentrating on the Indian case only and in the
following discussion, we shall focus on alternative measures of money
supply prepared and published by the Reserve Bank of India.

Since July 1935, the Reserve Bank of India has been compiling and
disseminating monetary statistics. Till 1967-68, the RBI used to publish
RQO\ D VLQJ®H ROOWH RZ PR QM1)défin€dsa®the sum
of currency and demanddeposits held by the public. From 1967-68, a
'‘broader’ measure of money supply, called 'aggregate monetary
resources' (AMR) was additionally published by the RBI. From April
1977, following the recommendations of the Second Working Group on
Money Supply(SWG),the RBI has been publishing data on four
alternativemeasures of money supply denoted by M1, M2, M3and
Md4besides the reserve money. The respective empirical definitions of
these measures are given below:

M1 = Currency notes and coins with the people +demand depos its of
banks (Current and Saving deposit accounts) +other deposits
with the RBI.

M2 = M1+savingsdepositswithpostofficesavingsbanks.
M3 = M1+net time deposits with the banking system.

M4 = M3+total deposits with the Post Office Savings Organization
(excluding National Savings Certificates).

The RBI regards these four measures of money stock as representing
different degrees of liquidity. It has specified them in the descending
order of liquidity, M1 being the most liquid and M4 the least liquid of the
four measures.

Wes hall briefly discuss the important components of each. Currency
consists of paper currency as well as coins. Demand deposits comprise
the current-account deposits and the demand deposit portion of savings
deposits, all held by the public. These are also called CASA deposits
and these are cheapest sources of finance for a commercial bank. It
should be noted that it is the net demand deposits of banks, and not their
total demand deposits that get included in the measure of money supply.
The total deposits include both deposits from the public as well as inter-
EDQN GHSRVLWY ORQH\ LV GHHPHG DV VRPHWKLQJ KHOG E
Since inter-bank deposits are not held by the public, they are netted out
of the total demand deposits to arrive at net demand deposits.

2WKHU GHSRRBI\WY ifs depogitKother than those held by the
government (the Central and state governments),and include demand
deposits of quasi government institutions, other financial institutions,
balances in the accounts of foreign central banks and governments, and
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accounts of international agencies such as IMF and the World Bank.
Empirically, whatever the measure of money supply, these ‘'other
deposits 'of the RBI constitute a very small proportion (less than one
percent)of the total money supply.

Following the recommendations of the Working Group on
Money(1998),the RBI has started publishing a set of four new monetary
aggregates on the basis of the balance sheet of the banking sector in
conformity with the norms of progressive liquidity. The new monetary
aggregates are:

SHVHUYH ORQH\ &XUUHQF\ LQ FLUFXODWLRQ %

with the RBI+ Other deposits with the RBI
=NetRBIcredittotheGovernment+RBlcredittotheCo

PPHUFLDOVHFWRU 5%,fV&ODLPV RQ EDQ
QHW )RUHLJQ DVVHWYV *R/WHUQPHQWTV

liabilities to the public
5%, TV Q-mhivie@rRR IQabilities

NM1=Currency with the public + Demand deposits with the banking

VI\VWHP p2WKHUY GHSRVLWYV ZLWK WKH 5%,

NM2=NM21+Short-term time deposits of residents (including and upto
contractual maturity of one year).

NM3=NM2+Long-term time deposits of residents +Call/ Term funding
from financial institutions

In the monetary literature, money is usually defined in alternative ways
rangingfrom narrow to broad money. Empirically the M1(narrow money)
is defined as the sum of currency held by the public, demand deposits
of the banks and other deposits of RBI. Reserve money is comprised of
the currency held by the public, cash reserves of banks and other
deposits of RBI. On comparison, we find that the difference between M1
and reserve money is that the former includes the demand deposits
while the latter includes the cash reserves of banks. Reserves are
FRPPHUFLDO EDQNVY GHSRVLWYV ZLWK WKH
reserve ratio (CRR) and as working funds for clearing adjustments.

Reserve money, also known as central bank money, base money or
high-powered money, needs a special mention as it plays a critical role
in the determination of the total supply of money. Reserve money
determines the level of liquidity and price level in the economy and,
therefore, its management is of crucial importance to stabilize liquidity,
growth, and price level in an economy.
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The central bank also measures macro-economic liquidity by formulating

YDULRXY pOLTXL Gih Addftion thJtheHdddétaky \aggregates.

:KLOH WKH LQVWUXPHQWY LVVXHG E\ WKH EDQNLQJ V\VWHP
PRQH\T LQVWUXPHQWYV WKRVH ZKLFK DUH FORVH VXEVWLW X!
issued by the non-banking financial institutions are also included in

liquidity aggregates.

L1=NM3 + All deposits with the post office savings banks (excluding
National Savings Certificates).

L2=L1+Termdepositswithtermlendinginstitutionsandrefinancinginstitutio
ns (FIs) + Term borrowing by Fls + Certificates of deposit issued by Fls.

L3= L2+Publicdepositsofnon-bankingfinancialcompanies

9.3. Effect of Money Supply on the Economy

An increase in the supply of money typically lowers interest rates, which
in turn, generates morend puts more money in the hands of
consumers, thereby stimulating spending. Businesses respond by
ordering more raw materials and increasing production. The increased
business activity raises the demand for labor. The opposite can occur if
the money supply falls or when its growth rate declines.

Change in the money supply has long been considered to be a key factor
in driving macroeconomic performance and business cycles.
Macroeconomic schools of thought that focus heavily on the role of
money supply include Irving Fisher's Money, Monetarism and
Business Cycle Theory.

Historically, measuring the money supply has shown that relationships
exist between it and|inf|ation Iand|price IeveIs.|However, since 2000, these
relationships have become unstable, reducing their reliability as a guide
for monetary policy. Although money supply measures are still widely
used, they are one of a wide array of economic data that economists and
the Federal Reserve collect and review.

The various types of money in the money supply are generally classified
as Ms, such as MO, Mlanaccording to the type and size of
the account in which the instrument is kept. Not all of the classifications
are widely used, and each country may use different classifications. The

money supply reflects the different types oach type of money
has in the economy.

for example, is also called narrow money and includes coins and
notes that are in circulation and other money equivalents that can be
converted easily to cash. M2 includes M1 and, in addition, short-ter
n banks and certain money market funds.? M3 includes M2 in
addition to long-term deposits. However, M3 is no longer included in the
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reporting by the Federal Reserve. Money supply data is collected,
recorded, and published periodically, typically by the country's
government or central bank. The Federal Reserve in the United States
measures and publishes the total amount of M1 and M2 money supplies
on a weekly and monthly basis. They can be found online and are also
published in newspapers.

The money supply, meaning the total cash present under a nation's
economy, is bound to influence the economics of the market. Therefore,
any change in the demand and supply of money will result in a
consequent change in the market. A rise in the money supply will reveal
its effect by decreased interest rates and price values of commaodities and
services. Whereas a decrease in money supply will result in increased
interest rates, price values with a coupled increase in banks' reserves. An
effect similar to this occurs on the business as well. As the price levels
lower due to increased money supply, the production in business will
increase to accommodate people's increased spending. Thus, the money
supply and money demand directly impact the macroeconomics of a
nation's market.

9.4. Components of the Money Supply

Two components of the money supply regulate its structure and flow.
These are:

1.Currency

Currency forms a major part of the money supply of a nation. As
discussed before, the government produces currency in two forms, i.e.,
coins and paper currency. Thus, money supply through currency can also
be divided into:

Paper Currency/ Notes: The production of currency notes is under the
control of the government as well as the reserve bank of India. In the
country, only one-rupee paper currency is produced by the government,
while RBI produces all the other currency notes.

Coins: The second form of currency in India, the coins, are produced in
two variants viz token coins and the standard coins characterized as full-
bodied coins. The full-bodied currency coins are of little value today under
the current currency system. The token coins represent the value of 50
paise and 25 paise.

2. Demand Deposits

The demand deposits are a part of commercial banks and are used as a
no confidential fund. These accounts are considered money when
included in the economy of a country. Such deposits' working mechanism
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is similar to that of a checking account where withdrawals from the fund
can be made without notice.

Coins (standard money): paper currency and demand deposits or credit
money issued by commercial banks are the key components of the
supply of money:

The word "Monetary Standard" refers to the sort of standard money that
is utilized in a monetary system. In reality, a country's monetary system
is often characterized in terms of its standard money. As a result, the
monetary standard is associated with standard money. (A monetary
system includes its standard money as well as all paper and credit
substitutes that are linked to and convertible into standard money.) A
country is considered to have a gold standard system if the standard
monetary unit is defined in terms of both gold and silver; a system is said
to be bimetallic if the standard monetary unit is defined in terms of both
gold and silver.

However, a country's currency is said to have an inconvertible paper
money standard if it is not convertible in gold or silver. Thus, it is
conventional to describe a country's monetary system in terms of its
standard money, which serves as the primary source of supply. It should
be mentioned that the adoption of a specific monetary standard in a
country at a given moment is determined by the country's economic
conditions. However, the monetary standard, which therefore becomes a
key component of the monetary system, must be such that it facilitates
elastic money supply, economic progress, and promotes people's
wellbeing. A suitable monetary system is one that satisfies both domestic
and international trade requirements. In general, the monetary system
and hence the monetary standards are directed by the domestic
demands of a certain country, while the international aspects of currency
management are important.

Check your progress

a) Supply of Money refer to

b) The money supply is the total amount of money

c) The total stock of money circulating in an economy is the

Let Us Sum Up

In this unit, you have learned about the following:

Money supply, the liquid assets held by individuals and banks. TheD

upply includesl, coin||currency,|and demand deposits (checking
accounts). Some economists consider time and savings deposits to be
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part of the money supply because such deposits can be managed by
governmental action and are involved iconomic activity.
These deposits are nearly as liquid as currency and demand deposits.
Other economists believe that deposits in mutual savings banks, savings
anssociations, and credit unions should be counted as part of the
money supply.

Valuation and analysis of the money supply help the economist and policy
makers to frame the policy or to alter the existing policy of increasing or
reducing the supply of money. The valuation is important as it ultimately
affects the business cycle and thereby affects the economy. Periodically,
every country's central bank publishes the money supply data based on
the monetary aggregates set by them. In India, the Reserve Bank of India
follows MO, M1, M2, M3 and M4 monetary aggregates.

Glossary

Business cycle : A business cycle is the periodic growth and decline of
a nation's economy, measured mainly by its GDP

Currency : Currency is a medium of exchange for goods and services

Demand Deposit: A demand deposit account (DDA) is a bank account
from which deposited funds can be withdrawn at any time, without
advance notice

Answers to Check Your Progress

a). Currency held by the public
b).(currency + deposit money)

c). money supply

Suggested Readings

1. Jagdish Handa, Monetary Economics, 2nd Edition, First published
2000 Second edition published 2009 by Routledge 2 Park Square,
Milton Park, Abingdon, Oxon OX14 4RN ISBN 0-203-89240-2.

2. Wynne Godley, Marc Lavoie, Monetary Economics An Integrated
Approach to Credit, Money, Income, Production and Wealth,
Palgrave Macmillan London, ISBN978-0-230-30184-9.
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Unit- 10

Measures of Money Supply

STRUCTURE

Overview

Objectives

10.1. Introduction

10.2. Measuring the Amount of Money in Circulation
10.3. The Money Supply in terms of Liquidity
10.4. Four Measures of Money Supply in India
Check Your Progress

Let Us Sum Up

Glossary

Answers to Check Your Progress

Suggested Readings

Overview

This unit is continuation of the previous unit topic money supply. It
explains how to measure money in circulation and money supply in terms
of liquidity and measures of money supply in India

In this unit, Introduction about Measures of money supply, Measuring the
Amount of Money in Circulation, The Money Supply in terms of Liquidity
and Four Measures of Money Supply in India has been explained.

Objectives

After reading this unit, student should be able to:
X Understand the Measures of money supply
X Know about the Money Supply in terms of Liquidity

x State the measures of money supply in India

10.1. Introduction

The RBI that is responsible for the measures of the money supply.

There are four types of methods used by the RBI to measure the supply
of money in India. Let's take them one by one:

The first measure is denoted as M;, and it is represented as the formula.
M, =C+ DD + OD

Where C represents the currency, including both paper currency and
coins.
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DD represents the demand deposits made in the banks.

OD represents the other types of deposits made in RBI, like deposits from
public sector financing, foreign banks, or international institutions such as
the IMF.

The next measure under the RBI approach to the money supply is
denoted as M. Under the first approach, the deposits made in a savings
account are not included as money supply. The second method
compensates for this by adding the savings account. Thus,

M, = M; + deposits made as savings deposits in Post office savings
banks.

The third method under the RBI approach of money supply includes the
net deposits made under a specified period with the banks. It includes the
normal money supply and net deposits.

Mz = M1 + Net Time-deposits included in banks.

The final measure of money supply included under RBI guidelines
accumulates Post office savings banks' deposits and the total deposits
except those from National Saving Certificate. Thus,

M4 = M3 + Deposits made with Post-office savings institute.

The concept of money supply still has certain elements that need to be
explored. This mainly includes figuring out what can be treated as 'money’
and what can't. For example, commercial banks' fixed deposits are not
treated as 'money' under money supply. In contrast, the savings deposits
made under the Post office savings bank cannot be counted as money
because they lack exchange via cheque and face no liquidity.

Thus, M; is the most liquid measure of the money supply, as it only
includes currency and demand deposits. The M; and M, are considered
narrow money supply measures, and Ms and Ms measure the broad
money by including other forms of savings.

10.2. Measuring the Amount of Money in Circulation

The money supply is the total quantity of money in the economy at any
given time. Economists measure the money supply because it is directly
connected to the activity taking place all around us in the economy. In
addition, the Federal Reserve's Board of Governors and the Federal
Open Market Committee use this information as the basis of their
monetary policy. What we're talking about in this lesson is: how do we
measure the money supply?

While most people think that money supply is one big pile of cash in the
economy, economists look at it very specifically. We can define the
money supply in three different ways - M1, M2 and M3.
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M1 is the narrowest definition of money. M1 consists of coins and
currency in circulation, checking accounts and traveler's checks.

M2 is a more broad definition of money than M1. M2 = M1 + small savings
accounts, money market funds and small time deposits.

M3 is even more broad and includes M2 + large time deposits, large
money market funds and repurchase agreements, which are financial
instruments generally used by large businesses and institutions. Since
2006, the Federal Reserve stopped using M3 - so now we have M1 and
M2.

These measures correspond to three definitions of money that the
Federal Reserve uses. Here's a snapshot of the money supply at the end
of July 2012. As you can see, M1 consists of around $1 trillion in currency,
about $4 billion in traveler's checks and another $1.26 trillion in demand
deposits at banks. These three make up M1, which totaled about $2.3
trillion. M2 takes M1 and adds several other things to it. When you add
savings accounts, small time deposits and small money market funds,
you get a total of about $10 trillion, which economists refer to as M2.

10.3. The Money Supply in terms of Liquidity

M3 is a measure of the money supply that includesl, M2 ]as well as large
time deposits, institutional money market funds, short-tern{ repurchase |
agreements (repo), and larger liquid assets.

The M3 measurement includes assets that are less liquid than other
components of thé money supply Iand are referred to as "near money,"

which are more closely related to the finances of Iarge
nd corporations than to those of small businesses and

individuals.

The money supply, sometimes referred to as the money stock, has many
classifications o The total money supply includes all of the
currency in circulation as well as liquid financial products, such as
Certificates of Deposit (CDs).

The M3 classification is the broadest measure of an economy's money
supply. It emphasizes money as a store-of-value more so than as
|medium of exchange,|hence the inclusion of less-liquid assets in M3.
Less-liquid assets would include those that are not easily convertible to
cash and therefore not ready to use if needed right away.

10.4. Four Measures of Money Supply in India

There is no one way to calculate the money supply in our economy.
Instead, the Reserve Bank of India has developed four alternative
measures of money supply in India.
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These four alternative measures of money supply are labelled M1, M2,
M3 and M4. The RBI will collect data and calculate and publish figures of
all the four measures. Let us take a look at how they are calculated.

M1 (Narrow Money)

M1 includes all the currency notes being held by the public on any given
day. It also includes all the demand deposits with all the banks in the
country, both savings as well as current account deposits. It also includes
all the other deposits of the banks kept with the RBI. So M1 = CC + DD
+ Other Deposits

M2

M2, also narrow money, includes all the inclusions of M1 and additionally
also includes the saving deposits of the post office banks. So M2 = M1 +
Savings Deposits of Post Office Savings

M3 (Broad Money)

M3 consists of all currency notes held by the public, all demand deposits
with the bank, deposits of all the banks with the RBI and the net Time
Deposits of all the banks in the country. So M3 = M1 + time deposits of
banks.

M4

M4 is the widest measure of money supply that the RBI uses. It includes
all the aspects of M3 and also includes the savings of the post office
banks of the country. It is the least liquid measure of all of them. M4 = M3
+ Post office savings

Check Your Progress

a). M1 is the definition of money

b). M2 = M1 + small savings accounts, money market funds and

c). The Government who produces all the coins and the

Let Us Sum Up

In this unit, you have learned about the following:

The money supply is the total stock of money that is in circulation in an
economy on any specific day. This includes all the notes, coins and
demand deposits held by the public on such a day. Such as money
demand, money supply is also a stock variable one important point to
note is that the stock of money kept with the government, central bank,
etc. is not taken into account in money supply. This money is not in actual
circulation in the economy and hence does not form a part of the
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monetary supply. Now there are essentially three main sources of money
supply in our economy. They are the producers of the money and are
responsible for its distribution in the economy. The government who
produces all the coins and the one rupee notes. The Reserve Bank of
India (RBI) which issues all the paper currency. And commercial banks
as they create the credit as per the demand deposits

Glossary

Time deposits: A time deposit is an interest-bearing bank account that
has a date of maturity, such as a Certificate of Deposit (CD).

Liquidity: Liquidity refers to the ease with which an asset, or security,
can be converted into ready cash without affecting its market price

Commercial bank : A commercial bank is a financial institution that
accepts deposits, offers checking and savings account services, and
makes loans.

Answers to Check Your Progress

a). harrowest
b). small time deposits.

C). One rupee notes

Suggested Readings

1. Jagdish Handa, Monetary Economics, 2nd Edition, First published
2000 Second edition published 2009 by Routledge 2 Park Square,
Milton Park, Abingdon, Oxon OX14 4RN ISBN 0-203-89240-2.

2. Wynne Godley, Marc Lavoie, Monetary Economics An Integrated
Approach to Credit, Money, Income, Production and Wealth, Palgrave
Macmillan London, ISBN978-0-230-30184-9.
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Unit -11

Theory of Money Supply
STRUCTURE
Overview
Objectives
11.1. Introduction

11.2. Superiority of the Keynesian Theory over the Traditional Quantity
Theory of Money

11.3. High powered money supply

11.4. *XUOLQ DQG 6KDZYfV DSSURDEFK
11.5. Central Bank Approach

Check Your Progress

Let Us Sum Up

Glossary

Answers to Check Your Progress

Suggested Reading

Overview

This unit explains superiority of the Keynesian theory of money over the
traditional quantity theory of money, high powered money supply, Gurlin
DQG VKDZTV DSSURDFK DQG DOVR FHQWUDO EDQN DSSU

Objectives

After reading this unit, student should be able to:
x Understand the traditional theory of money
X Know about high powered money supply

x Statethe *XUOLQ DQG VKDZTV DSSURDFK

11.1. Introduction

Keynes does not agree with the older quantity theorists that there is a
direct and proportional relationship between quantity of money and
prices. According to him, the effect of a change in the quantity of money
on prices is indirect and non-proportional.

.H\QHV FRPSODLQV 3WKDW HFRQRPLFVY KDV EHHQ G
compartments with no doors or windows between the theory of value and

WKH WKHRU\ RI PRQH\ DQG SULFHV ~ 7KLV GLFKRWRP\
price level (as determined by demand and supply of goods) and the

absolute price level (as determined by demand and supply of money)

arises from the failure of the classical monetary economists to integrate
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value theory with monetary theory. Consequently, changes in the money
supply affect only the absolute price level but exercise no influence on
the relative price level.

Further, Keynes criticises the classical theory of static equilibrium in

which money is regarded as neutral and does not influence the

HF R Q R Re&f[equilibrium relating to relative prices. According to him,

the problems of the real world are related to the theory of shifting

HTXLOLEULXP ZKHUHDV PRQH\ HQWHUV DV D 2OLQN EHWZHH(
IXWXUH"

11.2. Superiority of the Keynesian Theory over the Traditional
Quantity Theory of Money

The Keynesian theory of money and prices is superior to the traditional

TXDQWLW\ WKHRU\ RI PRQH\ IRU WKH IROORZLQJ UHDVRQV .H
guantity theory of money is superior to the traditional approach in that he

discards the old view that the relationship between the quantity of money

and prices is direct and proportional. Instead, he establishes an indirect

and non-proportional relationship between quantity of money and prices.

In establishing such a relationship, Keynes brought about a transition

from a pure monetary theory of prices to a monetary theory of output and

employment.

In so doing, he integrates monetary theory with value theory. He
integrates monetary theory with value theory and also with the theory of
output and employment through the rate of interest. In fact, the integration
between monetary theory and value theory is done through the theory of
output in which the rate of interest plays the crucial role. When the
guantity of money increases the rate of interest falls which increases the
volume of investment and aggregate demand thereby raising output and
employment. In this way, monetary theory is integrated with the theory of
output and employment.

As output and employment increase they further raise the demand for
factors of production. Consequently, certain bottlenecks appear which
raise the marginal cost including money wage rates.

Thus prices start rising. Monetary theory is integrated with value theory

in this way. The Keynesian theory is, therefore, superior to the traditional

guantity theory of money because it does not keep the real and monetary

VHFWRUV RI WKH HFRQRP\ LQWR WZR VHSDUDWH FRPSDUWPEL
or windows between the theory of value and the theory of money and

SULFHV 9 $JDLQ WKH WUDGLWLRQDO TXDQWLW\ WKHRU\ LV I
assumption of full employment of resources. Under this assumption, a

given increase in the quantity of money always leads to a proportionate

increase in the price level.
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Keynes, on the other hand, believes that full employment is an exception.
Therefore, so long as there is unemployment, output and employment will
change in the same proportion as the quantity of money, but there will be
no change in prices; and when there is full employment, prices will
change in the same proportion as the quantity of money. Thus the
Keynesian analysis is superior to the traditional analysis because it
studies the relationship between the quantity of money and prices both
under unemployment and full employment situations.

Further, the Keynesian theory is superior to the traditional quantity theory
of money in that it emphasises important policy implications. The
traditional theory believes that every increase in the quantity of money
leads to inflation. Keynes, on the other hand, establishes that so long as
there is unemployment, the rise in prices is gradual and there is no danger
of inflation.

It is only when the economy reaches the level of full employment that the
rise in prices is inflationary with every increase in the quantity of money.
7KXV 3SWKLV DSSURDFK KDV WKH YLUWXH RI HPSKDVLVLC(
IXOO HPSOR\PHQW DQG SULFH VWDELOLW\ PD\ EH LQKHL

11.3. High powered money and the Money Multiplier

The current practice is to explain the determinants of the money supply
in terms of the monetary base or high-powered money. High -powered
money is the sum of commercial bank reserves and currency (notes and
coins) held by the public. High-powered money is the base for the
expansion of bank deposits and creation of the money supply. The supply
of money varies directly with changes in the monetary base, and inversely
with the currency and reserve ratios.

The use of high-powered money consists of the demand of commercial

banks for the legal limit or required reserves with the central bank and

excess reserves and the demand of the public for currency. Thus high-

SRZHUHG PRQH\ + & 55 (5 ZKHUH K UHSUHVHQWYV FXUU
required reserves and ER the excess reserves.

AcomPHUFLDO EDQNYYV UHTXLUHG UHVHUYHV GHSHQG XSH
bank usually holds reserves in excess of its required reserves. In fact,

banks do not advance loans up to the legal limits but precisely less than

that. This is to meet unanticipated cash withdrawals or adverse clearing

balances. Hence the need arises for maintaining excess reserves by

them. The money supply is thus determined by the required reserve ratio

and the excess reserve ratio of commercial banks. The Required Reserve

Ratio (RRR) is the ratio of required reserves to deposits (RR/D), and the

Excess Reserve Ratio (ERR) is the ratio or excess reserves to deposits

(ER/D).
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Currency held by the public is another component of high-powered

money. The demand for currency by the public is expressed as a
proportion of bank deposits. Thus the currency ratio C/-& ' ZKHUH K LV
the currency and D deposits. The currency ratio is influenced by such

factors as changes in income levels of the people, the use of credit
instruments by the public, and uncertainties in economic activity

The formal relation between the money supply and high-powered money
can be stated in the form of equations as under:

M=Dw+C
High-powered money (/) (or monetary base) consists of currency held by the public (C
reserves (RR) and excess reserves of commercial banks. Thus high-powered money

H=C+RR+ER
The relation between M and H can be expressed as the ratio of M to H, So divide equati
M_ D+C
H C+RR+ER
Divide the numerator and denominator of the right hand side of the equation (3) by D:
oG
e
M__ b »p
## C  RR ER
D Db D
1+ £
M _ D
or H C " RR ' ER
- B D
By substituting Cr for C/D, REr for RR/ID and ERr for ER/D, equation: ' &) becomes
M 1+Cr

H  Cr+RRr+ERr
Thus high-powered money

H = E’;__RR'_:E'_ « M
1+Cr
And money suply
VR . S
Cr RRr 4 ERy

The money supply (M) consists of deposits of commercial banks (D) and
currency (C) held by the public. Thus the supply of money:

Equation (7) defines money supply in terms of high-powered money. It
expresses the money supply in terms of four determinants, H, Cr, RRR,
and ERR. The equation states that the higher the supply of high powered
money, the higher the money supply. Further, the lower the currency ratio
(Cn), the reserve ratio (RRR), and the excess reserve ratio (ERR) the
higher the money supply, and vice versa.

The relation between the money supply and high-powered money is
illustrated in Figure. The horizontal curve Hs shows the given supply of
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high-powered money. The curve Hd shows the demand for high-powered
money associated with each level of money supply and represents
equation (6). The slope of the Hd curve is equal to the term (Cr + RRr +
ERr)/(1+Cr). Given Cr, RRr, Err and the high-powered money Hi, the
equilibrium money supply is OM. If the money supply is larger than this,
say OMy there will be excess demand for high-powered money. On the
contrary, a less than OM money supply will mean less demand for high-
powered money.

If there is an increase in any one of the ratios Cr or RRr or ERr, there

would be an increase in the demand for high-powered money. This is

VKRZQ E\ WKH +Gf FXUYH LQ )LJXUH ZKHUH WKH LQF!
for high-powered money leads to decline in the money supply to OM.
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The quotient of equation (7) is the money multiplier m. Thus

P &U &5 55U (5U«

Now the relation between the money supply and high -powered money of
equation (7) becomes

0 P+ «

Equation (9) expresses the money supply as a function of m and H. In
other words, the money supply is determined by high powered money (H)
and the money multiplier (m). The size of the money multiplier is
determined by the currency ratio (Cr) of the public, the required reserve
ratio (RRr) at the central bank, and the excess reserve ratio (ERr) of
commercial banks. The lower these ratios are, the larger the money
multiplier is. If m is fairly stable, the central bank can manipulate the
money supply (M) by manipulating H. The central bank can do so by open
market operations. But the stability of m depends upon the stability of the
currency ratio and the reserve ratios RRr and ERr. Or, it depends upon
off-setting changes in RRr and ERr ratios. Since these ratios and
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currency with the public are liable to change, the money multiplier is quite
Money Supply volatile in the short run.

Given the division of high-powered money between currency held by the

public, the required reserves at the central bank, and the excess reserves

of commercial banks, the money supply varies inversely with Cr, RRr and

ERr. But the supply of money varies directly with changes in the high-

powered money. This is shown in Figure 69.2. An increase in the supply

of highpowered money by DH shifts WKH +V FXUYH XSZDUG WR +V{ $W ( WK
demand and supply of high-powered money is in equilibrium and money

supply is OM.

With the increase in the supply of high-SRZHUHG PRQH\ WR +V{ WKH VXSSO\
of money also increases to OM; at the new equilibrium point E;. Further,
Figure 2 reveals the operation of the money multiplier. With the increase
in the highpowered money DH, the money supply increases by DM. An
increase in highpowered money by Re 1 increases by a multiple of Re 1.
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Some economists do not take into consideration excess reserves in
determining high-powered money and consequently the money supply.
But the monetarists give more importance to excess reserves. According
to them, due to uncertainties prevailing in banking operations as in
business, banks always keep excess reserves.

The amount of excess reserves depends upon the interaction of two types
of costs: the cost of holding excess reserves, and the cost generated by
deficiency in excess reserves. The first cost is in terms of the market rate
of interest at which excess reserves are maintained. The second cost in
in terms of the bank rate which is a sort of penalty to be paid to the central
bank for failure to maintain the legal required reserve ratio by the
commercial bank.

The excess reserve ratio varies inversely with the market rate of interest
and directly with the bank rate. Since the money supply is inversely
related to the excess reserve ratio, decline in the excess reserve ratio of
banks tends to increase the money supply and vice versa. Thus the
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money supply is determined by high-powered money, the currency ratio,
the required reserve ratio and the market rate of interest and the bank
rate.

The monetary base or high-powered money is directly controllable by the

central bank. It isthe uOWLPDWH EDVH RI WKH QDWLRQTV PRQH
course, the money multiplier times the high-powered money always

equals the money supply, i.e. M=mH. This formulation tells us how much

new money will be created by the banking system for a given increase in

the high-powered money.

The monetary policy of the central bank affects excess reserves and the
high powered money identically. Suppose the central bank makes open
market purchases. This raises the high-powered money in the form of
excess reserves of banks.

An increase in money supply that results from it comes from the banking
system which creates new money on the basis of its newly acquired
excess reserves. Thus this concept tells us that the monetary authorities
can control the money supply through changing the high-powered money
or the money multiplier.

114. *XUOLQ DQG GKrbac vV $

Gurley-Shaw Approach: Includes the liabilities of non-banking financial
intermediaries in the definition of money. The main contributors of this
approach were John G. Gurley and Edward S. Shaw. Gurley and Shaw,
while explaining the concept of money, highlighted the substitution
relationship among various factors, such as currency, demand deposits,
time deposits, and saving bank deposits. These factors act as the
sources for storing value.

Therefore, according to Gurley-Shaw, money can be defined as the
weighted sum of currency, demand deposits, and other deposits and
claims against the financial intermediaries. The weights should be allotted
on the basis of substitutability of currency. However, the practical
implication of this approach is not possible as it is difficult to determine
the degree of substitutability of deposits and claims against the financial
intermediaries. Moreover, assigning weights to measure the money
supply is a challenging task.

11.5. Central Bank Approach

Constitutes the broader view of the whole concept of money. The function
of the central bank is to control and regulate the flow of money in an
economy. Therefore, the central bank formulates and implements a
monetary policy to achieve its goals and objectives. For this purpose, it
needs to determine all the sources and modes of payment and flow of
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credit in the economy, which are treated as money. According to the

central bank view, currency and all other assets that can be converted

into money (realizable assets) are included in the money supply. Radcliffe

Committee of United States endorsed the central bank approach.

$FFRUGLQJ WR WKLV FRPPLWWHH 3WKH VLPLODULW\ EHWZHI
realisable assets or means of purchasing to the point of rejecting money

LQ IDYRU RI VRPH EURDGHU FRQFHSW PHDVXUDEOH RU LPPHI
words, money can be any form through which the borrowers receive

credit. On the basis of monetary policy and policy targets, the central bank

implements different measures to control money supply.

Check Your Progress

a) does not agree with the older quantity theorists that there is a
direct and proportional relationship between quantity of money and prices

b).The function of the is to control and regulate the flow of
money in an economy

c). Includes the liabilities of non-banking financial intermediaries
in the definition of money

Let Us Sum Up

In this unit, you have learned about the following:

In contrast to the monetarists, J.G. Gurley and E.S. Shaw believe that
money and the behaviour of commercial banks have unduly been given
more importance in the Keynesian model. According to them money is
only one of a number of financial assets and commercial banks constitute
only one of the various types of financial intermediaries. They contend
that quantity theory of money analysis should be extended to include
other large number of financial assets and institutions.

Financial intermediaries are defined as financial institutions which serve
as middlemen between savers and borrowers. Since most other financial
institutions like mutual saving banks, credit unions, insurance companies,
pension funds, chit funds, savings and loan associations, etc., also
accept deposits and advance loans these should be treated as financial
intermediaries like commercial banks. These financial intermediaries
benefit both savers and borrowers because deposits with them also earn
interest, are more liquid than many other assets and are relatively risk
free.

Again, borrowers like individuals, firms, and government also gain from
their existence. Gurley and Shaw argue that the assets of non-bank
financial intermediaries have increased more rapidly in recent years than
the assets of commercial banks and this trend and the role of financial
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intermediaries have undermined the effectiveness of monetary policy
based on the control of money supply created by the banks alone.

The main claim of these authors to fame is through their discovery of and
emphasis on the fact that in a growing economy, along with the process
of economic growth in real terms there is a proliferation of financial
institutions, banks, saving institutions and so forth and their insistence
that this fact makes a difference to monetary analysis. In support of this
contention they have produced a large theoretical framework, in which
they develop the theme that financial intermediaries are important and in
the course of their analysis they develop a variety of theoretical models.

They have pointed out to the liabilities of non-bank financial
intermediaries and their implications on the analysis for monetary theory
and policy. According to them, on account of this development monetary
theory and policy cannot be correctly analyzed without reference to the
financial structure of the economy. Just as in the Radcliffe-Sayers thesis
the whole liquidity of the economy is important, in the same way, in the
Gurley-Shaw thesis the entire financial structure of the economy
becomes significant, thereby making the velocity function both complex
and unstable.

Glossary

High powered money : High powered money is the liability of the
monetary authority of the country

Financial Intermediaries: A financial intermediary is an entity that acts
as the middleman between two parties in a financial transaction, such as
a commercial bank, investment bank, mutual fund, or pension fund.

Immeasurable: The meaning of immeasurable is incapable of being
measured; broadly: indefinitely extensive.

Answers to Check Your Progress

a). Keynes
b). Central bank

c). Gurley-Shaw Approach

Suggested Readings

1. Jagdish Handa, Monetary Economics, 2nd Edition, First published
2000 Second edition published 2009 by Routledge 2 Park Square,
Milton Park, Abingdon, Oxon OX14 4RN ISBN 0-203-89240-2.

2. Wynne Godley, Marc Lavoie, Monetary Economics An Integrated
Approach to Credit, Money, Income, Production and Wealth, Palgrave
Macmillan London, ISBN978-0-230-30184-9.
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Unit-12

Money Multiplier

STRUCTURE

Overview

Objectives

12.1. Introduction

12.2. Definition of Money Multiplier
12.3. Money Supply Multiplier Effect
12.4. Formula to estimate the Money multiplier
12.5. Multiplier Effect Related to MPC
Let Us Sum Up

Glossary

Answers to Check Your Progress

Suggested Readings

Overview

This unit explains the concept of money multiplier, money multiplier effect,
formula to estimate the money multiplier and how multiplier effect related
to MPC

Objectives

After reading this unit, student should be able to:
X Understand the concept of money multiplier
x Know about the determinants of the money multiplier
x State the formula to estimate the money multiplier

X Understand the money multiplier and Economic development

12.1. Introduction

Ir{ monetary economics,|a money multiplier is one of various closely
related ratios of|commercia| bank money {o|central bank money talso
called the monetary base) under a|fractiona|-reserve banking }system. It
relates to the maximum amount of commercial bank money that can be
created, given a certain amount of central bank money.

In el fractional-reserve banking Isystem that has legal reserve
requirements, the total amount of loans that commercial banks are
allowed to extend (the commercial bank money that they can legally
create) is equal to a multiple of the amount of reserves. This multiple is

the|reciprocal bf the|reserve ratio |'ninus one, and it is an|economic

115




The actual ratio of money to central bank money, also called
the money multiplier, is lower because some funds are held by the non-

bank public as currency. Also, banks may hoId|excess reserves,|being
reserves above thg reserve requirement set by the central bank

Although the money multiplier concept is a traditional portrayal of
fractional reserve banking, it has been criticized as being misleading. The
Reserve Bank|Deutsche Bundesbank,|and the|Standard & Poor's }ating
agency have issued criticisms of the concept's use.

Several countries (such as Canada, the UK, Australia and Sweden) set
no Iegal reserve requirements.| Even in those countries that do, the
reserve requirement is as a ratio to deposits held, not a ratio to loans that
can be extended - oes stipulate a liquidity requirement to cover
30 days net cash outflow expected under a modeled stressed scenario
(note this is not a ratio to loans that can be extended); however, liquidity
coverage does not need to be held as reserves but rather as any high-
quality liquid assets.

12.2. Definition of Money Multiplier

The money multiplier is a phenomenon of creating money in the economy
in the form of credit creation. The money is created in the market based
on the fractional reserve banking system. It is also sometimes called
monetary multiplier or credit multiplier.

It is the maximum limit to which money supply can be affected by bringing
changes in the number of money deposits deposited by the people in the
market. The effect of the money multiplier can be seen in commercial
banks of the economy. Commercial banks accept money or deposits.
They keep some amount as a reserve with them and lend other shares
as loans to the people.

The amount of money that is kept as reserves by these commercial banks
for the withdrawal purposes of the depositors at any time is known as the
reserve ratio or the required reserve ratio or cash reserve ratio.

12.3. Money Supply Multiplier Effect

The multiplier effect is mostly taken from a banking and money supply
perspective by economists and bankers. This process is called the money
supplier multiplier effect. In general, there are multiple levels of money
supply across countries that can be commonly determined as:

The first level, dubbed M1, refers to all of the physical currency in
circulation within an economy.

The next level, called M2, adds the balances of short-term deposit
accounts for a summation.
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When a customer makes a deposit into a short-term deposit account, the
banking institution can lend one minus the reserve requirement to
someone else. The size of the multiplier depends on the percentage of
deposits that banks are required to hold as reserves. While the original
depositor maintains ownership of their initial deposit, the funds created
through lending are generated based on those funds. If a second
borrower subsequently deposits funds received from the lending
institution, this raises the value of the money supply even though no
additional physical currency actually exists to support the new amount.

The money supply is defined as

M=mXMB

Where M is the money supply, m is money multiplier and MB is the
monetary base or high-powered money. From the above equation we can
derive the money multiplier(m)as

Money Supply
Money Multiplier(m) = ------------------------

Monetary base

Money multiplier m is defined as a ratio that relates the changes in the
money supply to a given change in the monetary base. It denotes by how
much the money supply will change for a given change in high-powered
money. The multiplier indicates what multiple of the monetary base is
transformed into money supply.

If some portion of the increase in high-powered money finds its way into
currency, this portion does not undergo multiple deposit expansion. In
other words, as a rule, an increase in the monetary base that goes into
currency is not multiplied, where as an increase in monetary base that
goes into supporting deposits is multiplied.

The money multiplier approach to money supply propounded by Milton
Friedman and Anna Schwartz, (1963) considers three factors as
immediate determinants of money supply, namely:

(a) The stock of high-powered money(H)

(b) The ratio of reserves to deposits, e={ER/D}and

(c) The ratio of currency to deposits, c={C/D}

You may note that these represent the behaviour of the central bank,
behaviour of the commercial banks and the behavior of the general
public respectively. We shall now describe how each of the above
contributes to the determination of aggregate money supply in an
economy.
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A. The Behaviour of the Central Bank

The behaviour of the central bank which controls the issue of currency is
reflected in the supply of the nominal high powered money. Money stock
is determined by the money multiplier and the monetary base is controlled
by the monetary authority. If the behaviour of the public and the
commercial banks remains unchanged over time, the total supply of
nominal money in the economy will vary directly with the supply of the
nominal high-powered money issued by the central bank.

B. The Behaviour of Commercial Banks

By creating credit, the commercial banks determine the total amount of
nominal demand deposits. The behaviour of the commercial banks in the
economy is reflected in the ratio of their cash reserves to deposits known
as the pU H YV RIWDY\HLiIRfrequired reserve ratio on demand deposits
increases while all the other variables remain the same, more reserves
would be needed. This implies that banks must contract their loans,
causing a decline in deposits and hence in the money supply. If the
required reserve ratio falls, there will be greater expansions of deposits
because the same level of reserves can now support more deposits and
the money supply will increase.

In actual practice, however, the commercial banks keep only a part or
fraction of their total deposits in the form of cash reserves. However, for
the commercial banking system as a whole, the actual reserves ratio is
greater than the required reserve ratio since the banks keep with them a
higher than the statutorily required percentage of their deposits in the form
of cash reserves. The additional units of high-powered money that goes
LQWRuy H[ FHVV UHVHUYHVY RI WKH FRPPHUFLDO EDQN
additional loans, and therefore, these excess reserves do not lead to
creation of money. Therefore, if the central bank injects money into the
banking system and these are held as excess reserves by the banking
system, there will be no effect on deposits or currency and hence no effect
on money supply.

When the costs of holding excess reserves rise, we should expect the
level of excess reserves to fall; when the benefits of holding excess
reserves rise, we would expect the level of excess reserves to rise. Two
primary factors namely market interest rates and expected deposit
outflows affect these costs and benefits and hence in turn affect the
excess reserves ratio.

We know that the cost to a bank while holding excess reserves is in terms
of its opportunity cost, i.e. the interest that could have been earned on
loans or securities if the bank had chosen to invest in them instead of
excess reserves. If interest rate increases, it means that the opportunity

118



cost of holding excess reserves rises because the banks have to sacrifice
possible higher earnings and hence the desired ratio of excess reserves
to deposits falls. Conversely, a decrease in interest rate will reduce the
opportunity cost of excess reserves, and excess reserves will rise.
Therefore, we conclude that the banking system's excess reserves ratio
e is negatively related to the market interest rate.

If banks fear that deposit outflows are likely to increase (that is, if expected
deposit outflows increase), they will want more assurance against this
possibility and will increase the excess reserves ratio. Conversely, a
decline in expected deposit outflows will reduce the benefit of holding
excess reserves and excess reserves will fall.

As we know, money is mostly held in the form of deposits with commercial
banks. Therefore, money supply may become VXEMHFW WR
account of behaviour of commercial banks which may present variations
overtime either cyclically and more permanently. For instance, in times of
financial crises, banks may be unwilling to lend to the small and medium
scale industries who may become credit constrained facing a higher risk
premium on their borrowings. The rising interest rates on bank credit to
the commercial sector reflecting higher risk premia can co-exist with the
lowering of policy rates by the central bank. The lower credit demand can
lead to a sharp deceleration in monetary growth at a time when the central
bank pursues an easy monetary policy.

C. The Behaviour of the Public

We shall now turn to the next determinant viz. the behaviour of the public.
The public, by their decisions in respect of the amount of nominal currency
in hand(how much money they wish to hold as cash)is in a position to
influence the amount of the nominal demand deposits of the commercial
banks. The behaviour of the public influences bank credit through the
decision on ratio of currency to the money supply designated as the
MFXUUHQF\ UDWLRY

What would be the behaviour of money supply when depositors decide to
increase currency holding, with all other variables unchanged?. In other
words, you decide to keep more money in your pocket and less money in
your bank. That means you are converting some of your demand deposits
into currency. If many people like you do so, technically we say there is
an increase in currency ratio. As we know, demand deposits undergo
multiple expansions while currency in your hands does not .Hence, when
bank deposits are being converted into currency, banks can create only
less credit money. The overall level of multiple expansion declines, and
therefore, money multiplier also falls. Therefore, we conclude that money
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multiplier and the money supply are negatively related to the currency
ratio c.

The currency-deposit ratio(c) represents the degree of adoption of
banking habits by the people. This is related to the level of economic
activities or the GDP growth and is influenced by the degree of financial
sophistication in terms of ease and access to financial services,
availability of a richer array of liquid financial assets, financial innovations,
institutional changes. etc.

The time deposit-demand deposit ratio i.e. how much money is kept as
time deposits compared to demand deposits, also has an important
implication for the money multiplier and, hence for the money stock in the
economy. An increase in TD/DD ratio means that greater availability of
free reserves and consequent enlargement of volume of multiple deposit
expansion and monetary expansion.

To summarise the money multiplier approach, the size of the money
multiplier is determined by the required reserve ratio (r) at the central
bank, the excess reserve ratio (e€) of commercial banks and the currency
ratio (c) of the public. The lower these ratios are, the larger the money
multiplier is. In other words, the money supply is determined by high
powered money (H) and the money multiplier (m) and varies directly with
changes in the monetary base, and inversely with the currency and
reserve ratios. Although these three variables do not completely explain
changes in the nominal money supply, nevertheless they serve as useful
devices for analysing such changes. Consequently, these variables are
GHVLJQDWHG DV WKH pSUR[LPDWH GHWHUPLQDQWYV uRI
in the economy.

12.4. Formula to estimate the Money multiplier

Item Deposits (Rs) Loans (Rs) Cash Reserves
(Rs)(LRR= 0.2)
Initial Round 100 90 10
Round 1 90 81 9
Round 2 81 72.9 8.1
Round 3 72.9 65.7 7.2
Round 4 65.7 59.2 6.5
Round 5 59.2 53.3 5.9
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Mathematically, the concept of money multiplier can be represented with
the help of a formula which is a follows:

Money Multiplier = 1/LRR or 1/r

Where LRR is the legal reserve ratio. It is the minimum ratio of deposits
that is legally required to be kept by the commercial banks of the economy
with themselves and with the central bank of India, also known as the
RBI.

Example of Money Multiplier (Hypothetical)

Deposit Creation by Commercial Banks
Total 1000 900 100

The following rounds after Round 5 will be continued in the same manner
till the time total deposits become Rs.1,000/-, total loans lent become
Rs.900/- and total cash reserves become Rs.100/-.

It can also be explained with the help of the following formula:
Money Multiplier = 1/LRR = 1/0.1 = 10

Hence, the total money creation is-

Money creation= Initial Deposit * 1/LRR = 1000 * 10 = 1,000

Note: the lower the LRR, the higher will the money multiplier effect and
more will be the money creation. For example, if the LRR = 5% = 0.05,
the money multiplier would be 20 (1/0.05 = 20). On the contrary, if the
LRR= 20% = 0.2, the money multiplier would be 5 (1/0.2).

12.5. Multiplier Effect Related to MPC

The magnitude of the multiplier is directly related to the marginal
propensity to consume (MPC), which is defined as the proportion of an
increase in income that gets spent on consumption. For example, if
consumers save 20% of new income and spend the rest, then their MPC
would be 0.8 (1 - 0.2). The multiplier would be 1/ (1 - 0.8) = 5. So, every
new dollar creates extra spending of $5. Essentially, spending from one
consumer becomes income for a business that then spends on
equipment, worker wages, energy, materials, purchased services, taxes,
and investor returns. When a worker from that business spends their
income, it perpetuates the cycle.

Effect of Government Expenditure on Money Supply

WhHQHYHU WKH FHQWUDO DQG WKH VWDWH JRYHUQPHQWVTY FC
of the minimum requirement, they are eligible to avail of a facility called
Ways and Means Advances (WMA)/overdraft (OD) facility. When the
Reserve Bank of India lends to the governments under WMA /OD, it
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results in the generation of excess reserves(i.e., excess balances of
commercial banks with the Reserve Bank). This happens because when
government incurs expenditure, it involves debiting the government
balances with the Reserve Bank and crediting the receiver (for e.g.,
salary account of government employee) account with the commercial
bank. The excess reserves thus created can potentially lead to an
increase in money supply through the money multiplier process.

Check Your Progress

a). People often demand money as a precaution against an

b). The for demanding money arises from the fact that most
transactions involve an exchange of money

c). The demand for money explains the for a definite amount of
money

Let Us Sum Up

In this unit, you have learned about the following:

In economic terms, the economic factor that causes changes in many
other related economic variables is broadly referred to as the Multiplier.
The term is usually used in reference to the relationship between
government spending and total national income. In terms of gross
domestic product, the multiplier effect causes changes in total output to
be greater than the change in spending that caused it.

In economics, a multiplier broadly refers to an economic factor that, when
changed, causes changes in many other related economic variables. The
term is usually used in reference to the relationship between government
spending and total national income. In terms of gross domestic product,
the multiplier effect causes changes in total output to be greater than the
change in spending that caused it.

Glossary

Economic variables: Economic variables are measurements that
describe economic units, like the GDP, Inflation or Interest Rates

Marginal propensity to consume: In  economics, the Marginal
Propensity to Consume (MPC) is defined as the proportion of an
aggregate raise in pay that a consumer spends on the consumption of
goods and services, as opposed to saving it.

Money multiplier:  In monetary economics, a money multiplier is one of
various closely related ratios of commercial bank money to central bank
money (also called the monetary base) under a fractional-reserve
banking system.
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Answers to Check Your Progress

a). Uncertain Future
b). Transaction Motive

c). Desire of people

Suggested Readings

1. Jagdish Handa, Monetary Economics, 2nd Edition, First published
2000 Second edition published 2009 by Routledge 2 Park Square,
Milton Park, Abingdon, Oxon OX14 4RN ISBN 0-203-89240-2.

2. Wynne Godley, Marc Lavoie, Monetary Economics An Integrated
Approach to Credit, Money, Income, Production and Wealth, Palgrave
Macmillan London, ISBN978-0-230-30184-9.
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Block-4: Introduction

The Block-4: Business Cycle has been divided in to four Units.

Unit-13: Business Cycle Characteristics deals with Introduction to
Business cycle, Definitions of Business cycle, Features of Business cycle,
Causes of Business cycle and Policy measures to arrest Business cycle.

Unit-14: Phases of Business Cycle explains about Phases of Business
Cycle, Monetary Policy Changes the Business Cycle and Fiscal Policy
Changes the Business Cycle.

Unit-15: Types of Business Cycle  describes about the various Types of
Business cycle, Seasonal Trade cycle and Long term Trade cycle.

Unit-16 Control Measures of Business Cycle presents about
Objectives, Monetary measures, Fiscal measures, State Control of
Private Investment, International Measures to Control of Business Cycle
Fluctuation, Reorganization of Economic System, Automatic stabilisers,
Another Built-in-Stabiliser in the U.S.A is Unemployment Insurance and
Direct Controls.

In all the units of Block-4: Business Cycle , the Check your progress,
Glossary, Answers to Check your progress and Suggested Reading has
been provided and the Learners are expected to attempt all the Check
your progress as part of study.
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Unit-13

Business Cycle Characteristics

STRUCTURE

Overview

Objectives

13.1. Introduction

13.2. Definitions of Business cycle
13.3. Features of Business cycle
13.4. Causes of Business cycle
13.5. Policy measures to arrest Business cycle
Let Us Sum Up

Glossary

Answers to Check Your Progress

Suggested Readings

Overview

This unit explains the business cycles, its features and causes. Along with
this it describes the policy measures to arrest business cycle.

Objectives

After reading this unit, student should be able to:
X Understand the Business cycle
x Know about the features of business cycle

x State the causes of business cycle

13.1. Introduction

A business cycle, sometimes called a "trade cycle" or "economic cycle,"
refers to a series of stages in the economy as it expands and contracts.
Constantly repeating, it is primarily measured by the rise and fall of Gross
Domestic Product (GDP) in a country. Business cycles are universal to
all nations that have capitalistic economies. All such economies will
experience these natural periods of growth and declines, though not all
at the same time. However, given the increased globalization, business
cycles tend to happen at similar times across countries more often than
they did before. Understanding the different phases of a business cycle
can help individuals make lifestyle decisions, investors make financial
decisions, and governments make appropriate policy decisions.
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This cyclical nature of the economy is considered when policymakers
pursue significant choices. Since the cycles are tedious doesn't mean
they can be kept away from. The vacillations are brought about by
boundaries like Gross domestic product, creation, business, total interest,
genuine pay, and customer spending. Business cycles are additionally
called exchange cycles or monetary cycles.

A business cycle is a macroeconomic wavering that influences the
country's development and efficiency. They are additionally called
exchange cycles or monetary cycles. NBER is a US-based non-benefit
association. It is a confidential non-hardliner exploration association. The
Public Department of Monetary Exploration (NBER) distinguishes and
measures the financial cycle. It has a Business Cycle Dating Council
liable for keeping the sequential record of the monetary stages. To decide
monetary circumstances NBER utilizes the accompanying boundaries;
Gross domestic product, creation, business, total interest, genuine pay,
and shopper spending.

The Keynesian financial hypothesis stresses the effect of interest on the
business cycle. It accepts that the public authority needs to address the
monetary flattening and accomplish a full work level when the total
interest movements to one side. Besides, the Genuine Business Cycle
(RBC) and New Old style financial matters propose that the economy
arrives at another harmony at whatever point there is a change in the total
stockpile. At last the economy has a self-recuperating system and doesn't
need government mediation.

13.2. Definitions of Business cycle

"Business cycles are a type of fluctuation found in the aggregate

HFRQRPLF DFWLYLW\ RI QDWLRQV«D F\FOH FRQVLVWYV RI
about the same time in many economic activities, followed by similarly

JHQHUDO UHFHVVLR Q Vof Whénges ¢ Hackrie@ bt not

periodic." That description, from the 1946 magnum opus by Arthur F.

Burns and Wesley C. Mitchell, Measuring Business Cycles, remains

definitive today.!

In essence, business cycles are marked by the alternation of the phases
of expansion and contraction in aggregate economic activity, and the
movement among economic variables in each phase of the cycle.
Aggregate economic activity is represented by not only real (i.e., inflation-
adjusted) GDP 2 a measure of aggregate output 2 but also the aggregate
measures of industrial production, employment, income, and sales, which
are the key coincident economic indicators used for the official
determination of U.S. business cycle peak and trough dates.
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The business cycle refers to the fluctuation of economic activity that
occurs over time. It typically consists of four phases: expansion, peak,
contraction, and trough. Inflation, on the other hand, refers to the increase
in the general price level of goods and services in an economy over time.

During the expansion phase of the business cycle, there is typically an
increase in demand for goods and services, which can lead to upward
pressure on prices. This can contribute to inflationary pressures in the
economy.

During the peak phase of the business cycle, economic activity is at its
highest level, but there may also be signs of overheating, such as rising
inflationary pressures. Inflation can continue to rise during this phase, but
it may also start to moderate as the economy approaches the contraction
phase.

During the contraction phase of the business cycle, economic activity
slows down, and demand for goods and services decreases. This can put
downward pressure on prices, which can help to reduce inflationary
pressures in the economy.

During the trough phase of the business cycle, economic activity is at its
lowest level, but inflationary pressures may continue to moderate or
remain low as the economy begins to recover.

Fiscal policy changes in business cycle

Fiscal policy refers to the use of government spending and taxation to
influence the economy. In a business cycle, which is a fluctuation of
economic activity over time, fiscal policy can be used to stimulate or
restrain economic growth.

During a recession or downturn, governments can increase their spending
on public goods and services, provide tax cuts or refunds, or transfer
payments to individuals and businesses to increase their disposable
income and encourage spending. This increase in government spending
is known as expansionary fiscal policy, and it can help stimulate economic
growth by increasing demand for goods and services, creating jobs, and
improving overall economic activity.

On the other hand, during an expansionary period or when the economy
is growing too fast, governments can reduce their spending, increase
taxes, or remove transfer payments to individuals and businesses. This
decrease in government spending is known as contractionary fiscal policy,
and it can help slow down the economy, control inflation, and prevent
economic overheating.

The effectiveness of fiscal policy changes in a business cycle depends on
various factors, such as the timing and magnitude of the policy, the state
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of the economy, the size of the fiscal multiplier, and the political and social
context. It is also important to note that fiscal policy is only one tool in the
government's toolkit, and it should be used in conjunction with other policy
tools, such as monetary policy, to achieve macroeconomic stability and
sustainable economic growth.

Thus, a trade cycle consists of the following four phases:

1. Expansion :KHQ D Q §h@\$ ®n upward move or recovers
with time, this period of growth is remarked as economic expansion.
During this phase, the various|economic indicators|like consumer
spending, income, demand, supply, employment, output, and business
returns shoot up.

2. Peak: During the expansion phase, the GDP spikes to its highest level,
WKLV LV FRQVLGHUHG WKH HFRQRdRAaohicFHDN 3$W W

factors|like income, consumer spending, and employment level remain
constant.

3. Contraction : Next comes the phase of economic slowdown; it occurs
when the stagnant peak GDP starts tumbling down towards the trough.
LWK WKLY WKH QDWLRQYVY SURGXFWLRQ HPSOR\PHQ
income level, and other economic parameters plummet.

4. Trough : This is the stage at which the GDP and other economic
indicators are at their lowest. During this phase, the economy gets
stuck at a negative growth rate. Additionally, the demand for goods and
services reduces.

13.3.Features of Business cycle

The four differeni phases of business cycles |are + expansion, peak,
depression, and recovery. While all these phases have their own unique
characteristics, there are some features that are common to all the
phases. Let us take a look at these features of business cycles.

1. Occur Periodically

As we saw, these phases occur from time to time. However they do not
occur in for specific times, their time periods will vary according to the[l
nd the economic conditions. Their duration may vary from
anywhere between two to ten or even twelve years. Even the intensity of
the phases will be different. For example, the firm may see tremendous
growth followed by a shallow short-lived depression phase.

2. They are Synchronic

Another one of the features of business cycles is that they are synchronic.
Business cycles are not limited to one firm or one industry. They originate
in the free economy and are pervasive in nature.
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A disturbance in one industry quickly spreads to all the other industries
and finally affects the economy. For example, a recession in the steel

industry will set off a chain reaction until there is n the entire

economy.
3. All Sectors are affected

All major sectors of the economy will face the adverse effects of a
business cycle. Some industries like the capital goods industry,
consumer goods industry may be disproportionately affected.

So the investment and the} consumption bf capital goods and durabIeD

oods face the maximum brunt of the cyclic fluctuations. Non-

durable goods do not face such problems generally.

4. Complex Phenomenon

Business cycles are a very complex and dynamic phenomenon. They do
not have any uniformity. There are no set causes for business cycles as
well. So it is nearly impossible to predict or prepare for these business
cycles.

5. Affect all Departments

Trade cycles are not only limited to the output of goods and services. It
influences all other variables as well such as employment, the rate of
interest, price levels, investment activity etc.

6. International in Character

Trade cycles are contagious. They do not limit themselves to one country
or one economy. Once they start in one country they will spread to other
countries and economies via trade relations and international trade
practices.

We have an actual example of this when the Great Depression of 1929
in the USA, later, had an adverse effect on the entire global economy.
So, in an integrated global economy like todays the effects of a trade
cycle spread far and wide.

13.4. Causes of Business cycle

The business cycle is caused by the forces of supply and demand 2 the
movement of the gross domestic product GDP 2 the availability of capital,
and expectations about the future. This cycle is generally separated into
four distinct segments, expansion, peak, contraction, and trough. You
may hear this series referred to as the economic or trade cycle.

Expectations play an important role in the business cycle, and people's
expectations are not always rational. John Maynard Keynes described
the cause as "animal spirits," or people's tendency to let emotions,
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particularly swings from excessive optimism to excessive pessimism,
influence their economic actions.

For example, businesses make investment decisions based on their
projections of future rates of return, which will depend on future sales and
so on. These inherently uncertain projections change as current
conditions change.

If businesses believe economic conditions will be unfavorable in the
future, they will not make investments today, reducing the growth rate of
GDP from what it otherwise would have been.

Likewise, households may postpone purchases of durable goods or
housing if economic conditions look unfavorable. People's projections of
the future may be overly influenced by the present or recent past.
"Economic shocks" also play a dominant role in the business cycle.

A shock refers to any sharp and sudden change in economic
circumstances on the demand or supply side of the economy that disrupts
the steady flow of economic activity.

A well-known example are energy shocks: when the price of energy
suddenly rises, it disrupts both productions, because energy is an
important input to the production process, and consumer demand,
because energy products account for a sizeable portion of consumer
purchases.

Other prominent shocks include natural disasters, global events that
influence foreign trade, financial market unrest, and so on. A sudden
change in expectations that affects consumer or investment spending can
also be thought of as a shock to aggregate demand. Since these shocks
are typically unpredictable, the business cycle remains unavoidable.

Limitations

Predicting the business cycle phase is crucial for policymakers and
governments so that they can deal with deflation and inflation accordingly.
The cycle also warns investors, owners, consumers, and strategists.
However, the following are the disadvantages associated with the
business cycle:

xLimited Information : Since the economic cycle analysis is based on

research, it becomes difficult for economists to access complete and
accurate data. Moreover, the process of correlating and interpreting
acquired information is equally challenging.

xTwo Contrasting Models : The Keynesian theories consider money
supply to be the important factor behind fluctuations. But the Real
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Business Cycle theory opposes this concept and proposes that market
imperfection is the important factor behind fluctuations.

xHuman Glitch : Economic researchers are humans; they are the ones
who study trade cycle trends and present economic indicators that
cause the trend. Thus, this analysis is prone to human errors.\

Check Your Progress

a). are a type of fluctuation found in the aggregate economic
Activity of nations

b).The business cycle is caused by the forces of and demand

c).The four differenl phases of business cycles |are +expansion, peak,
depression, and

Let Us Sum Up

Business cycles have no defined time frames. A business cycle can be
short, lasting a few months, or long, lasting several years. Generally,
periods of expansion are more prolonged than periods of contraction, but
the actual lengths can vary.

Since the end of World War Il, the average period of expansion in the US
lasted 65 months, and the average contraction lasted about 11 months,
according to the Service.

Most recently, the US hit a peak in February 2020, and before that was
in a period of expansion that had lasted roughly 128 months, making it
the longest in recorded history.

Glossary

Business cycles: Business cycles are marked by the alternation of the
phases of expansion and contraction in aggregate economic activity,

Expectation  Expectations play an important role in the business cycle,
and people's expectations are not always rational.
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Answers to Check Your Progress

a).Business Cycle

b).Supply

c). Recovery

Suggested Readings

1. Jagdish Handa, Monetary Economics, 2nd Edition, First published
2000 Second edition published 2009 by Routledge 2 Park Square,
Milton Park, Abingdon, Oxon OX14 4RN ISBN 0-203-89240-2.

2. Wynne Godley, Marc Lavoie, Monetary Economics An Integrated
Approach to Credit, Money, Income, Production and Wealth, Palgrave
Macmillan London, ISBN978-0-230-30184-9

132



Unit 14

Phases of Business Cycle

STRUCTURE

Overview

Objectives

14.1. Phases of Business Cycle

14.2. Monetary Policy Changes the Business Cycle
14.3. Fiscal Policy Changes the Business Cycle
Check Your Progress

Let Us Sum Up

Glossary

Answers to Check Your Progress

Suggested Readings

Overview

This unit explains various phases of business cycle. Furthermore, it
explains monetary policy and fiscal policy changes in the business cycle.

Objectives

After reading this unit, student should be able to:
x Discuss the Various Phases of Business Cycles
x Discuss the Merits and Demerits of Business Cycles

X Analysis the Business Cycle and controlled Economies

14.1. Phases of Business Cycle

1. Business Cycle Expansion Phase

When consumers are confident, they buy now. They know there will be
future income from better jobs, higher home values, and increasing stock
prices. As demand increases, businesses hire new workers. The increase
in consumer income further stimulates demand. A little healthy inflation
can trigger demand by spurring shoppers to buy now before prices go up.

A healthy expansion can suddenly turn into a dangerous peak. It happens
when there's too much money chasing too few goods. It can either cause
price inflation or ar) asset bubble.

2. Peak Phase

If demand outstrips supply, then the economy can overheat. Investors
and businesses compete to outperform the market, taking on more risk

133



to gain some extra return. This combination of excess demand and the
creation of risky derivatives created the housing bubble in 2005.

You can always recognize a peak by two things: First, the media says
that the expansion will never end. Second, it seems everyone and their
brother are making tons of money from whatever the asset bubble is.

3. Business Cycle Contraction Phase

A contraction causes a recession. Three types of events trigger a
contraction. They are a rapid increase in interest rates, a financial crisis,
or runaway inflation. Fear and panic replace confidence. Investors sell
stocks and buy bonds, gold, and the U.S. dollar. Consumers lose their
jobs, sell their homes, and stop buying anything but necessities.
Businesses lay off workers and hoard cash.

4. Trough Phase

Consumers must regain confidence before the economy can enter a new
expansion phase. That often requires intervention with monetary or fiscal
policy. In an ideal world, they work together. That, unfortunately, doesn't
occur often enough.

14.2. Monetary Policy Changes the Business Cycle

Monetary policy is how the nation's central bank uses its tools to manage
the economic cycle. It adjusts liquidity by changing interest rates and the
money supply.

Expansion: Central banks try to keep the core inflation rate around 2
percent to create a healthy expectation of inflation.® In the United States,
the Federal Reserve will keep the fed funds rate right around 2%. If
economic growth remains at a healthy growth rate, the Fed won't make
any changes.

Peak: Central banks raise interest rates during expansion to avoid the
irrational exuberance of a peak. That is called contractionary monetary |
If needed, they will sell Treasury bonds and other assets during
open market operations.

Contraction: At this point, a stock market correction may indicate that
assets are overvalued. The Fed can switch to expansionary monetary
policy if economic growth slows or even turns negative. It will lower
interest rates and buy Treasurys in open market operations.

Trough: Central banks pull out all the tools to jump-start the economy
out of a trough. In 2008, the Fed used a variety of innovative tools to
keeps banks from collapsing. It also expanded its open market operations
in a program called quantitative easing.
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14.3. Fiscal Policy Changes the Business Cycle

Fiscal policy is what elected officials use to change the business cycle,
but they disagree on the best ways to implement it. As a result, they don't
take advantage of the power of fiscal policy.

Expansion : When the economy is in the expansion phase, politicians are
content because their constituents are happy. They will pursue other
policies, such as foreign affairs, defense, or immigration.

Peak: During the irrational exuberance phase, politicians continue to
ignore fiscal policy. They would be smart to pursue a contractionary fiscal
policy to avoid the peak. But politicians don't get re-elected when they
either raise taxes or cut spending.

Contraction: This is when expansionary fiscal policy is crucial. Elected
officials are quick to cut taxes and increase spending to create jobs,
demand, and confidence. The best unemployment solution in a
contraction is government spending on public works and education jobs.

Trough: By this point, there is so much outcry among voters that the
elected officials must do something to turn things around. That was
successfully done in 2009 with the American Recovery and Reinvestment
Act that ended the Great Recession.

Check Your Progress

a).Consumers must regain confidence before the economy can enter a
new

b).Central banks raise interest rates during expansion to avoid the
irrational exuberance of a

C). is how the nation's central bank uses its tools to manage the
economic cycle

Let Us Sum Up

In this unit, you have learned about the following:

The pre-WWII experience of most market-oriented economies included
deep recessions and strong recoveries. However, the post-WWII
recoveries from the devastation wreaked on many major economies by
the war resulted in strong trend growth spanning decades. When trend
growth is strong 2 as China has demonstrated in recent decades ? it is
difficult for cyclical downswings to take economic growth below zero, into
recession. For the same reason, Germany and Italy did not see their first
post-WII recession until the mid1960s, and thus experienced two-decade
expansions. From the 1950s to the 1970s, France experienced a 15-year
expansion, the U.K. saw a 22-year expansion, and Japan enjoyed a 19-
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year expansion. Canada saw a 23-year expansion from the late 1950s to
the early 1980s. Even the U.S. enjoyed its longest expansion until that
time in its history, spanning nearly nine years from early 1961 to the end
of 1969.

With business cycle recessions having apparently become less frequent,
economists focused on growth cycles, which consist of alternating
periods of above-trend and below-trend growth. But monitoring growth
cycles requires a determination of the current trend, which is problematic
for real-time economic cycle forecasting. As a result, Geoffrey H. Moore,
at the ECRI, went on to a different cyclical concept 2 the growth rate
cycle.

Growth rate cycles 2 also called acceleration-deceleration cycles 2 are
comprised of alternating periods of cyclical upswings and downswings in
the growth rate of an economy, as measured by the growth rates of the
same key coincident economic indicators used to determine business
cycle peak and trough dates. In that sense, the growth rate cycle (GRC)
is the first derivative of the classical business cycle (BC). But importantly,
GRC analysis does not require trend estimation.

Glossary

Peak: During the irrational exuberance phase, politicians continue to
ignore fiscal policy. They would be smart to pursue a contractionary fiscal
policy to avoid the peak

Expansion:  Central banks try to keep the core inflation rate around 2
percent to create a healthy expectation of inflation.

Answers to Check Your Progress

a).expansion phase.
b).Peak

c).Monetary policy

Suggested Readings

1. Jagdish Handa, Monetary Economics, 2nd Edition, First published
(2000) Second edition published 2009 by Routledge 2 Park Square,
Milton Park, Abingdon, Oxon OX14 4RN ISBN 0-203-89240-2.

2. Wynne Godley, Marc Lavoie(2001), Monetary Economics An
Integrated Approach to Credit, Money, Income, Production and
Wealth, Palgrave Macmillan London, ISBN978-0-230-30184-9
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Unit 15

Types of Business Cycle

STRUCTURE

Overview

Objectives

15.1.Types of Business cycle
15.2. Seasonal Trade cycle

15.3. Long term Trade cycle
Check Your Progress

Let Us Sum Up

Glossary

Answers to Check Your Progress

Suggested Readings

Overview

This unit brings out deep insight of the concept business cycle. It explains
various types of business cycle, seasonal trade cycle and long term trade
cycle.

Objectives

After reading this unit, student should be able to:
X State the types of trade cycle
X Understand the long term and short-term trade cycle

x Know about the cyclical trade cycle

15.1 Types of Business cycle

Economic growth [increases in Gross Domestic Product-GDP] may
appear to be unambiguously good because income can only rise over
time if output rises. But quarterly GDP growth can be affected by four
different factors, and each of these factors has different implications for
policy and for general well-being.

Random or One-time Events: Some of the changes in quarterly growth
rates from quarter to quarter are not persistent and may have no
particular cause that can be systematically identified or predicted. Other
changes are caused by onetime events that have no lasting impact on
the national economy, such as the natural disasters that struck the
economy in the fourth quarter of 2005. These disasters are widely
credited with having caused below average growth in the fourth quarter
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of 2005 and above average growth in the first quarter of 2006 (because
of rebuilding).

15.2. Seasonal Trade cycle

Seasonal Fluctuations. Economic activity fluctuates in a predictable
way over the course of the year. For example, agricultural output peaks
at harvest time and consumption rises during the holidays. Since these
seasonal fluctuations have no lasting effect on the economy and do not
offer any predictive information about the economy's future path, they are
routinely stripped out of the data before it is used by the public.

15.3. Long term Trade cycle

In the long run, economic growth is determined solely by the growth rate
of productivity and capital and labour inputs that determine the overall
production of goods and services 2 what is sometimes referred to as the
"supply side" of the economy. But in the short run, growth can be
influenced by the rate of overall spending, also known as the "demand
side" of the economy. Overall spending includes consumer spending,
business spending on capital goods, government spending, and foreign
spending on U.S. exports.

Spending and production are equalized by prices. Because prices adjust
gradually, spending can temporarily grow faster or slower than the
potential growth rate of the supply side of the economy. Recessions are
characterized by a situation where spending is not growing fast enough
to employ all of the economy's labour and capital resources. Recessions
can come to an end because government has used fiscal or monetary
policy to boost spending or because spending recovers on its own when
prices have gradually adjusted.

Economic booms eventually give way to "overheating,” which is
characterized by a situation where spending is growing too fast, and
labour, capital, and productivity cannot grow fast enough to keep up. In
this scenario, faster economic growth can become "too much of a good
thing" because it is unsustainable. Overheating is typified by a rise in
inflation 2 because there is a greater demand for goods than supply of
goods, prices begin to rise.

Overheating typically gives way to recession when, in order to offset the
rise in inflation, monetary policy is tightened to reduce overall spending
to the point where it is growing at the same pace as overall supply again.
In essence, policymakers trade off a lower rate of economic growth in the
short run to achieve a more stable and higher average growth rate over
time.
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Although there is no fool proof way to differentiate between changes in
growth being caused by cyclical forces and structural forces, movements
in the inflation rate offer a good indication. When inflation is rising, growth
is probably above its sustainable rate because overall spending is
growing too fast, and when inflation is falling, growth is probably below its
sustainable rate because overall spending is too sluggish. Inflation is not
a perfect indicator of cyclical activity, however, because sudden spikes in
the price of specific goods sometimes cause overall inflation to
temporarily change. Volatile energy prices are the prime example of when
a change in inflation may not correspond with the business cycle.

Check Your Progress

a). fluctuates in a predictable way over the course of the
year
b). is tightened to reduce overall spending to the point where it

is growing at the same pace as overall supply again

c). Economic growth (increases in GDP) may appear to be unambiguously
good because can only rise over time if output rises.

Let Us Sum Up

In this unit, you have learned about the following:

Economic growth can be caused by random fluctuations, seasonal
fluctuations, changes in the business cycle, and long-term structural
causes. Policy can influence the latter two.

Business cycles refer to the regular cyclical pattern of economic boom
(expansions) and bust (recessions). Recessions are characterized by
falling output and employment; at the opposite end of the spectrum is an
"overheating" economy, characterized by unsustainably rapid economic
growth and rising inflation. Capital investment spending is the most
cyclical component of economic output, whereas consumption is one of
the least cyclical. Government can temper booms and busts through the
use of monetary and fiscal policy.

Monetary policy refers to changes in overnight interest rates by the
Federal Reserve. When the Fed wishes to stimulate economic activity, it
reduces interest rates; to curb economic activity, it raises rates. Fiscal
policy refers to changes in the federal budget deficit. An increasing deficit
stimulates economic activity, whereas a decreasing deficit curbs it. By
their nature, policy changes to influence the business cycle affect the
economy only temporarily because booms and busts are transient. In
recent decades, expansions have become longer and recessions
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shallower, perhaps because of improved stabilization policy, or perhaps
because of good luck.

Long-term growth receives less attention from policymakers than cyclical
growth. Yet in a broader view of history, long-term growth is the more
important of the two because it is the key to raising living standards. Long-
term growth is caused by increases in labor, capital, and productivity.
Policy changes in the areas of education, taxation, competition, basic
research, and infrastructure can influence the economy's long-term
growth rate, but only at the margins.

Long-term growth has altered very little over most of U.S. history despite
a broad array of policy changes. That fact is less surprising when one
considers that the main contributor to long-term growth is technological
progress, over which the government has little direct influence. In recent
years, long-term growth has accelerated modestly because of higher
productivity growth, driven mainly by what is popularly referred to as the
"Information Technology (IT) revolution." Although the government had
little direct influence over the IT revolution, it provided an environment in
which those technological changes were allowed to thrive, which likely
explains why many other economies did not experience a similar
productivity acceleration.

Glossary

Peak: During the irrational exuberance phase, politicians continue to
ignore fiscal policy. They would be smart to pursue a contractionary fiscal
policy to avoid the peak

Expansion:  Central banks try to keep the core inflation rate around 2
percent to create a healthy expectation of inflation.

Answers to Check Your Progress

a).Economic activity
b).Monetary policy

c).Income

Suggested Readings

1. Jagdish Handa, Monetary Economics, 2nd Edition, First published
(2000) Second edition published 2009 by Routledge 2 Park Square,
Milton Park, Abingdon, Oxon OX14 4RN ISBN 0-203-89240-2.

2. Wynne Godley, Marc Lavoie(2001), Monetary Economics an
Integrated Approach to Credit, Money, Income, Production and
Wealth, Palgrave Macmillan London,ISBN978-0-230-30184-9.
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Unit-16

Control Measures of Business Cycle

STRUCTURE

Overview

Objectives

16.1. Monetary measures

16.2. Fiscal measures

16.3. State Control of Private Investment

16.4. International Measures to Control of Business Cycle Fluctuation
16.5. Reorganization of Economic System

16.6. Automatic stabilisers

16.7. Built-in-Stabiliser in the U.S.A is Unemployment Insurance
16.8. Direct Controls

Check Your Progress

Let Us Sum Up

Glossary

Answers to Check Your Progress

Suggested Readings

Overview

This unit explains monetary measures and fiscal measures to control
business cycles. In addition is describes how state control of private
investment, International measures to control of business cycle
fluctuation, reorganization of Economic system, automatic stabilisers and
direct controls

Objectives

After reading this unit, student should be able to:

x Understand the monetary measures of controlling business cycle
x Know about the fiscal measures to control the business cycle

X State the State Control of Private Investment

16.1. Monetary measures

Whatever may be the cause of the short-business cycle it is always
aggravated by the monetary factors. The monetary factors may not
cause the business cycle, but once the cycle occurs, the monetary
factors do aggravate it.
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Monetary inflation:

By leading to higher prices, higher profits and an optimistic. Outlook,
strengthens the upswings of the cycle.

Monetary deflation:

2Q WKH pFRQWUDU\ E\ OHDGLQJ WBRORZHW G®LFH\
pessimistic outlook re-in-forces the down swing of the cycle. Some

steps should be taken to check and control the monetary factors which

aggravate business fluctuations caused by the business cycle. For

this, the government may evolve a suitable monetary policy to deal

with the situation.

So far as money supply is concerned L Wifidér expansion could be
checked by insisting upon a proper and adequate cover against note-
issue. As regards bank credit, the Central Bank of the country could
utilise the various weapons of control, such as bank rate, open market
operations, reserve ratios, moral suasion etc., to control it.

Whatever, there is a tendency towards an over-expansion of business
activity, the Central Bank should utilise its weapons to check and
control expansion of credit. On the contrary whatever there is a
tendency towards an undue slackening of business activity, the
Central Bank should utilise its weapons to ensure an adequate
expansion of credit.

The bank rate weapons is being increasingly used in recent years in
countries like 2 Great Britain and the U.S.A. to combat inflationary
trends in business activity. Monetary policy has thus an important part
to play in curbing cyclical business fluctuations and contributing to
economic stability.

Monetary policy as measure to control business cycle fluctuation refers
to all those measures which are taken with a view to control money and
credit supply in the country. When we are in the state of full employment
and we are facing inflation, a deflationary policy may be adopted. The
central bank can reduced the quantity of money in circulation. The bank
can adopt different measures for this purpose, like increase in the bank
rate, selling of securities in the market, increasing the reserve ratio of the
member banks etc.

On the other hand, in case of deflation the central bank can adopt
inflationary monetary policy by lowering the bank rates or purchase of
securities. Monetary policy has achieved a very limited success in the
past, because central bank has not full power over the supply of money
and credit in the country. Moreover, the quantity of money has failed
during the world depression of 1930s.

142



16.2. Fiscal measures

Monetary policy taken alone may not suffice to check cyclical business
fluctuations. It is therefore suggested that monetary policy should be
properly integrated with a suitable fiscal policy to achieve the desired
results. Keynes and the Keynesians such as Alvin Hansen and others
have recommended compensatory finance or compensatory fiscal
policy to bring about stabilisation of business activity.

Government activity of late, has expanded so much that the
government is now in a position to exercise a very great influence on
the total volume of output in a country.

It is therefore suggested that the government should regulate its
activities in such a manner as to off-set the cyclical fluctuations in
private business activity. The three main instruments of fiscal policy-
taxation, spending and borrowing can be used by the Government to
achieve this purpose.

If business activity shows signs of slackening down or there are
symptoms of a downswing, the Government should at once enforce its
three instruments of fiscal policy to check the down trend and ensure
stability in the economy. At such a time the Government should not
levy and new taxes on the people. Even the existing taxes should be
substantially reduced.

This would leave more money in the hands of the people who should
be encouraged to spend in on buying additional goods and services to
off-set the decline in demand and business activity.

At the same time, the government itself should embark on a vast
spending programme to stimulate business activity in the economy.
The Government, at the time of depression should initiate Public
Works Projects of various kinds involving expenditure of money and
additional employment of labour.

The Government is expected to keep ready a number of Public Works
Schemes, such as construction of roads, canals, parks, schools,
hospitals etc., and execute them at the first sign of the coming
depression.

These public works projects by giving employment to the unemployed
workers, provide them with purchasing power to buy consumer goods.
This would help in off-setting the decline in effective demand and
business activity. The funds to finance the public works projects
should be obtained either by printing more paper money or by
borrowing from the banks.
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In either case, more money would be created and put into circulation,
thus off-setting the deflationary effect of reduced business spending.
The Government should at such a time follow the policy of Deficit
budgeting, which alone will increase the flow of income stream into the
economy.

When the economy recovers and a wave of prosperity sets in the
Government should follow an exactly opposite policy. Now, it should
raise the existing taxes and even levy new taxes to check private
spending. It should reduce its expenditure on public works and similar
projects.

It should retire paper money and pay off its debts to the banks and the
public, thereby reducing the quantity of money in circulation. The idea
is that the Government at the time of boom should follow a policy of
surplus budgeting. It is thus, evident that a compensatory fiscal policy
followed by the Government would help to maintain a constant circuit
flow by bringing about stabilisation in the economy.

Fiscal policy as measure to control business cycle fluctuation nowadays
is considered to be a powerful anti-cycle weapon in the hands of the
government. Fiscal policy involves the process of shaping the public
finance (income and expenditure) with a view of reduce fluctuations in the
business cycle and attainment of full employment without inflation.

In case of inflation the governments reduce the public work programs,
imposing heavy taxes on business profits to discourage private
investment, reduces SXUFKDVHUVY SRZHU WDNLQJ
prepares surplus budget to reduce public debt. All these fiscal measures
greatly help in reducing the inflationary trend in the economy.

If the economy facing depression, the government increases it
expenditure on public works programs like construction of new canals,
new roads, buildings etc. Increase in government expenditure, income,
employment, profit and consumption of the people. In order to encourage
private investment, the government reduces taxes on profit. The
government also prepares deficit budget and the deficit is met by loans.
All these fiscal measures to control business cycle sets in upswing in the
economy.

16.3. State Control of Private Investment

Some economists have suggested that if a government takes control of
private investment is a tool to control of business cycle fluctuations can
be controlled within the limits. The other economists, who disagree with
the above view state that if a government takes control of private
investment, private investment will be discouraged. Low investment will
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reduce employment and income. J.M Keynes is of the view that if we
adopt the middle way we can get control of business cycle fluctuation.

16.4. International Measures to Control of Business Cycle
Fluctuation

Today, every country has trade relations with the rest of the world. If there
is inflation or deflation in one country, it can be easily carried to other
countries. The example of great depression can be given. Business cycle
is an international phenomenon and it should be tackled on international
level. Different measures to control business cycle fluctuations have been
suggested by some well-known economists these are:

Control of International Production
International Bill Stock Control
International Investment Control

16.5. Reorganization of Economic System

Some economists suggest that there should be complete reorganization
of the whole economic system to control of business cycle fluctuation.
The capitalistic system of production should be replaced by the socialistic
system of production. In socialistic economy, there are few chances of
cyclic fluctuations. In 1930, when all capitalist countries of the world were
suffering from depression, it was only socialist countries which were free
from such crisis.

16.6. Automatic Stabilisers

In this case the economists have suggested the introduction of a
number of automatic stabilisers or (built in stabilisers) to deal with the
business cycle. An automatic stabiliser or (built-in-stabiliser) is an
economic stock - absorber that helps smooth the cyclical business
fluctuations of its own accord, without requiring deliberate action on
the part of the government.

For example:

Such device in U.S.A. is the federal progressive income-tax. This tax
is so devised that people in higher income brackets are taxed at a
progressively higher rate than those in the lower income brackets.

Such a progressive type of income-tax trends automatically to offset
cyclical fluctuations because in an up saving when incomes are rising
people would pay more taxes to the government and thus their
expenditure would be checked and in a down swing when incomes are
declining and tax percentage is low people would pay less taxes to the
Government leaving more funds for them to spend.
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16.7. Built-In-Stabiliser in the U.S.A is Unemployment
Insurance

During the period of prosperity, the employers pay taxes to the
government at enhanced rates but the Government does not pay
unemployment allowances to the unemployment persons because
there is hardly any unemployment worth the name at such a time.
Money therefore accumulates with the Government.

On the other-hand during the period of depression the Government
lowers the taxes but pays out unemployment allowances to the
unemployed persons thereby making available more money to the
people, which automatically tend to offset the reduction in the circuit
flow.

Thus consumers buying power is strengthened and recessionary
pressures are tempered. In combination, these built in stabilisers have
played a key role in the prompt reversal of U.S. recessions since the
Second World War.

The main limitation of automatic stabilisers is that they provide only a
partial solution of the problem. Empirical research conducted in the
U.K. and the U.S.A. suggests that automatic stabilisers can control not
more than 50% of the economic fluctuations in the economy. Hence,
it is essential to supplement the automatic stabilisers with
discretionary policy to secure effective and lasting stability in the
National Economy.

16.8. Direct Controls

This method is to ensure proper allocation of resources for the
purpose of price stability. They are in the form of rationing, price and
wage controls, export duties, exchange control, monopoly control etc.
They are more effective in overcoming shortages arising from
inflationary pressures. Their point of success mainly depends upon
the existence of an efficient and honest administration. They are
mostly used in emergencies like war, crop failures and in
hyperinflation. In the end it can be said that there is no single method
which can control cyclical fluctuations. Therefore, it can be suggested
that all methods be used simultaneously. Because monetary policy is
easy to apply but it is less effective.

Next, the fiscal measures are effective and better than monetary
method but it is difficult to control and operate. Therefore, it can be a
point to study that the right remedy for the trade cycles has not been
found as yet. Therefore, its permanent remedy cannot exist.
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Check Your Progress

a). as measure to control business cycle fluctuation refers to all
those measures which are taken with a view to control money and credit
supply in the country.

b). as measure to control business cycle fluctuation nowadays
is considered to be a powerful anti-cycle weapon in the hands of the
government

c).The can use expansionary monetary policy to boost
spending in the economy by lowering the overnight interest rate, called
the federal funds rate

Let Us Sum Up

In this unit, you have learned about the following:

There is widespread consensus among economists that the prudent
stabilization policymaking regime that has evolved since World War 1l is
an important reason why the economy has become less cyclical and
recessions have become shallower (although better luck may have also
played a role). The government has two tools at its disposal to moderate
the short-term fluctuations of the business cycle 2 fiscal policy or
monetary policy. Fiscal policy refers to changes in the budget deficit.
Monetary policy refers to changes in short-term interest rates by the
Federal Reserve.

The government can use expansionary fiscal policy to boost overall
spending in the economy by increasing the budget deficit (or reducing the
budget surplus). If the increased deficit is the result of increased
government spending, aggregate spending is boosted directly since
government spending is a component of aggregate demand. Since the
deficit is financed by borrowing from the public, resources that were
previously being saved are now being used to finance government
purchases or production of goods and services.

If the increased deficit is the result of tax cuts, aggregate spending is
boosted by the tax cut's recipient to the extent that the tax cut is spent
(not saved or invested in financial securities).In this case, resources that
were previously being saved are now at the disposal of the tax cut's
recipient, and to the extent that the recipient decides to increase his
consumption, aggregate spending will rise. Likewise, if the government
wished to reduce the growth rate of overall spending in the economy, it
could reduce the deficit (called contractionary policy) by raising taxes or
cutting spending, in which case the process would work in reverse. As
discussed above, any boost in spending as the result of fiscal policy is
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temporary since spending cannot grow faster than the economy's
productive capacity in the long run.

The Federal Reserve can use expansionary monetary policy to boost
spending in the economy by lowering the overnight interest rate, called
the federal funds rate. The Fed alters interest rates by adding or
withdrawing reserves from the banking system. Lower interest rates
increase interest-sensitive spending, which includes physical investment
(i.e., plant and equipment) by firms, residential investment (housing
construction), and consumer durable spending (e.g., automobiles and
appliances) by households. To reduce spending in the economy, the Fed
raises interest rates, and the process works in reverse.

Expansionary monetary or fiscal policy will produce, at best, fleeting gains
in output when the economy is operating at full employment.
Expansionary policy works by boosting spending to bring idle labor and
capital resources back into use. When the economy is already near full
employment, there are few idle resources available, so the boost in
spending quickly bids up prices in labor and capital markets, generating
higher inflation and interest rates. In the brief lag between the boost in
spending and the higher inflation, output might be temporarily boosted,
but the economy cannot function for long above full capacity.

Glossary

Fiscal Policy: Fiscal policy involves the process of shaping the public
finance (income and expenditure) with a view of reduce fluctuations in the
business cycle and attainment of full employment without inflation

Federal Reserve: The Federal Reserve can use expansionary monetary
policy to boost spending in the economy by lowering the overnight interest
rate, called the federal funds rate

Answers to Check Your Progress

a). Monetary policy
b). Fiscal policy

c).Federal Reserve

Suggested Readings

1. Jagdish Handa, Monetary Economics, 2nd Edition, First published
2000 Second edition published 2009 by Routledge 2 Park Square,
Milton Park, Abingdon, Oxon OX14 4RN ISBN 0-203-89240-2.

2. Wynne Godley, Marc Lavoie, Monetary Economics an Integrated
Approach to Credit, Money, Income, Production and Wealth,
Palgrave Macmillan London,ISBN978-0-230-30184-9.
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Block-5: Introduction

The Block-5: Inflation has been divided in to four Units.

Unit-17: Meaning and Measures of Inflation  deals with Meaning the
term inflation , Formula to estimate inflation , Measures to arrest the
inflation, Monetary measures and Fiscal measures.

Unit -18: Types of Inflation  describes about Objectives, Introduction and
various Types of Inflation.

Unit-19: Causes and Effects of Inflation  explains about Causes of
Inflation and Effects of inflation.

Unit-20: Inflationary Gap iStagflation presents about the Meaning and
Definition of Inflationary Gap, Fiscal and Monetary Policy to Manage the
Inflationary Gap, Meaning of Stagflation, Causes of stagflation and
Consequences of stagflation.

In all the units of Block -5: Inflation , the Check your progress, Glossary,
Answers to Check your progress and Suggested Reading has been
provided and the Learners are expected to attempt all the Check your
progress as part of study.
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Unit-17

Meaning and Measures of Inflation

STRUCTURE

Overview

Objectives

17.1. Meaning the term inflation
17.2. Formula to estimate inflation
17.3. Measures to arrest the inflation
17.4. Monetary measures

17.5. Fiscal measures

Check Your Progress

Let Us Sum Up

Glossary

Answers to Check Your Progress
Suggested Readings

Overview

This unit explains the concept of inflation, its meaning, formula to
estimate inflation, measures to arrest the inflation including monetary
measures and fiscal measures

Objectives

After reading this unit, student should be able to:
X Know about the term inflations
X Understand the formula to estimate inflation

X State the measures of arrest the inflation

17.1. Meaning of inflation

Inflation is the decline of purchasing power bf a given currency over time.
A quantitative estimate of the rate at which the decline in purchasing
power occurs can be reflected in the increase of an average price level
of el basket of selected goods Iand services in an economy over some
period of time. The rise in the general level of prices, often expressed as
a percentage, means that a unit of currency effectively buys less than it
did in prior periods.
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17.2. Formula to estimate inflation

In order to calculate the inflation, rate you have to use the inflation rate
formula. This is a simple formula that allows you to see the percentage of
increase or decrease in cost between given years. Once you understand
WKH LQIODWLRQ UDWH LWYV HDVLHU WR FUHDWH

Inflation Rate Formula

Inflation Rate = ((B - A)/A) x 100

A = Starting Cost
B = Ending Cost

In the formula, A would be the starting point in the Consumer Price Index
for a specific good or service, which could either be a specific year or
month. And B would be the current recording in the Consumer Price Index
for this same good or service.

To use the formula, subtract A from B to find out how much the price of
that specific good or service has changed. Then divide the result by A
(the starting price) which will leave you with a decimal number. Convert
the decimal number into a percentage by multiplying it by 100. The result
is the rate of inflation

17.3. Measures to arrest the inflation

$ FRXQWU\YV ILQDQFLDO UHJXODWRU VKRXOGHUV WKH LPSR
keeping inflation in check. It is done by implementing measures through
the|monetary policy, |Which refers to the actions of a central bank or other
committees that determine the size and rate of growth of the money
supply.

In the U.S., the Fed's monetary policy goals include moderate long-term
interest rates, price stability, and maximum employment, and each of
these goals is intended to promote a stable financial environment. The
Federal Reserve clearly communicates long-term inflation goals in order
to keep a steady long-term rate of inflation, which is thought to be
beneficial to the economy.

Price stability or a relatively constant level of inflation allows businesses
to plan for the future since they know what to expect. The Fed believes
that this will promote maximum employment, which is determined by
nonmonetary factors that fluctuate over time and are therefore subject to
change. For this reason, the Fed doesn't set a specific goal for maximum
employment, and it is largely determined by employers' assessments.
Maximum employment does not mean zero unemployment, as at any
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given time there is a certain level of volatility §s people vacate and start

new jobs.

Monetary authorities also take exceptional measures in extreme
conditions of the economy. For instance, following the 2008 financial
crisis, the U.S. Fed has kept the interest rates near zero and pursued a
bond-buying program called guantitative easing.| Some critics of the
program alleged it would cause a spike in inflation in the U.S. dollar, but
inflation peaked in 2007 and declined steadily over the next eight years.
There are many complex reasons why QE didn't lead to inflation o[l
|hyperinf|ation,|though the simplest explanation is that the recession itself
was a very prominent deflationary environment, and quantitative easing
supported its effects.

Consequently, the U.S. policymakers have attempted to keep inflation
steady at around 2% per year. The|European Central Bank has also
pursued aggressive quantitative easing to counter deflation in the
eurozone, and some places have experienced negative interest rates,|
due to fears that deflation could take hold in the eurozone and lead to
economic stagnation.*3

Moreover, countries that are experiencing higher rates of growth can
absorb higher rates of inflation. India's target is around 4% (with an upper
tolerance of 6% and a lower tolerance of 2%), while Brazil aims for 3.5%
(with an upper tolerance of 5% and a lower tolerance of 2%)

17. 4. Monetary measures

The monetary measures which are widely used to control inflation are:

1. Bank Rate Policy: The bank rate policy is used as an important
instrument to control inflation. The Bank rate, also called as the Central
Bank rediscount rate is the rate at which the central bank buys or
rediscounts the eligible bills of exchange and other commercial papers
presented by commercial banks to build their reserves. Here, the central
bank performs the functionas SOHQ ®HW KH O D V Whelbah¥ Rtd W~
policy as a monetary measure to control inflation work in two ways:

During inflation, the central bank raises the interest rates due to
which the borrowing costs go up . As a result, commercial bank
borrowings from the central bank reduces. With the reduced borrowings
from the central bank, the flow of money from the commercial bank to the
public also gets reduced. This is how the bank credit decides the extent
to which the inflation is controlled.

The bank rate sets the trend for general market interest rate :
specifically in the short-run. As the central bank raises the interest rate
with a view to curtailing the money supply in the market, the commercial
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banks also raise their commercial borrowing rates for the public, thereby
making the borrowings dear. Other general market rate follows the suit
and with the decreased borrowing capacity of individual, the inflation is
controlled due to reduced money flows to the society.

2.Variable Reserve Ratio: The variable reserve ratio, also called as the
Cash Reserve Ratio(CRR) is a certain proportion of total demand and
time deposits that the commercial banks are required to maintain in the
form of cash reserves with the central bank.

The cash reserve ratio is often determined and imposed by the central
bank with a view to controlling the money supply. When the central bank
raises the CRR, the lending capacity of the commercial banks reduces
due to which the flow of money from the banks to the public also
decreases. Thus, it helps in controlling the rise in the price to the extent
it is caused by the bank credit to the public.

3.0pen Market Operations: The open market operations are
characterized by the sale and purchase of government securities and

bonds by the central bank . The central bank buys and sells the
government securities and bonds to the public through commercial
banks. The government securities are sold via commercial banks such
that a certain amount of bank deposits is transferred to the central bank.
As a result, the credit creation capacity of the commercial banks reduces.
Thus, the flow of money from the banks to the public also gets reduced.

Thus, these are the major monetary measures that countries use to keep
the inflationary pressures under control or maintain the desirable limit of
inflation.

17.5. Fiscal measures

Apart from the monetary measures, the Government also uses fiscal

PHDVXUHV WR FRQWURO LQIODWLRQ $ FRXQWU\YV ILVFDO Sl
components + Government revenue and expenditure. Therefore, the

Government can change the tax rates to increase its revenue or manage

its expenditure better.

Typically, when the aggregate demand exceeds the aggregate supply, an
inflationary gap arises. Therefore, the Government can take these fiscal
measures to control inflation:

Take steps to decrease the overall Government expenditure and transfer
payments

Increase the rate of taxes causing individuals to decrease their total
expenditure, leading to a decrease in demand and a drop in the money
supply in the economy.
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The government can also use a combination of the two to obtain a
reasonable control over inflation.

Cost-Push Inflation Control

In order to control cost-push inflation, the Government uses direct control
measures. These include steps like freezing the wages of workers,
putting upper limits on the prices of important inputs like electricity, coal,
steel, etc.

While these steps can control the extent of inflation, it is not a good ploy
for the long-term. At the end of the day, identifying the cause of inflation
is the best way to control it.

Some other measures to control inflation
These are:

Increasing imports to augment the supplies of commodities in the
domestic market Increasing domestic production, etc.

Check Your Progress

a). is the decline of purchasing power bf a given currency over
time

b) $ FRXQWU\YV ILVFDO SROLF\ KDV W&BNH&Y HQWLDO FRF
revenue and

c). The are characterized by the sale and purchase of
government securities and bonds by the central bank

Let Us Sum Up

In this unit, you have learned about the following:

$ FRXQWU\YV ILOQODQFLDO UHJXODWRU VKRXOGHUV WKH
keeping inflation in check. It is done by implementing measures through
the|monetary policy,|which refers to the actions of a central bank or other
committees that determine the size and rate of growth of the money
supply. Apart from the monetary measures, the Government also uses
ILVFDO PHDVXUHV WR FRQWURO LQIODWLRQ $ FRXQW
essential components +Government revenue and expenditure.

Glossary

Bank Rate Policy: The Bank rate, also called as the Central Bank
rediscount rate is the rate at which the central bank buys or rediscounts
the eligible bills of exchange

Variable Reserve Ratio: The variable reserve ratio, also called as the
Cash Reserve Ratio (CRR) is a certain proportion of total demand and
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time deposits that the commercial banks are required to maintain in the
form of cash reserves with the central bank

Answers to Check Your Progress

a). Inflation
b). expenditure

c). open market operations

Suggested Readings

1. Jagdish Handa, Monetary Economics, 2nd Edition, First published
2000 Second edition published 2009 by Routledge 2 Park Square,
Milton Park, Abingdon, Oxon OX14 4RN ISBN 0-203-89240-2.

2. Wynne Godley, Marc Lavoie, Monetary Economics an Integrated
Approach to Credit, Money, Income, Production and Wealth,
Palgrave Macmillan London,|ISBN978-0-230-30184-9
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Unit-18

Types of Inflation

STRUCTURE

Overview

Objectives

18.1. Introduction

18.2. Types of Inflation

Let Us Sum Up

Glossary

Answers to Check Your Progress
Suggested Readings

Overview

This unit is in continuation with Inflation. It explains about various types
of inflation along with diagrammatical illustrations

Objectives

After reading this unit, student should be able to:
x Understand the types of Inflation
x Know about the kinds of inflation

18.1. Introduction

Inflation is the rate at which the value of a currency is falling and,
consequently, the general level of prices for goods and services is rising.
Inflation is sometimes classified into three types: Demand-Pull inflation,
Cost-push inflation, and Built-In inflation. The most used inflation indexes
are the Consumer Price Index (CPI) and the Wholesale Price Index
(WPI). Inflation can be viewed positively or negatively depending on the
individual viewpoint and rate of change. Those with tangible assets, like
property or stocked commodities, may like to see some inflation as that
raises the value of their assets.

18.2. Types of Inflation

Inflation means a sustained increase in the general price level. The main
two types of inflation are :

|Demand-pu|l inflation |ithis occurs when the economy grows quickly
DQG VWDUWYV W Rggdyaté! deiknaho \AD) will be increasing
faster than aggregate supply (LRAS).
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|Cost-push inflation |ithis occurs when there is a rise in the price of raw
materials, higher taxes, etc.

We can also categorise inflation by how fast the price increases are, such
as: Disinflation za falling rate of inflation, Creeping inflation *low, but
consistently creeping up, Walking/moderate inflation + (2-10%) and
Running inflation (10-20%)

Types include of inflation include

Different types of

inflation

Cost-push inflation

Demand-pull inflation
Rising demand in
economy

Increase in cost, e.g.
Il rising oil prices

Wage-inflation
Inflation caused by rising real
wage

Core Inflation

Inflation rate excluding
temporary factors

Hyperinflation

Inflation of over 1,000% a year.

Imported inflation
Inflation caused by rising price
of imports, e.g. due to

www.economicshelp.org devaluation

1. Demand-pull inflation

This occurs when AD increases at a faster rate than AS. Demand-pull
inflation will typically occur when the economy is growing faster than theﬂ
|Iong-run trend rate of growth.| If demand exceeds supply, firms will
respond by pushing up prices. A simple diagram showing demand-pull
inflation

PL

P2

P1

AD1

Y1Y2 Real GDP (Y)

wwweconomicshelp.org

The UK experienced demand-pull inflation during thg Lawson boom pf
the late 1980s. Fuelled by rising house prices, high consumer confidence
and tax cuts, the economy was growing by 5% a year, but this caused

157



supply bottlenecks and firms responded by putting up prices. Therefore
the inflation rate crept up.
10 |

8

% Annual Change

1082 1083 1984 | 1085 1986 | 1987 | 1988 | 1989 | 1990 | 1991 | 1992
em——GDPGrowth| 2.2 |37 | 2.7 |36 | 4 |46 | 5 |23 |08 |-14) 01
—niflakion 86 |45 | 5 |61 | 34 (42 49 (7B 95 |58 |37

This graph shows inflation and economic growth in the UK during the
1980s. High growth in 1987, 1988 of 4-5% caused an increase in the

inflation rate. It was only when the economy went into recession in 1990
and 1991, that we saw a fall in the inflation rate. See| Demand—pull|

inflation.

2. Cost-push inflation

This occurs when there is an increase in the cost of production for firms
causing aggregate supply to shift to the left. Cost-push inflation could be

caused by rising energy and commaodity prices. See also

Inflation Piagram showing cost-push inflation.

PL SRAS 2

1 P2
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Real GDP (Y)

Y2 Y1

www.economicshelp.org

Example of cost-push inflation in the UK

UK Inflation (CPI)

— D

—) % target

w

/

Inflation rate - % change over 12 months

R R e T )

2008 1AN
2008 MAY
2008 SER
2009 JAN
2009 MAY
2009 SER
2010 JAN
2010 MAY
2013 may
2013 SER
2014 JAN
2014 MAY
2014 SER
2015 JAN
2015 MAY
2015 SER
2016 JAN
2016 MAY
2016 SER
2017 JAN
2017 MAY

wwnw.economicshelp.org | Source: ONS - D7GT - 10 July2016
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In early 2008, the UK economy entered a deep recession (GDP fell 6%).
However, at the same time, we experienced a rise in inflation. This
inflation was definitely not due to demand-side factors; it was due to cost
push factors, such as rising oil prices, rising taxes and rising import prices
(as a result of depreciation in the Pound) By 2013, cost-push factors had
mostly disappeared and inflation had fallen back to its target of 2%. After
the June 2016 Brexit referendum, Sterling fell another 13% causing
another period of cost-push inflation in 2017.

Sometimes cost-push inflation is knRZQ D V|wegHype of [LQ1ODWLRQu
because this inflation is associated with falling living standards. It is hard

for the Central Bank to deal with cost push inflation because they face

both inflation and falling output.

3. Wage Push Inflation
UK Inflation 1970s
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www.economicshelp.org | Source ONS - CZBI
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Rising wages tend to cause inflation. In effect, this is a combination of
demand-pull and cost-push inflation. Rising wages increase costs for
firms, and so these are passed onto consumers in the form of higher
prices. Also rising wages give consumers greater disposable income and
therefore cause increased consumption and AD. In the 1970s, trades
unions were powerful in the UK. This helped cause rising nominal wages;
this was a significant factor in causing inflation of the 1970s.

4. Imported Inflation

A depreciation in the exchange rate will make imports more expensive.
Therefore, the prices will increase solely due to this exchange rate effect.
A depreciation will also make exports more competitive so will increase
demand.

5. Temporary Factors

The inflation rate can also increase due to temporary factors such as
increasing indirect taxes. If you increase VAT rate from 17.5% to 20%, all
goods which are VAT applicable will be 2.5% more expensive. However,
this price rise will only last a year. It is not a permanent effect.
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6. Core Inflation

One measure Rl LQIODWLRQ| LV NQRZTisDsvhelirfRtibrl LQIODWLRQ
UDWH WKDW H[FOXGHYV WHPSRUDU\ uyYRODWLOHYT IDFWR

prices. The graph below shows inflation in the EU. The headline inflation
rate (HICP) is more volatile rising to 4% in 2008 and then falling to -0.5%
in 2009. However, the core inflation (HCIP +energy, food, alcohol and
tobacco) is more constant.

Overall HICP inflatlon rate - Latest (October 2011) Eurozone Inflation

4% n e HICP
'\

® HICP-energy
food, alcohol

| ) tobacco
| ™ ‘Core inflation’

Source: Eurostat

Types of inflation by rate of increase
i. Creeping inflation (1-4%)

When the rate of inflation slowly increases over time. For example, the
inflation rate rises from 2% to 3%, to 4% a year. Creeping inflation may
not be immediately noticeable, but if the creeping rate of inflation
continues, it can become an increasing problem.

ii. Walking inflation (2-10%)

When inflation is in single digits zless than 10%. At this rate zinflation is
not a major problem, but when it rises over 4%, Central Banks will be
increasingly concerned. Walking inflation may simply be referred to as
moderate inflation.

Running inflation (10-20%)

When inflation starts to rise at a significant rate. It is usually defined as a
rate between 10% and 20% a year. At this rate, inflation is imposing
significant costs on the economy and could easily start to creep higher.

iii.Galloping inflation (20%-1000%)

This is an inflation rate of between 20% up to 1000%. At this rapid rate of
price increases, inflation is a serious problem and will be challenging to
bring under control. Some definitions of galloping inflation may be
between 20% and 100%. There is no universally agreed definition, but
hyperinflation usually implies over 1,000% a year.
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iv. Hyperinflation (> 1000%)

This is reserved for extreme forms of inflation +usually over 1,000%
though there is no specific definition. Hyperinflation usually involves
prices changing so fast, that it becomes a daily occurrence, and under
hyperinflation, the value of money will rapidly decline.

Check Your Progress

a).A in the exchange rate will make imports more expensive

b). will typically occur when the economy is growing faster than
the long-run trend rate of growth.

c). could be caused by rising energy and commaodity prices.

Let Us Sum Up

In this unit, you have learned about the following:

Inflation is the rate at which the value of a currency is falling and,
consequently, the general level of prices for goods and services is rising.
Inflation is sometimes classified into three types: Demand-Pull inflation,
Cost-push inflation, and Built-In inflation. This occurs when there is an
increase in the cost of production for firms causing aggregate supply to
shift to the left. Cost-push inflation could be caused by rising energy and
commodity prices

Glossary

Demand-pull inflation:  This occurs when the economy grows quickly
and stDUWYV WR yRAggréyEte Damandt(AD) will be increasing
faster than aggregate supply

Cost-push inflation.  This occurs when there is a rise in the price of raw
materials, higher taxes, etc.

Answers to Check Your Progress

a). Depreciation
b). Demand-pull inflation

c). Cost-push inflation

Suggested Readings

1. Jagdish Handa, Monetary Economics, 2nd Edition, First published
2000 Second edition published 2009 by Routledge 2 Park Square,
Milton Park, Abingdon, Oxon OX14 4RN ISBN 0-203-89240-2.

2. Wynne Godley, Marc Lavoie (2001), Monetary Economics an
Integrated Approach to Credit, Money, Income, Production and
Wealth, Palgrave Macmillan London, ISBN978-0-230-30184-9
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Unit-19

Causes and Effects of Inflation

STRUCTURE

Overview

Objectives

19.1. Causes of Inflation

19.2. Effects of inflation

Let Us Sum Up

Glossary

Answers to Check Your Progress
Suggested Readings

Overview

This unit provides in depth understanding of Inflation. As a part of it, this
unit explains causes and effects of inflation

Objectives

After reading this unit, student should be able:
X To understand the causes of inflation

X To know about the Effects of Inflation

19.1. Causes of Inflation

Inflation is a sustained increase in the general price level of goods and
services in an economy over a period of time. The causes of inflation can
be broadly categorized into two types: demand-pull inflation and cost-
push inflation.

Inflation is a proportion of how quick costs of labor and products are rising.
In the event that expansion is happening, prompting greater costs for
essential necessities, for example, food, it can adversely affect the
general economy.

Expansion can happen in almost any item or administration, including
need-based costs like lodging, food, clinical consideration, and utilities, as
well as need costs, like beauty care products, vehicles, and adornments.
When expansion becomes predominant all through an economy, the
assumption for additional expansion turns into a superseding worry in the
awareness of shoppers and organizations the same.

National banks of created economies, remembering the Central bank for
the U.S., screen expansion. The Fed has an expansion focus of around
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2% and changes money related arrangement to battle expansion
assuming costs rise excessively or excessively fast.

Inflation means there is a sustained increase in the price level. The main
causes of inflation are either excess aggregate demand (AD) (economic
growth too fast) or cost-push factors (supply-side factors).

Expansion can be a worry since it brings in cash saved today less
significant tomorrow. Expansion dissolves a shopper's buying power and
might in fact impede the capacity to resign. For instance, assuming a
financial backer procured 5% from interests in stocks and securities, yet
the expansion rate was 3%, the financial backer just acquired 2% in
genuine terms. In this article, we'll analyze the essential variables behind
expansion, various kinds of expansion, and who benefits from it.

Causes of inflation

n
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www.economicshelp.org

The main causes of inflation

1. Demand-pull inflation: This occurs when the demand for goods and
services exceeds their supply. When demand increases, the prices of
goods and services rise, leading to inflation. This type of inflation is
typically caused by an increase in consumer spending, government
spending, or investment.

2. Cost-push inflation: This occurs when the costs of production increase,
leading to an increase in the prices of goods and services. Factors that
can cause cost-push inflation include an increase in the cost of raw
materials, an increase in wages, or an increase in taxes.

Other factors that can contribute to inflation include:

x Increases in the money supply: If the supply of money in an economy
increases faster than the supply of goods and services, the result can
be inflation.

x Exchange rate fluctuations: If a country's currency depreciates relative
to other currencies, it can increase the price of imported goods and
services, leading to inflation.

163



x Expectations of inflation: If people expect inflation to occur, they may
demand higher wages and prices, which can lead to inflation.

Request pull expansion can be brought about major areas of strength for
by interest for an item or administration. At the point when there's a flood
popular for a wide broadness of merchandise across an economy, their
costs will generally increment. While this isn't much of the time a worry
for transient lopsided characteristics of organic market, supported
request can resonate in the economy and raise costs for different
products; the outcome is request pull expansion.

Buyer certainty will in general be high when joblessness is low, and
wages are rising 2 prompting seriously spending. Monetary extension
straightforwardly affects the degree of purchaser spending in an
economy, which can prompt appeal for items and administrations.

As the interest for a specific decent or administration builds, the
accessible stock reductions. At the point when less things are free,
buyers will pay more to acquire the thing 2 as framed in the monetary
guideline of organic market. The outcome is greater costs because of
interest pull expansion.

Organizations likewise assume a part in expansion, particularly in the
event that they make famous items. An organization can raise costs just
in light of the fact that buyers will pay the expanded sum. Organizations
additionally raise costs unreservedly when the thing available to be
purchased is something customers need for regular presence, like oil and
gas. In any case, the interest from shoppers give organizations the
influence to raise costs.

|Demand—pu|l inflation |iaggregate demand growing faster than aggregate
supply (growth too rapid)

Cost-push inflation happens when costs rise since creation costs
increment, like unrefined components and wages. The interest for
merchandise is unaltered while the inventory of products declines
because of the greater expenses of creation. Subsequently, the
additional expenses of creation are gone to purchasers as more
exorbitant costs for the completed products.

One of the indications of conceivable expense push expansion should be
visible in rising item costs, for example, oil and metals since they're
significant creation inputs. For instance, assuming the cost of copper
rises, organizations that utilization copper to make their items could build
the costs of their merchandise. Assuming the interest for the item is free
of the interest for copper, the business will pass on the greater expenses
of unrefined components to buyers. The outcome is more exorbitant costs
for buyers with no adjustment of interest for the items consumed.
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Compensation likewise influences the expense of creation and are
ordinarily the single greatest cost for organizations. At the point when the
economy is performing great, and the joblessness rate is low, deficiencies
in labor or laborers can happen. Organizations, thus, increment wages to
draw in qualified up-and-comers, causing creation expenses to ascend
for the organization. Assuming the organization raises costs because of
the ascent in worker compensation, cost-in addition to expansion
happens.

Catastrophic events can likewise drive costs higher. For instance, on the
off chance that a typhoon obliterates a yield, for example, corn, costs can
ascend across the economy since corn is utilized in numerous items.

|Cost-push inflation |tFor example, higher oil prices feeding through into
higher costs.

i increasing cost of imported goods, and the boost to

domestic demand.

|Rising wages |i KLIKHU ZDJHV LQFUHDVH ILUPVY FRVWY DQG L
FRQVXPHUVYT GLVSRVDEOH LQFRPH WR VSHQG PRUH

|Expectations of inflation |J_rHigh inflation expectations causes workers to
demand wage increases and firms to push up prices.

19.2. Effects of inflation

Inflation is a sustained increase in the general price level of goods and
services in an economy over time. lIts effects can be both positive and
negative, depending on various factors such as the level of inflation, the
causes of inflation, and how quickly it occurs. Here are some of the
common effects of inflation:

1. Reduced Purchasing Power: As the general price level rises, the
purchasing power of money decreases. This means that the same
amount of money can buy fewer goods and services than before. This
can be particularly harmful to individuals living on fixed incomes or
those who have saved money in low-interest accounts.

2. Decreased Savings: Inflation reduces the value of money over time, so
people tend to spend their money more quickly rather than saving it for
the future. This can be problematic because savings are essential for
long-term financial stability.

3. Increased Cost of Borrowing: Inflation can lead to higher interest rates,
which can make borrowing more expensive. This can be especially
problematic for businesses and individuals who rely on loans to finance
their operations or investments.
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4. Changes in Investment Patterns: Inflation can affect investment
decisions by encouraging individuals to invest in assets that will
maintain their value over time, such as real estate or precious metals,
rather than assets that might lose value due to inflation, such as cash
or bonds.

5. Redistribution of Wealth: Inflation can cause a redistribution of wealth
between borrowers and lenders, as the value of money decreases over
time. This can lead to a transfer of wealth from savers to borrowers,
which can have both positive and negative consequences depending
on the circumstances.

6. Increased Production Costs: Inflation can cause the cost of production
to increase, as businesses have to pay more for raw materials and
labor. This can result in higher prices for goods and services, which
can further fuel inflation.

1. Effects on Distribution of Income and Wealth:

The impact of inflation is felt unevenly by the different groups of
individuals within the national economy 2 some groups of people gain by
making big fortune and some others lose.

Creditors and debtors:

During inflation creditors lose because they receive in effect less in goods
and services than if they had received the repayments during a period of
low prices. Debtors, on other hand, as a group gain during inflation, since
they repay their debts in currency that has lost its value (i.e., the same
currency unit will now buy less goods and services).

Producers and workers:

Producers gain because they get higher prices and thus more profits from
the sale of their products. As the rise in prices is usually higher than the
increase in costs, producers can earn more during inflation. But, workers
lose as they find a fall in their real wages as their money wages do not
usually rise proportionately with the increase in prices. They, as a class,
however, gain because they get more employment during inflation.

Fixed income-earners:

Fixed income-earners like the salaried people, rent-earners, landlords,
pensioners, etc., suffer greatly because inflation reduces the value of
their earnings.

Investors:

The investors in equity shares gain as they get dividends at higher rates
because of larger corporate profits and as they find the value of their
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shareholdings appreciated. But the bondholders lose as they get a fixed
interest the real value of which has already fallen.

Traders, speculators, businesspeople and black marketers:

They gain because they make more profits from the persistent rise in
prices.

Farmers:

Farmers also gain because the rise in the prices of agricultural products
is usually higher than the increase in the prices of other goods.

Thus, inflation brings a shift in the pattern of distribution of income and
wealth in the country, usually making the rich richer and the poor poorer.
Thus during inflation there is more and more inequality in the distribution
of income.

2. Effects on Production:

The rising prices stimulate the production of all goods 2 both of
consumption and of capital goods. As producers get more and more
profit, they try to produce more and more by utilising all the available
resources at their disposal.

But, after the stage of full employment the production cannot increase as
all the resources are fully employed. Moreover, the producers and the
farmers would increase their stock in the expectation of a further rise in
prices. As a result hoarding and cornering of commaodities will increase.

But such favourable effects of inflation upon production are not always
found. Sometimes, production may come to a standstill position despite
rising prices, as was found in recent years in developing countries like
India, Thailand and Bangladesh. This situation is described as stagflation.

3. Effects on Income and Employment:

Inflation tends to increase the aggregate money income (i.e., national
income) of the community as a whole on account of larger spending and
greater production. Similarly, the volume of employment increases under
the impact of increased production. But the real income of the people fails
to increase proportionately due to a fall in the purchasing power of
money.

4. Effects on Business and Trade:

The aggregate volume of internal trade tends to increase during inflation
due to higher incomes, greater production and larger spending. But the
export trade is likely to suffer on account of a rise in the prices of domestic
goods. However, the business firms expand their businesses to make
larger profits.
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During most inflation since costs do not rise as fast as prices profits soar.
But wages do not increase proportionate with prices, causing hardships
to workers and making more and more inequality. As the old saying goes,
during inflation prices move in escalator and wages in stairs.

5. Effects on the Government Finance:

During inflation, the government revenue increases as it gets more
revenue from income tax, sales tax, excise duties, etc. Similarly, public
expenditure increases as the government is required to spend more and
more for administrative and other purposes. But the rising prices reduce
the real burden of public debt because a fix sum has to be paid in
instalment per period.

6. Effects on Growth:

A mild inflation promotes economic growth, but a runaway inflation
obstructs economic growth as it raises cost of development projects.
Although a mild dose of inflation is inevitable and desirable in a
developing economy, a high rate of inflation tends to lower the growth
rate by slowing down the rate of capital formation and creating
uncertainty.

When there is inflation in the country, the purchasing power of the people
decreases as the prices of commodities and services are high. The value
of currency unit decreases which impacts the cost of living in the country.
When the rate of inflation is high, the cost of living also increases, which
leads to a deceleration in economic growth.

However, a healthy inflation rate (2-3%) is considered positive because it
directly results in increasing wages and corporate profitability and
maintains capital flowing in a growing economy.

Inflation refers to the rate at which the general level of prices for goods
and services is rising, and, as a result, the purchasing power of a currency
is falling. It is typically measured as the percentage change in the
Consumer Price Index (CPI) over a period of time.

Inflation can be caused by various factors, such as an increase in demand
for goods and services, a decrease in the supply of goods and services,
or an increase in the cost of production. It can also be influenced by
government policies, such as changes in the money supply or fiscal
policies.

In moderate levels, inflation can be beneficial for an economy as it
encourages spending, boosts employment, and allows businesses to
increase their profits. However, if inflation becomes too high, it can lead
to a decrease in purchasing power, reduced economic growth, and social
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unrest. Central banks and governments often aim to keep inflation at a
moderate level through various monetary and fiscal policies.

Classical View: Inflation

The classical view of inflation is based on the assumption that the level of
inflation in an economy is determined by changes in the supply of money.
According to this view, if the money supply grows faster than the
economy's capacity to produce goods and services, inflation will occur.

Classical economists believe that in the long run, changes in the money
supply only affect nominal variables such as prices, but not real variables
such as output and employment. This is because they assume that the
economy will adjust to changes in the money supply through changes in
prices and wages, which will eventually restore the economy to its natural
level of output.

Classical economists also believe that inflation is primarily caused by
increases in the money supply that are not matched by corresponding
increases in the economy's productive capacity. They argue that other
factors such as changes in aggregate demand or supply shocks may
temporarily affect prices, but in the long run, it is changes in the money
supply that determine the level of inflation. Finally, classical economists
generally view inflation as a monetary phenomenon that can be controlled
by central banks through their control over the money supply. They
believe that if central banks pursue a sound monetary policy that avoids
excessive growth in the money supply, inflation can be kept under control.

Inflation pro and cons

Inflation is defined as a sustained increase in the general price level of
goods and services in an economy over a period of time. Here are some
potential pros and cons of inflation:

Pros:

1. Encourages investment and spending: Inflation can encourage
people to spend and invest more because the value of money
decreases over time. This can lead to increased economic activity,
job creation, and growth.

2. Helps reduce debt burden: Inflation can help reduce the burden of
debt for borrowers because the value of the money they owe
decreases over time, while their income may increase with inflation.

3. Boosts exports: Inflation can make exports more competitive by
making domestic goods relatively cheaper compared to foreign
goods. This can lead to an increase in exports and a decrease in
imports, which can improve a country's balance of trade.
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4. Encourages innovation: Inflation can encourage innovation as
businesses may need to find ways to reduce production costs and
improve efficiency to maintain profit margins.

Cons:

1. Decreases purchasing power: Inflation reduces the purchasing power
of money, meaning that people can buy less with the same amount
of money. This can lead to a decrease in living standards and quality
of life.

2. Redistributes wealth: Inflation can redistribute wealth from those who
hold cash or fixed-income assets to those who hold assets that
appreciate in value, such as real estate or stocks. This can lead to
increased inequality.

3. Creates uncertainty: Inflation can create uncertainty in the economy
as businesses and consumers may be unsure about future prices and
inflation rates. This can lead to decreased investment and spending.

4. Increases costs: Inflation can increase costs for businesses, such as
labor and materials costs, which can lead to lower profit margins and
potentially job losses.

How is inflation measured?

Inflation is typically measured by calculating the percentage change in the
average price of a basket of goods and services over time. The most
commonly used measure of inflation is the Consumer Price Index (CPI),
which tracks changes in the prices of a wide range of goods and services
that are typically purchased by consumers.

To calculate the CPI, a representative sample of goods and services is
selected, and their prices are tracked over time. The prices are then
weighted according to how much of the average person's budget is
typically spent on each item. The resulting index shows how much prices
have changed over time relative to a base period.

Other measures of inflation include the Producer Price Index (PPI), which
measures changes in the prices of goods and services at the wholesale
level, and the Gross Domestic Product (GDP) deflator, which tracks
changes in the prices of all goods and services produced in a country.
However, the CPl is the most widely used measure of inflation because it
reflects the impact of price changes on the average consumer.

Forms of inflation

Inflation is a general increase in the prices of goods and services in an
economy over time. There are different types or forms of inflation, some
of which are:
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1. Demand-pull inflation: This type of inflation occurs when the demand
for goods and services in an economy exceeds the available supply.
This leads to an increase in prices as businesses raise their prices to
meet the excess demand.

2. Cost-push inflation: This occurs when the cost of producing goods and
services increases, leading to an increase in the prices of those goods
and services. Examples of cost-push factors include increases in the
cost of raw materials, labor, or energy.

3. Hyperinflation: This is an extreme form of inflation where prices
increase rapidly and uncontrollably, leading to a loss of confidence in
the currency and a breakdown in the economy.

4. Structural inflation: This occurs when there are long-term imbalances
in an economy's supply and demand, leading to sustained inflation
over time.

5. Wage inflation: This is an increase in wages across an economy,
leading to an increase in the costs of producing goods and services,
and ultimately to an increase in prices.

6. Imported inflation: This occurs when an increase in the price of
imported goods and services leads to an increase in the prices of
domestically produced goods and services.

Formula to estimate the inflation

There are different formulas and methods to estimate inflation, but one
commonly used formula is the Consumer Price Index (CPI). The CPl is a
measure of the average change over time in the prices paid by urban
consumers for a market basket of goods and services. Here is the formula:

CPI = (Cost of Market Basket in Current Year / Cost of Market Basket in
Base Year) x 100

In this formula, the market basket is a collection of goods and services
that represents the spending patterns of a typical urban consumer. The
cost of the market basket in the current year is divided by the cost of the
market basket in the base year and multiplied by 100 to get the CPI.

The CPI can be used to estimate the rate of inflation by comparing the
current CPI to the CPI from a previous period. The difference between the
two CPls, expressed as a percentage, represents the rate of inflation
during that period.

It is important to note that the CPI is just one measure of inflation and that
there are other measures that may be more appropriate for specific
purposes or situations.
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Inflation is the rate at which the general level of prices for goods and
services is rising, and it is often measured by the Consumer Price Index
(CPI) or the Producer Price Index (PPI). To combat inflation, central banks
may use monetary policy tools to influence the money supply and interest
rates.

Some of the monetary measures used to control inflation include:

1. Increasing interest rates: This reduces the demand for money and
credit, making it more expensive to borrow and reducing the money

supply.

2. Open market operations: This involves the buying or selling of
government securities to influence the money supply.

3. Reserve requirements: Banks are required to hold a certain
percentage of their deposits as reserves, and increasing this
requirement reduces the amount of money available for lending.

4. Discount rate: The discount rate is the interest rate at which banks can
borrow money from the central bank. Increasing the discount rate
makes it more expensive for banks to borrow, reducing the money

supply.
5. Forward guidance: Central banks may provide guidance to the public

about future monetary policy actions, which can affect expectations
and influence borrowing and spending decisions.

6. Quantitative easing: This involves the purchase of government bonds
or other securities by the central bank to increase the money supply
and stimulate economic activity.

Monetary measures in inflation

Monetary measures are important in understanding inflation because
inflation is, at its core, a monetary phenomenon. Inflation occurs when
there is too much money chasing too few goods and services in an
economy. Monetary measures that are commonly used to measure
inflation include:

1. Money Supply: This is the total amount of money in circulation in an
economy. As the money supply increases, there is more money
chasing the same amount of goods and services, leading to inflation.

2. Interest Rates: Central banks often use interest rates to control
inflation. When interest rates are raised, it becomes more expensive to
borrow money, which can reduce the amount of money in circulation
and help to control inflation.

3. Exchange Rates: Changes in exchange rates can affect the price of
imported goods and services, which can impact inflation. A weaker
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currency can lead to higher inflation, as it makes imported goods more
expensive.

4. Velocity of Money: This refers to the rate at which money changes
hands in an economy. When the velocity of money is high, it can lead
to inflation, as money is being spent more quickly and there is more
demand for goods and services.

Fiscal measures in inflation

Fiscal measures refer to the policies that governments implement to
influence the economy's performance through spending, taxation, and
borrowing. These measures can have an impact on inflation, which is the
rate at which the general level of prices for goods and services is rising.

In general, fiscal measures can be expansionary or contractionary,
depending on their effect on the economy. Expansionary fiscal measures,
such as increased government spending and lower taxes, tend to
increase demand for goods and services, which can lead to higher
inflation. Conversely, contractionary fiscal measures, such as reduced
government spending and higher taxes, tend to decrease demand, which
can lead to lower inflation.

One of the most common fiscal measures used to combat inflation is to
reduce government spending. By reducing government spending, the
government can reduce demand in the economy, which can help to slow
down the rate of inflation. Similarly, increasing taxes can reduce the
amount of money that people have available to spend, which can also
help to reduce demand and lower inflation.

Another way in which fiscal measures can be used to combat inflation is
through monetary policy. Central banks can use fiscal measures to
influence the money supply and interest rates in the economy, which can
have an impact on inflation. For example, if the central bank raises interest
rates, this can make it more expensive for people to borrow money, which
can reduce demand and lower inflation.

Check Your Progress

a).The main causes of inflation are either excess (economic
growth too fast) or cost-push factors (supply-side factors).

b).The rising prices stimulate the production of all goods both of
and of capital goods.

C). learners like the salaried people, rent-earners, landlords,
pensioners, etc., suffer greatly because inflation reduces the value of
their earnings.
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Let Us Sum Up

In this unit, you have learned about the following:

Inflation, especially a runaway inflation, is an unstable situation. It makes
the business world uneasy and uncertain. Society gets disturbed as there
grows discontentment among the salaried people and they demand an
increase in their wages and salaries.

The middle-class people suffer hard as the real value of their income
becomes very low. Inflation is also unjust as it makes one class of people
richer and the other poorer. But the most serious effect of inflation from
the standpoint of the economy is that it makes the economic environment
of business unstable.

Glossary

Investors: The investors in equity shares gain as they get dividends at
higher rates because of larger corporate profits and as they find the value
of their shareholdings appreciated

Creditors: During inflation creditors lose because they receive in effect
less in goods and services than if they had received the repayments
during a period of low prices
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Answers to Check Your Progress

a). Aggregate Demand (AD)
b). Consumption

c). Fixed income

Suggested Readings

1. Jagdish Handa, Monetary Economics, 2nd Edition, First published
2000 Second edition published 2009 by Routledge 2 Park Square,
Milton Park, Abingdon, Oxon OX14 4RN ISBN 0-203-89240-2.

2. Wynne Godley, Marc Lavoie (2001), Monetary Economics an
Integrated Approach to Credit, Money, Income, Production and
Wealth, Palgrave Macmillan London,ISBN978-0-230-30184-9.
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Unit-20

Inflationary Gap- Stagflation

STRUCTURE

Overview

Objectives

20.1. Meaning and Definition of Inflationary Gap
20.2. Fiscal and Monetary Policy to Manage the Inflationary Gap
20.3. Meaning of Stagflation

20.4. Causes of stagflation

20.5. Consequences of stagflation

Check Your Progress

Let Us Sum Up

Glossary

Answers to Check Your Progress

Suggested Readings

Overview

This unit gives an in-depth understanding about inflation concept. This
unit describes meaning of inflationary gap, fiscal and monetary policy to
manage inflationary gap, meaning of stagflation, its causes and its
consequences

Objectives

After reading this unit, student should be able to:
X To state the meaning and definition of inflationary gap
x To know about the stagflation

X To state the causes and consequences of stagflation

20.1. Meaning and Definition of Inflationary Gap

An inflationary gap is a macroeconomic concept that measures the
difference between the current level of|real Gross Domestic Product
(GDP) and the‘ GDP 1hat would exist if an economy was operating a@
employment.

An inflationary gap exists when the demand for goods and services
exceeds production due to factors such as higher levels of overall

employment, increased trade pctivities, or elevated government

expenditure.
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Against this backdrop, the real GDP can exceed the potential GDP,
resulting in an inflationary gap. The inflationary gap is nhamed as such
because the relative rise in real GDP causes ad economy fo increase its
consumption, leading prices to climb in the long run.

The inflationary gap represents the point in the|business cycle iNhen the
economy is expanding. Due to the higher number of funds available
within the economy, consumers are more inclined to purchase goods and
services. As demand for goods and services increases but production
has not yet compensated for the shift, prices rise to restore markeﬂ
equilibrium.

When the potential GDP is higher than the real GDP, the gap is instead
referred to as a deflationary gap. The other type of output gap is theD
|recessionary gap,|which describes an economy operating below its full
employment equilibrium.

During blast periods the economy can be overheated and becoming
excessively quick. Creation surpasses the long-run harmony. Industrial
facilities are working past their ideal limit, meaning they are conceding
support. Laborers are staying at work past 40 hours. New laborers are
elusive and request higher wages. Organizations raise their costs as their
costs increment and don't fear losing such a large number of deals thusly.
Policymakers are worried about rising inflationary strain. An expansion in
total interest yields a little expansion underway and an enormous
expansion in the cost level. An inflationary hole exists when the short-run
yield surpasses the long-run total stockpile.

The inflationary hole is named on the diagram underneath. Expect the
economy starts in a long-run balance where the total interest AD1, short-
run total stockpile (SRAS), and long-run total stock (LRAS) converge.
RGDP1 is created and PL1 is the cost level. The public authority
increments spending, which causes a change in the total interest bend to
AD2. The economy's result increments to RGDP2. In the meantime, costs
leap to PL2. The inflationary hole is the distinction somewhere in the
range of RGDP1 and RGDP2 when RGDP2 surpasses RGDP1. The
65$6 EHQG LV VWHHS LQ OLJKW RI WKH fIDMFWRWKDW WKH HFR
quite some time run harmony. Most organizations are working close to
their ability and have little space to answer the expansion in the requests
for their labor and products. Any expansion in the Promotion creates a
somewhat little expansion in yield from RGDP1 to RGDP2 and a bigger
expansion in the cost level from PL1 to PL2.
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Expansionary Fiscal Policy Near a Business Cycle Peak

LRAS SRAS

Price Level

RGDP
Inflationary Gap

At the point when there is an inflationary hole, the total interest surpasses
the short-run total inventory at the underlying cost level. Similar as the
standard organic market model, there is a deficiency of products. At the
point when there is a lack of a decent or administration in the economy,
makers increment its stock. Tragically, during blast periods the total stock
isn't handily expanded. The long-run total stock is compelled by the
nation's assets and labor force. Costs should rise or the total interest
should tumble to arrive at another harmony.

During periods when there is an inflationary hole the fitting financial and
money related strategies would diminish the total interest back to AD1.
Monetary approaches incorporate restricting spending and increasing
government rates. Money related arrangements incorporate expanding
loan fees to decelerate monetary loaning and simplicity inflationary
tensions.

20.2.Fiscal and Monetary Policy to Manage the Inflationary Gap

Inflationary hole = Genuine or Real Gross domestic product Likely Gross
domestic product

At the point when an inflationary hole happens, arrangements, for
example, charge increments, decline in government spending, giving
securities and protections, and expanding loan fees are presented.

This additionally demonstrates a development in the economy. At the
point when it happens, there are more supports accessible in the
economy and the interest in purchasing labor and products is more than
previously. Then again, when the genuine Gross domestic product is
lower than the possible Gross domestic product, the hole caused is
named deflationary hole.

At the point when there is expansion in the economy, the wages likewise
rise, accordingly prompting an expansion in purchaser interest. This
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makes an inflationary hole. This peculiarity depends on 2 financial ideas.
The ideas are:

Non-speeding up expansion pace of work (NAIRU) or transient regular
pace of joblessness.

Likely Gross Domestic Product.

Financial matters depict this as the Phillips bend, and that implies a
compromise happens among business and expansion.

The idea of the normal pace of joblessness implies that the economy is
working such that new alumni are entering the labor force and non-
entertainers are being ended. It likewise incorporates organizations
coming up short in view of lack of foresight and the executives.

At the point when the interest for work increments, managers should
expand the compensation to draw in additional laborers. This causes the
business rate to cross the regular rate. These speeds up expansion.

An inflationary hole is by and large considered an indication of an
overheating economy, and it can have critical outcomes whenever left
unrestrained. One of the fundamental worries is that it can prompt a fast
expansion in costs, which can disintegrate the buying force of individuals'
wages and reserve funds. This can be particularly tricky for those on fixed
livelihoods or the people who are dependent on their investment funds to
meet their essential requirements.

It can likewise make vulnerability and precariousness in monetary
business sectors, as financial backers might become worried about the
worth of their resources in the event that costs are rising quickly. This can
prompt a decrease in the worth of monetary resources and a reduction in
the general degree of financial movement.

Components of Inflationary Gap

It involves likely GDP and genuine Gross domestic product. It is the
distinction among genuine and likely Gross domestic product. The
following are the variables that assistance to decide the genuine Gross
domestic product of the economy:

i. Government Use

Government use incorporates pay moves, public utilization, social
advantage moves, and so on.

ii. Utilization Use

This incorporates the result of unincorporated costs, grants, family
licenses, and so forth.
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iii. Net Products

Net products allude to the contrast among commaodities and imports. In
the event that the worth is positive, for example sends out are more than
imports, it is known as an exchange excess. Notwithstanding, in the event
that the imports are more than the commodities, it is named an
import/export imbalance.

iv. Ventures

Ventures incorporate business costs, for example, gear buys.
Nonetheless, they do exclude the trading of resources or the expenses
of purchasing monetary resources.

Note that moderate items and administrations are excluded from the
Gross domestic product computation.

The following are the two essential ways of overseeing inflationary holes
and get greater cost levels in market balance:

1. Fiscal Policy

The public authority establishes financial arrangements to control the
stock of cash. Contractionary monetary approaches help to diminish the
cash supply and decrease the interest. By instituting these strategies,
state run administrations can deal with the inflationary holes.

Fiscal policy refers to the use of government spending and taxation to
influence the economy. It is one of the primary tools that policymakers
use to stabilize economic fluctuations, promote growth, and achieve
various macroeconomic objectives. Here's a detailed overview of fiscal

policy:
Objectives:

Stabilization: Fiscal policy aims to stabilize the economy by smoothing
out fluctuations in output, employment, and prices. During periods of
recession or economic slowdown, fiscal policy can stimulate aggregate
demand through increased government spending or tax cuts. Conversely,
during periods of inflation or overheating, fiscal policy can dampen
demand through reduced spending or tax hikes.

Economic Growth: Fiscal policy can be used to promote long-term
economic growth by investing in infrastructure, education, research, and
development. By allocating resources to productive investments, fiscal
policy can enhance the economy's productive capacity and foster
sustainable growth over time.

Income Distribution:  Fiscal policy plays a role in redistributing income
and reducing inequality by levying progressive taxes on higher-income
individuals and providing social welfare programs, such as
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unemployment benefits, healthcare, and education subsidies, to support
lower-income households.

Market Failures: Fiscal policy can address market failures and promote
social welfare by providing public goods, correcting externalities,
regulating markets, and supporting vulnerable populations through
targeted interventions and social safety nets.

Tools:

Government Spending: Governments can influence aggregate demand
and economic activity by increasing or decreasing spending on goods
and services. Infrastructure projects, defense spending, healthcare,
education, and social welfare programs are common areas of
government expenditure.

Taxation: Taxes are used to raise revenue for government spending and
to influence consumer and business behavior. Changes in tax rates, tax
credits, deductions, and exemptions can affect disposable income,
consumption, saving, investment, and production decisions.

Borrowing: Fiscal policy can involve borrowing to finance government
spending when tax revenues are insufficient. Governments issue bonds
and other debt instruments to raise funds from financial markets, with the
expectation of repaying the debt with interest in the future.

Implementation:

Budgetary Process: Fiscal policy is formulated and implemented
through the government's budgetary process. The budget outlines
planned government expenditures, revenues, and borrowing for a
specific period, typically one fiscal year.

Legislative Approval: Fiscal policy measures, including changes in
taxes, spending programs, and borrowing, require legislative approval by
the relevant governing bodies, such as parliaments or congresses.

Policy Flexibility:  Fiscal policy can be implemented with varying
degrees of flexibility, depending on the economic context and political
constraints. Discretionary fiscal policy involves deliberate changes in
spending and taxation in response to economic conditions, while
automatic stabilizers, such as unemployment benefits and progressive
taxes, provide built-in stabilizers that automatically adjust with changes
in economic activity.

Challenges and Limitations:

Timing and Effectiveness: Fiscal policy measures may suffer from lags
in implementation and effectiveness, making it challenging to respond
quickly to economic fluctuations.
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Budget Constraints:  Fiscal policy decisions are constrained by
budgetary limitations, debt levels, and fiscal sustainability concerns.
Excessive borrowing or deficits can lead to higher interest costs,
crowding out private investment, and future fiscal risks.

Political Considerations:  Fiscal policy decisions are influenced by
political considerations, partisan interests, and electoral cycles, which
can affect the timing, composition, and effectiveness of policy measures.

Coordination: Fiscal policy coordination is important, especially in a
globalized economy, to avoid competitive devaluations, currency wars,
and spillover effects across countries. Cooperation between countries
can enhance the effectiveness of fiscal policy in addressing shared
economic challenges.

In summary, fiscal policy is a powerful tool for macroeconomic
management, with the ability to influence economic activity, income
distribution, and social welfare. By adjusting government spending,
taxation, and borrowing, policymakers can stabilize the economy,
promote growth, and address various economic and social objectives.
However, fiscal policy faces challenges related to timing, effectiveness,
budget constraints, political considerations, and the need for
coordination, which policymakers must navigate to achieve desired
outcomes.

2. Monetary Policy

National banks control the stockpile of cash by authorizing money related
arrangements. Banks make acquiring cash more troublesome by
expanding loan fees. This decreases the stockpile of cash and
subsequently the interest. Banks do this to deal with the inflationary gaps.

A government may choose to usd fiscal policy {o help reduce an
inflationary gap, often through decreasing the number of funds circulating
within the economy. This can be accomplished through reductions in
government spending, tax increases, nd securities issues, and
transfer payment reductions.

These adjustments to the fiscal conditions within the economy can serve
to restore|economic equilibrium.|As the amount of money in circulation
decreases, the overall demand for goods and services declines, too,
reducing inflation.

Central banks also have tools at their disposal to combat inflationary
activity. When thd Federal Reserve tFed) raisesl, interest rates,|it makes
borrowing funds more expensive.

|Tight monetary policy lshould subsequently lower the amount of money
available to most consumers, triggering less demand and prices or
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inflation to retreat. Once equilibrium is reached, the Fed or othe

bank tan then shift interest rates accordingly.

Monetary policy refers to the actions undertaken by a country's central
bank or monetary authority to control the supply of money, regulate
interest rates, and manage the overall financial system with the aim of
achieving specific macroeconomic objectives. Here's a comprehensive
overview of monetary policy:

Objectives:

Price Stability: One of the primary objectives of monetary policy is to
maintain price stability by controlling inflation and avoiding deflation.
Central banks typically target a specific inflation rate, aiming to keep it
low and stable over the medium to long term.

Full Employment: Monetary policy also seeks to promote maximum
employment by stimulating economic activity and reducing
unemployment. Lowering interest rates and increasing the money supply
can encourage borrowing, investment, and spending, thereby boosting
aggregate demand and creating jobs.

Economic Growth:  Monetary policy plays a role in supporting
sustainable economic growth by providing accommodative financial
conditions and ensuring the smooth functioning of credit markets. By
influencing interest rates and credit availability, monetary policy can
stimulate investment, consumption, and production.

Financial Stability: Central banks may also have a mandate to promote
financial stability by monitoring and addressing systemic risks, such as
asset bubbles, excessive leverage, or banking sector vulnerabilities.
Monetary policy measures may be used to mitigate risks and prevent
financial crises.

Tools:

Interest Rates: Central banks use changes in short-term interest rates
as their primary tool for implementing monetary policy. By adjusting the
target for the federal funds rate (in the case of the Federal Reserve in the
United States) or the key policy rate (such as the overnight lending rate
in other countries), central banks can influence borrowing costs,
investment decisions, and overall economic activity.

Open Market Operations: Central banks conduct open market
operations by buying or selling government securities in the open market
to influence the level of reserves in the banking system and adjust short-
term interest rates. Purchases of securities inject liquidity into the system,
while sales of securities withdraw liquidity.
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Reserve Requirements: Central banks may impose reserve
requirements on commercial banks, mandating the minimum level of
reserves that banks must hold against their deposits. Adjusting reserve
requirements can influence the money supply and credit creation in the
banking system.

Forward Guidance: Central banks provide forward guidance to
communicate their policy intentions and shape market expectations. By
signaling their future policy stance regarding interest rates, inflation
targets, or economic conditions, central banks can influence market
behavior and guide long-term interest rates.

Quantitative Easing (QE): During periods of economic crisis or severe
financial stress, central banks may implement unconventional monetary
policy measures, such as quantitative easing. QE involves large-scale
purchases of long-term securities, such as government bonds or
mortgage-backed securities, to lower long-term interest rates and
stimulate lending and investment.

Lender of Last Resort: Central banks act as lenders of last resort,
providing emergency liquidity assistance to banks and financial
institutions facing funding shortages or liquidity crises. By providing
liquidity support, central banks help maintain confidence in the financial
system and prevent systemic disruptions.

Implementation:

Monetary Policy Committees: Many central banks operate under a
committee-based decision-making structure, where monetary policy
decisions are made by a committee of policymakers, often including the
central bank governor and other appointed members.

Data Analysis: Monetary policy decisions are informed by economic
data, including indicators of inflation, employment, growth, and financial
market conditions. Central banks rely on economic analysis, forecasts,
and models to assess the state of the economy and formulate policy
responses.

Communication: Central banks communicate their policy decisions,
rationale, and outlook through public statements, press releases,
speeches, and monetary policy reports. Effective communication is
essential for shaping market expectations, anchoring inflation
expectations, and guiding economic behavior.

Challenges and Limitations:

Effectiveness: Monetary policy effectiveness may be limited during
periods of economic downturns or financial crises when interest rates are
near zero or the lower bound. This phenomenon, known as the liquidity
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trap, can constrain central banks' ability to stimulate borrowing and
spending through traditional interest rate channels.

Policy Trade-offs: Central banks face trade-offs and dilemmas in
achieving multiple policy objectives, such as balancing price stability with
full employment or promoting financial stability without fueling asset
bubbles or excessive risk-taking.

Policy Transmission: Monetary policy transmission mechanisms may
be imperfect or subject to lags, leading to delays or muted effects on the
real economy. Changes in interest rates may take time to influence
borrowing costs, investment decisions, and consumer spending, affecting
the timing and magnitude of policy impacts.

Market Distortions: Prolonged periods of ultra-low interest rates or
unconventional policy measures, such as QE, can lead to market
distortions, yield chasing, and excessive risk-taking behavior, potentially
creating vulnerabilities and imbalances in financial markets.

In summary, monetary policy is a powerful tool for macroeconomic
management, with the ability to influence interest rates, credit conditions,
and overall economic activity. By adjusting monetary policy tools and
communicating policy intentions effectively, central banks can pursue
their policy objectives of price stability, full employment, economic
growth, and financial stability, while navigating challenges, trade-offs, and
limitations inherent in the policy-making process

Advantages of Inflationary gap

An inflationary gap occurs when the level of aggregate demand exceeds
the economy's potential output, leading to upward pressure on prices and
inflation. While an inflationary gap is generally considered detrimental in
the long term due to its potential to erode purchasing power and disrupt
economic stability, there can be some perceived advantages in the short
term, particularly from certain perspectives. Here are some potential
advantages of an inflationary gap:

Stimulus to Economic Growth:  An inflationary gap often indicates that
the economy is operating at a high level of output and employment. This
suggests strong consumer and business confidence, robust investment,
and healthy levels of consumption, all of which can contribute to overall
economic growth and prosperity in the short term.

Reduced Unemployment: When aggregate demand exceeds potential
output, firms are likely to increase production to meet the higher level of
demand. This can lead to increased hiring and reduced unemployment as
businesses expand their workforce to keep up with demand, providing
more job opportunities for workers.
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Boost to Business Revenues and Profits: Higher levels of demand and
economic activity associated with an inflationary gap can lead to
increased sales and revenues for businesses. This can result in higher
profits, improved corporate performance, and enhanced shareholder
returns, which may be seen as positive outcomes for firms and investors
in the short term.

Increased Investment and Innovation:  Strong demand conditions can
incentivize businesses to invest in expansion, innovation, and capacity-
building activities to capitalize on market opportunities and meet growing
consumer needs. Increased investment in capital goods, technology, and
research and development can contribute to productivity gains and long-
term economic growth.

Fiscal Benefits: Higher levels of economic activity associated with an
inflationary gap can lead to increased tax revenues for governments.
Higher tax receipts can help improve fiscal balances, reduce budget
deficits, and provide governments with more resources to fund public
services, infrastructure projects, and social welfare programs.

Consumer Confidence and Spending:  When consumers perceive the
economy to be strong and growing, they may feel more confident about
their financial situation and future prospects. This can lead to increased
consumer spending, which drives a significant portion of economic activity
and can further stimulate growth in the short term.

International Competitiveness:  In some cases, an inflationary gap may
be accompanied by currency depreciation, which can enhance the
competitiveness of domestic goods and services in international markets.
This can boost exports and improve the trade balance, providing a
positive contribution to economic growth and employment.

It's important to note that while an inflationary gap may offer short-term
benefits such as those outlined above, prolonged periods of excessive
demand and inflation can lead to various negative consequences,
including price instability, reduced purchasing power, distortions in
resource allocation, and long-term economic imbalances.

Therefore, policymakers typically aim to address inflationary pressures
and close inflationary gaps through appropriate monetary and fiscal policy
measures to maintain price stability and sustainable economic growth
over the long term. The advantages of an inflationary gap are underneath:

It is a successful measure to decide financial approaches. It likewise
assists with dissecting financial and money related monetary strategies
basically.

186



Assuming the economy is in full business, any cost rise demonstrates
unnecessary interest in the economy

Inflationary hole demonstrates that it has some control over expansion by
assisting with decreasing total interest

Disadvantages of Inflationary gap

While an inflationary gap may seem advantageous in the short term due
to increased economic activity and growth, it can lead to several
disadvantages and challenges, particularly if left unchecked. Here are
some of the key disadvantages of an inflationary gap:

Price Instability: One of the most significant disadvantages of an
inflationary gap is the risk of price instability or accelerating inflation.
When demand exceeds the economy's capacity to produce goods and
services, firms may raise prices in response to increased demand, leading
to upward pressure on inflation. Sustained inflation erodes the purchasing
power of money, reduces real incomes, and can distort price signals in
the economy.

Reduced Purchasing Power: As prices rise faster than wages and
incomes, consumers' purchasing power diminishes. Higher prices for
goods and services mean that consumers can afford fewer goods and
services with their existing incomes, leading to a decline in living
standards and a decrease in the overall welfare of households. This can
disproportionately affect low-income individuals and exacerbate income
inequality.

Interest Rate Increases: To combat inflationary pressures associated
with an inflationary gap, central banks may raise interest rates to tighten
monetary policy. Higher interest rates increase the cost of borrowing for
businesses and consumers, leading to reduced investment and
consumption spending. Higher borrowing costs can also lead to lower
housing affordability, reduced consumer credit availability, and dampened
economic activity.

Uncertainty and Volatility: An inflationary gap can contribute to
increased uncertainty and volatility in financial markets. Investors may
become concerned about rising inflation and interest rates, leading to
heightened market volatility, asset price fluctuations, and increased risk
aversion. Market uncertainty can hinder investment decisions, disrupt
capital flows, and undermine overall economic stability.

Negative Real Interest Rates: Inflationary pressures associated with an
inflationary gap can result in negative real interest rates, where nominal
interest rates fail to keep pace with inflation. Negative real interest rates
penalize savers, reduce the incentive to save, and encourage risk-taking
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behavior as investors seek higher returns in riskier assets. Negative real
interest rates can distort investment decisions and contribute to asset
bubbles and financial imbalances.

Loss of Competitiveness: If inflationary pressures lead to cost-push
inflation, it can erode the competitiveness of domestic goods and services
in international markets. Higher production costs may result in higher
export prices, reducing demand for exports and worsening the trade
balance. Loss of competitiveness can lead to a decline in export-oriented
industries, job losses, and reduced economic growth potential.

Long-Term Economic Imbalances: Prolonged periods of inflationary
gaps can lead to imbalances in the economy, including misallocation of
resources, inefficient production, and unsustainable consumption
patterns. These imbalances can undermine long-term economic stability,
hinder productivity growth, and pose challenges for sustainable economic
development.

In summary, while an inflationary gap may initially boost economic activity
and growth, it can lead to several disadvantages and challenges,
including price instability, reduced purchasing power, interest rate
increases, uncertainty, negative real interest rates, loss of
competitiveness, and long-term economic imbalances. Policymakers
typically aim to address inflationary pressures and close inflationary gaps
through appropriate monetary and fiscal policy measures to maintain price
stability and sustainable economic growth over the long term.

While the inflationary hole considers current pay, current utilization, and
current consumption, the examination disregards the comparing factors
that have proactively been created in the economy.

Expansion is a variable interaction. Nonetheless, the premise of the
investigation of the inflationary hole is fixed.

20.3. Meaning of Stagflation

As the name recommends, the stagflation significance consolidates two
ideas: stagnation and expansion. This monetary peculiarity happens
when financial development rates slow down (or deteriorate) and both
joblessness and expansion rates are high.

Typically, slow financial development forestalls expansion as per the
principles of organic market. As buyer request drops, costs fall as needs
be. This makes stagflation a fairly strange financial occasion, brought
about by troublesome government strategies meddling in normal market
capability. It very well may be a genuine issue for legislatures to settle on
the grounds that most mediations intended to decrease expansion will
raise joblessness as well as the other way around.
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We can acquire a more noteworthy comprehension of the stagflation
significance in financial matters by taking a gander at when the term was
first utilized. The stagflation definition was first alluded to during the 1960s
by English government official lain Macleod while depicting the economy
as a 'stagnation circumstance'.

Nonetheless, stagflation is generally connected with the 1970s downturn,
when the U.S. experienced five fourth of negative Gross domestic
product development after the oil emergency. During this time, expansion
multiplied in 1973 preceding heading into the twofold digit figures in 1974,
matching with a 9% joblessness rate in 1975.

This conflicted with noticeable financial hypotheses of the time, especially
the thoughts in macroeconomics in view of Keynesian hypothesis. These
expressed that administration strategies intended to lessen expansion
caused higher joblessness, and arrangements intended to diminish
joblessness raised expansion. With stagflation, financial specialists saw
that these hypotheses were not right all of the time.

Stagflation is characterized by sIov@ economic growth Iand relatively high
unemployment 2 or economic stagnation 2 which is at the same time
accompanied by rising prices (i.e., inflation). Stagflation can be
alternatively defined as a period of inflation combined with a decline in
thg Gross Domestic Product (GDP).

The term "stagflation" was first used in the 1960s during a time of
economic stress in the United Kingdom by politician lain Macleod while
he was speaking in the House of Commons.? Talking about inflation on
one side and stagnation on the other, he called it a "'stagflation’ situation."
It was later used again to describe the recessionary period in the 1970s
following the oil crisis when the U.S. underwent a recession that saw five
quarters of negative GDP growth.® Inflation doubled in 1973 and hit
double digits in 1974; unemployment hit 9% by May 1975.

Stagflation led to the emergence of thThis index, which is

the simple sum of the inflation rate and unemployment rate, served as a
tool to show just how badly people were feeling when stagflation hit the
economy.

For a perfect representation of notable stagflation, we can take a gander
at the financial circumstance during the 1970s. The circumstance in the
US mirrors every one of the causes referenced above, for a powerful
coincidence of stagflation. The nation had encountered a time of high
financial development during the 1950s and 1960s, with the Central bank
helping interest and keeping joblessness figures low. Nonetheless,
compensation couldn't stay aware of the increasing expense of buyer
merchandise during the 1960s. The oil ban emergency made supply
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shock too, with ventures experiencing very high oil costs that had a thump
on impact. Request dropped, costs rose, and stagflation was the
outcome.

Another, later illustration of stagflation happened in Zimbabwe in 2018
and 2019. A progression of monetary shocks made the public authority
flood the market with cash supply to handle rising public obligation and a
decrease in financial result. The mix of rising expansion and a frail
economy prompted stagflation.

20.4. Causes and Consequences of stagflation

Causes of stagflation

Oil cost rise Stagflation is many times brought about by a stock side
shock. For instance, rising product costs, for example, oil costs, will cause
an ascent in business costs (transport more costly) and short-run total
stockpile will move to one side. This causes a higher expansion rate and
lower Gross domestic product.

Strong worker's organizations. Assuming worker's organizations have
solid haggling power - they might have the option to can foresee higher
wages, even in times of lower monetary development. Higher wages are
a critical reason for expansion.

Falling efficiency. Assuming an economy encounter falling efficiency -
laborers turning out to be more wasteful; costs will rise and result fall.

Ascend in underlying joblessness. On the off chance that there is a
decrease in conventional enterprises, we might get more primary
joblessness and lower yield. Along these lines we can get higher
joblessness - regardless of whether expansion is additionally expanding.

Supply shocks. In the event that there is disturbance to supply chains,
there costs will begin rising. The stockpile shock will likewise cause
decline in joblessness. For instance, in 2021, UK supply shocks caused
moderate level of stagflation.

The causes of stagflation are heavily debated by economists as prevalent

economic theory before the stagflation- | XHOH G V GLGQTW EHOLHYH W
was possible since the Phillips Curve supported the theory that

unemployment and inflation were inversely linked. However, economists

have suggested several theories for what causes stagflation.

1. Supply Shock

The supply shock theory posits that stagflation occurs as a result of a
sudden decrease in the supply of a service or commodity. This causes
prices to increase dramatically which usually reduces profit margins for
most companies and slows economic growth.
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A supply shock is an unexpected event that disrupts the normal
functioning of an economy by affecting the supply of goods and services.
Supply shocks can originate from various sources and have significant
impacts on prices, production, and economic activity. Here's an
explanation of supply shocks:

Definition: A supply shock occurs when there is a sudden and significant
change in the availability or cost of key inputs, resources, or factors of
production that are essential for the production of goods and services.
These shocks can be temporary or persistent and can affect specific
industries, sectors, or the economy as a whole.

Causes: Supply shocks can have various causes, including:

Natural Disasters: Events such as earthquakes, hurricanes, floods,
droughts, or wildfires can disrupt production, damage infrastructure, and
disrupt supply chains, leading to shortages or disruptions in the supply of
goods and services.

Geopolitical Events: Political instability, conflicts, wars, trade disputes,
or sanctions can disrupt trade routes, disrupt supply chains, and affect the
availability of key inputs or commaodities, leading to supply disruptions and
price volatility.

Technological Changes: Technological breakthroughs, innovations, or
disruptions can alter production processes, change market dynamics, and
affect the supply of goods and services, leading to shifts in prices and
production patterns.

Regulatory Changes: Changes in government regulations, policies, or
environmental standards can impact production costs, compliance
requirements, and supply chain logistics, affecting the availability and cost
of goods and services.

Supply Chain Disruptions: Disruptions in global supply chains,
transportation networks, or logistics systems, such as port closures, labor
strikes, or shipping delays, can disrupt the flow of goods and components,
leading to shortages or bottlenecks in production.

Energy Price Shocks: Sudden and significant changes in energy prices,
such as spikes in oil prices or disruptions in energy supplies, can have
widespread impacts on production costs, transportation costs, and input
prices, affecting the supply of goods and services across the economy.

Impacts: Supply shocks can have several impacts on the economy,
including:
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Price Volatility: Supply shocks can lead to sudden and significant
changes in prices for affected goods and services, as supply shortages or
disruptions drive up prices.

Inflationary Pressures:  Supply shocks can contribute to inflationary
pressures by increasing production costs, input prices, or import prices,
leading to higher consumer prices and reduced purchasing power.

Output Fluctuations:  Supply shocks can disrupt production processes,
reduce output levels, or lead to temporary or persistent declines in
economic output, affecting GDP growth and employment levels.

Distributional Effects:  Supply shocks can have distributional effects by
disproportionately impacting specific industries, regions, or socio-
economic groups, leading to income disparities and economic
inequalities.

Policy Responses: Policymakers may respond to supply shocks through
various policy measures, including:

Supply-Side Policies: Implementing supply-side reforms aimed at
enhancing productivity, improving resource allocation, and reducing
production costs to mitigate the impacts of supply shocks and enhance
economic resilience.

Emergency Measures : Implementing emergency measures, such as
price controls, subsidies, or import tariffs, to stabilize prices, alleviate
shortages, and address immediate supply disruptions in critical sectors.

Monetary Policy: Adjusting monetary policy settings, such as interest
rates or liquidity measures, to mitigate the inflationary impacts of supply
shocks and support macroeconomic stability.

Fiscal Policy: Implementing fiscal stimulus measures, targeted
investment programs, or tax incentives to support affected industries,
promote recovery, and mitigate the adverse economic impacts of supply
shocks.

In summary, supply shocks are unexpected events that disrupt the normal
functioning of an economy by affecting the supply of goods and services.
These shocks can have significant impacts on prices, production, and
economic activity, requiring timely and effective policy responses to
mitigate their adverse effects and support economic resilience and
recovery.

2. Bad Monetary Policies

The bad policy theory believes that stagflation is often the result of bad
economic policy. The central bank's and government's attempt to
regulate the economy often leads to them making the wrong choices. For
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example, prior to the 1970s, the US was focused on maximum
employment across their economy after thel Employment Act of 1946,|
which inadvertently caused inflation to increase and impacted
employment and growth.

Government policies regulating the economy can also have an impact as
shown by the Nixon strategy of devaluing the dollar and instituting wage
and price freezes known as the Nixon Shock. Ultimately, central banks
and legislators struggle with how to tackle stagflation since interventions
to support their objectives of price stability, low unemployment, and
economic growth can conflict.

Bad monetary policies can have significant negative consequences for
an economy, leading to various problems such as inflation,
unemployment, currency devaluation, financial instability, and economic
downturns. Here are some examples of bad monetary policies and their
potential impacts:

Excessive Money Printing:  When central banks excessively increase
the money supply through measures like quantitative easing or deficit
financing, it can lead to inflationary pressures. Excessive inflation erodes
the purchasing power of money, reduces real wages, distorts price
signals, and undermines consumer and investor confidence.

Unconstrained Credit Expansion: Allowing unchecked credit
expansion can lead to the formation of asset bubbles, such as in housing
or stock markets. When credit grows too rapidly relative to economic
fundamentals, it can result in speculative behavior, unsustainable debt
levels, and financial instability. Bursting of asset bubbles can trigger
financial crises and economic recessions.

Maintaining Artificially Low Interest Rates: Persistently keeping
interest rates artificially low can distort investment decisions, encourage
excessive risk-taking, and misallocate capital. Low interest rates may
incentivize consumers and businesses to take on excessive debt, leading
to financial imbalances and vulnerabilities in the banking system.

Currency Manipulation:  Deliberate manipulation of the currency
exchange rate to gain trade advantages can undermine market
mechanisms and distort international trade flows. Currency manipulation
can lead to retaliatory actions by trading partners, triggering trade
conflicts and disrupting global economic stability.

Ignoring Inflationary Pressures:  Failing to address rising inflationary
pressures in a timely manner can result in spiraling inflation expectations,
wage-price spirals, and loss of central bank credibility. High and volatile
inflation erodes confidence in the currency, undermines purchasing
power, and hampers long-term economic planning and investment.
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Inconsistent Policy Communication: Lack of clear communication and
transparency regarding monetary policy decisions can create uncertainty
in financial markets and exacerbate volatility. Inconsistent or conflicting
messages from central banks may lead to market confusion, asset price
gyrations, and increased risk aversion among investors.

Ignoring Financial Stability Risks: Neglecting to monitor and address
emerging financial stability risks, such as excessive leverage, asset price
bubbles, or systemic vulnerabilities, can sow the seeds of financial crises.
Ignoring these risks can result in costly bailouts, banking sector failures,
and prolonged economic downturns.

Politicization of Monetary Policy: Allowing political interference or
pressure to influence monetary policy decisions can undermine the
independence and effectiveness of central banks. Politicization of
monetary policy may lead to short-term policy responses aimed at
achieving political objectives rather than long-term economic stability and
growth.

Addressing these issues requires prudent and forward-looking monetary
policy frameworks, effective regulatory oversight, transparent
communication, and a commitment to maintaining price stability, financial
stability, and sustainable economic growth over the long term.

3. Differential Accumulation

A theory created by economist Jonathan Nitzan and Shimshon Bichler,
the differential accumulation explanation of stagflation argues there is a
relationship between mergers and acquisitions, stagflation, and
globalization. Similar to the supply shock theory, they posit that
differential accumulation drives mergers and acquisitions which
concentrate the power to limit the supply of commodities and
accumulated capital in fewer hands and leads to higher risks of
stagflation.

4. Demand-Pull

|Proposed by economist Eduardo Lovo,| the |demand-pu|l lstagflation
theory suggests that stagflation can occur exclusively from monetary
shocks without the need for a supply-related shock. This occurs when
governments institute monetary tightening regulations such as raising the
federal interest rate or a reduction in the money supply.

Demand-pull stagflation is a situation in the economy characterized by
simultaneous high inflation (price level increases) and stagnant economic
growth (low or negative real GDP growth) caused primarily by excessive
aggregate demand. Here's an explanation of demand-pull stagflation:
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Demand-Pull Inflation: Demand-pull inflation occurs when aggregate
demand (the total demand for goods and services in the economy)
exceeds aggregate supply (the total output of goods and services
produced in the economy). This excess demand puts upward pressure
on prices as consumers compete for limited goods and services, leading
to inflationary pressures.

Stagnant Economic Growth:  Despite rising prices, the economy
experiences stagnant or slow economic growth. This can be due to
various factors, such as supply-side constraints, structural inefficiencies,
or external shocks that hinder the economy's productive capacity and limit
its ability to expand output.

Causes of Demand-Pull Stagflation:

Excessive Monetary Expansion:  When the central bank increases the
money supply rapidly, it can lead to excessive aggregate demand as
consumers and businesses have more money to spend, thereby fueling
inflation.

Fiscal Stimulus: Aggressive government spending or tax cuts can boost
aggregate demand beyond the economy's productive capacity,
contributing to demand-pull inflation.

Supply Disruptions:  Supply shocks, such as disruptions in energy
markets, natural disasters, trade disruptions, or geopolitical conflicts, can
reduce the availability of goods and services, leading to supply shortages
and price increases.

Wage-Price Spiral: In some cases, demand-pull inflation can trigger
wage increases as workers demand higher wages to keep up with rising
prices. This wage-price spiral further exacerbates inflationary pressures
and contributes to stagnant growth if productivity gains do not offset
higher labor costs.

Policy Challenges:

Conventional monetary policy tools, such as raising interest rates, may
be ineffective in addressing demand-pull stagflation because higher
interest rates could further constrain economic growth without necessarily
reducing inflation.

Tightening fiscal policy by reducing government spending or increasing
taxes could help dampen aggregate demand and reduce inflationary
pressures but may exacerbate the economic slowdown.

Impacts:

High inflation erodes purchasing power, reduces real incomes, and
decreases consumer and business confidence.
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Stagnant economic growth leads to higher unemployment, lower
investment, and diminished prospects for long-term prosperity.

Demand-pull stagflation can create uncertainty and volatility in financial
markets, making it challenging for businesses and households to plan
and invest.

Overall, demand-pull stagflation presents a complex challenge for
policymakers, as it requires a delicate balance between addressing
inflationary pressures and promoting economic growth. Effective policy
responses often involve a combination of measures aimed at both
demand management and supply-side reforms to restore price stability
and foster sustainable economic expansion.

5. Cost-Push

The cost theory sees supply-side inflation as a key driver of stagflation.
In this case, rising prices lead to unemployment since they usually reduce
profit margins for companies which leads to reduced economic output.
Supply-side inflation can also be impacted by things like tariffs, increases
in wages, or labor shortages.

Cost-push stagflation is a type of stagflation characterized by
simultaneous high inflation and stagnant economic growth caused
primarily by increases in production costs, particularly in key inputs like
labor or raw materials. Here's an explanation of cost-push stagflation:

Cost-Push Inflation:  Cost-push inflation occurs when the costs of
production for goods and services rise, leading to upward pressure on
prices as producers pass these higher costs onto consumers. This can
result from various factors, including:

Increases in Wages: Rising wages, driven by strong labor unions,
minimum wage laws, or tight labor markets, can increase production costs
for businesses, leading to higher prices for goods and services.

Higher Raw Material Costs: Increases in the prices of key inputs such
as oil, metals, or agricultural commodities can raise production costs for
industries reliant on these inputs, leading to cost-push inflation.

Supply Chain Disruptions:  Disruptions in global supply chains, natural
disasters, geopolitical tensions, or trade restrictions can lead to shortages
or higher costs for imported goods, contributing to inflationary pressures.

Stagnant Economic Growth:  Despite rising prices, the economy
experiences stagnant or slow economic growth. This can occur due to
various factors, including:
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Reduced Consumer Spending: High inflation erodes purchasing power,
reducing consumers' real incomes and leading to lower discretionary
spending on goods and services.

Decreased Business Investment:  Uncertainty about future costs and
inflationary pressures may discourage businesses from investing in
expansion or new projects, leading to reduced capital formation and
economic growth.

Central Bank Response: Central banks may respond to cost-push
inflation by raising interest rates to curb inflationary pressures. However,
higher interest rates can also dampen economic activity, further
contributing to stagnant growth.

Policy Challenges:

Addressing cost-push stagflation presents policymakers with a dilemma,
as traditional monetary policy tools aimed at reducing inflation, such as
raising interest rates, may exacerbate the economic slowdown.

Supply-side policies aimed at reducing production costs and improving
productivity, such as deregulation, investment in infrastructure, or
targeted subsidies, may help mitigate inflationary pressures and support
economic growth over the long term.

Impacts:

High inflation reduces consumers' purchasing power, erodes real
incomes, and decreases consumer confidence, leading to reduced
spending and economic activity.

Stagnant economic growth leads to higher unemployment, reduced
business investment, and diminished prospects for long-term prosperity.

Cost-push stagflation can create uncertainty and volatility in financial
markets, making it challenging for businesses and households to plan and
invest.

In summary, cost-push stagflation presents significant challenges for
policymakers, as it requires balancing the need to address inflationary
pressures with measures to support economic growth and employment.
Effective policy responses often involve a combination of demand
management, supply-side reforms, and targeted interventions to restore
price stability and promote sustainable economic expansion.

6. End of the Gold Standard

+LVWR U L F D@aring bLthR Gfwértibility of U.S. dollars fo gold is
theorized as one driver of 1970s stagflation. The gold standard made the
U.S. vulnerable to runs on gold as there were more dollars in foreign
hands than gold reserves in the U.S. In 1971, Nixon closed the gold
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window that allowed for the exchange of dollars for gold. In 1976, the
value of the U.S. dollar was officially decoupled from gold. Both moves
devalued the dollar which impacted inflation and economic growth and
led to stagflation.

The end of the gold standard refers to the abandonment of the system
where the value of a country's currency is directly linked to a specific
amount of gold. This system was prevalent in many countries during the
19th and early 20th centuries. Here's a brief overview of the end of the
gold standard:

Historical Context: The gold standard was established to provide
stability to currencies and facilitate international trade. Under this system,
each unit of currency was convertible into a fixed amount of gold, and
countries maintained gold reserves to back their currency.

Interwar Period: The gold standard faced challenges during the interwar
period, particularly after World War |. Many countries temporarily
suspended convertibility to gold to finance war efforts and stimulate their
economies. This led to a loss of confidence in the system and increased
currency instability.

Great Depression: The Great Depression of the 1930s further strained
the gold standard. As economic conditions deteriorated, countries faced
deflationary pressures and a shortage of gold reserves. Several countries
abandoned the gold standard or devalued their currencies to stimulate
exports and boost economic recovery.

Bretton Woods System: In the aftermath of World War I, the Bretton
Woods Conference in 1944 established a new international monetary
system. Under the Bretton Woods Agreement, currencies were pegged to
the US dollar, which was convertible into gold at a fixed rate. This system
provided stability and facilitated post-war economic reconstruction.

Nixon Shock: The Bretton Woods system began to unravel in the late
1960s due to persistent US balance of payments deficits and inflationary
pressures. In 1971, US President Richard Nixon announced the
suspension of the dollar's convertibility into gold, effectively ending the
Bretton Woods system. This event, known as the "Nixon Shock," marked
the final demise of the gold standard.

Floating Exchange Rates: Following the collapse of the Bretton Woods
system, major currencies transitioned to floating exchange rates, where
their values are determined by supply and demand in the foreign
exchange market. This allowed countries more flexibility in monetary
policy and exchange rate management.
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Legacy: While the gold standard is no longer in use as a formal
international monetary system, gold still holds significance as a reserve
asset and store of value. Central banks and investors continue to hold
gold as part of their foreign exchange reserves and investment portfolios.

The end of the gold standard marked a significant shift in the international
monetary system, leading to greater flexibility in exchange rates and
monetary policy, but also introducing new challenges such as currency
volatility and financial globalization.

20.5. Consequence of Economic Stagflation

What are the consequences of stagflation on regular people? When
stagflation occurs, it has a direct impact on affordability making it harder
for many to meet basic needs, especially those who are among the
unemployed. For those who are employed, stagflation could lead to risks
of job losses and lower wages, which would decrease consumer
confidence and purchasing power.

Investors also suffer from stagflation. Stagflation generally results in
lower profit margins due to higher input prices and lower sales. That has
an impact on the stock market, as thd S&P 500 in the last 60 years has
returned an average of 2.5% per quarter but historically returns -2.1%
during times of stagflation | according to a Goldman Sachs report.|
Stagflation can directly impact investors by decreasing the growth in
companies| earnings per share, which impacts stock prices.

|Dividend Investors may also be negatively affected as companies reduce
or suspend their dividends to conserve cash. For those who invest ir[l
|qrovvth stocks,|there could be significant losses as many have expected
growth targets priced into their equities that stagflation would make it
harder to meet.

If stagflation occurs long enough, some companies might go bankrupt
causing significant investor losses. The inability of companies to repay
their debts would likely also affect bond prices. However, there are ways
that investors cad hedge the risk of inflation,| including funds that are
designed specifically to navigate high inflation periods.

Investors worried about the impact of stagflation on their portfolios might
want to shift their investment strategy or decide to remain i
n staple industries with steady earnings that are likely to weather
stagflation or recover quickly.

Stagflation could impact international trade by increasing global
commodity prices for everything including food, making it much more
expensive to do business and increasing inflation further. National or
global unemployment can also reduce global economic output, consumer
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confidence, and spending = increasing unemployment in more areas
because of the interconnectedness of global trade.

Different national policies for tackling stagflation might also impact global
trade as these policies create different conditions for recovery that might
conflict. This often affectsl emerging and developing economies }nore,
VLQFH PDQ\ RI WKHVH FRXQWULHYVY GRQMW
kinds of monetary or stimulus policies other nations use to tackle
stagflation due to their high deficit-to-GDP ratios.

Economic stagflation, characterized by a combination of high inflation and
stagnant economic growth, can have several significant consequences for
individuals, businesses, and the overall economy. Here are some of the
key consequences:

Eroded Purchasing Power: Stagflation erodes the purchasing power of
consumers' incomes as prices rise faster than wages. This reduces real
incomes and diminishes the standard of living for households, leading to
a decline in consumer confidence and discretionary spending.

Reduced Consumer and Business Confidence: Stagflation creates
uncertainty about the future direction of the economy, leading to reduced
confidence among consumers and businesses. Uncertainty about future
prices, incomes, and economic conditions can dampen consumer
spending and business investment, further exacerbating economic
stagnation.

Higher Unemployment: Stagflation is often accompanied by stagnant or
slow economic growth, which can lead to higher unemployment rates.
Firms may cut back on hiring or lay off workers in response to weaker
demand, reduced profitability, and higher production costs, contributing to
job losses and rising unemployment levels.

Diminished Investment: Stagflation discourages investment in
productive activities and capital formation. Businesses may delay or scale
back investment plans due to uncertainty about future demand, higher
borrowing costs, and reduced profitability amid rising inflation and
stagnant growth. This can lead to a decline in productivity and long-term
economic potential.

Weakened Competitiveness: Stagflation can erode the competitiveness
of domestic firms in international markets. Rising production costs,
including higher wages and input prices, can increase the prices of
domestically produced goods and services relative to foreign competitors.
This may lead to reduced exports, widening trade deficits, and further
economic challenges.
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Fiscal Challenges: Stagflation poses challenges for fiscal policy as
governments grapple with reduced tax revenues, higher social welfare
expenditures, and the need to stimulate economic growth. Fiscal deficits
may widen as governments attempt to offset the economic downturn with
increased spending, potentially exacerbating inflationary pressures and
fiscal imbalances.

Policy Dilemmas: Stagflation presents policymakers with difficult trade-
offs and policy dilemmas. Conventional monetary policy tools aimed at
stimulating economic growth, such as lowering interest rates, may
exacerbate inflationary pressures. Similarly, efforts to combat inflation,
such as tightening monetary policy, can further dampen economic activity
and exacerbate unemployment.

Social and Political Consequences:  Stagflation can have social and
political ramifications, including increased social tensions, unrest, and
political instability. Rising inflation, unemployment, and economic
hardship can lead to dissatisfaction with government policies and calls for
change, potentially impacting political dynamics and governance
structures.

In summary, economic stagflation poses significant challenges for
individuals, businesses, and policymakers, including erosion of
purchasing power, reduced confidence, higher unemployment,
diminished investment, weakened competitiveness, fiscal pressures,
policy dilemmas, and social and political consequences. Addressing
stagflation often requires a coordinated policy response aimed at restoring
price stability, promoting economic growth, and mitigating the social and
economic impacts on affected individuals and communities.

Solutions for stagflation

There are no simple answers for stagflation. Financial arrangement can
for the most part attempt to decrease expansion (higher loan fees) or
increment monetary development (cut loan fees). Money related
approach can't tackle both expansion and downturn simultaneously. One
answer for make the economy less helpless against stagflation is to
diminish the economies reliance on oil. Rising oil costs are the significant
reason for stagflation. The main genuine arrangement is supply-side
approaches to increment efficiency, this empowers higher development
without expansion.

In 2010/11, the National Bank chose to keep loan fees low (at 0.5%) in
light of the fact that they felt low development was a more concerning
issue than some impermanent expense push expansion. Addressing
stagflation requires a combination of monetary, fiscal, and supply-side
policies aimed at restoring price stability, promoting economic growth,
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and addressing structural imbalances in the economy. Here are some
potential solutions for stagflation:

Tightening Monetary Policy:  Central banks can use monetary policy
tools such as raising interest rates or reducing the money supply to
combat inflationary pressures. By tightening monetary policy, central
banks aim to reduce aggregate demand, curb inflation, and restore price
stability. However, policymakers must carefully balance the need to
combat inflation without exacerbating economic stagnation.

Fiscal Policy Measures: Governments can implement fiscal policy
measures to stimulate economic growth and address unemployment
while managing inflation. These measures may include targeted tax cuts,
increased government spending on infrastructure projects, education, and
healthcare, and investment incentives to boost productivity and aggregate
demand. Fiscal policies should be designed to support long-term
economic growth while minimizing inflationary pressures.

Supply-Side Reforms: Structural reforms aimed at improving the supply-
side of the economy can help alleviate stagflationary pressures. This may
include measures to enhance labor market flexibility, reduce regulatory
burdens, promote competition, and invest in infrastructure and technology
to enhance productivity. Supply-side reforms can help reduce production
costs, stimulate investment, and enhance the economy's long-term
growth potential.

Wage and Price Controls: In some cases, policymakers may consider
implementing temporary wage and price controls to mitigate inflationary
pressures. However, these measures are often controversial and may
have unintended consequences, such as distorting market signals,
reducing incentives for productivity improvements, and creating shortages
or surpluses in goods and services.

Exchange Rate Policies: Countries with flexible exchange rates may
consider adjusting their exchange rate policies to mitigate inflationary
pressures and enhance competitiveness. Depreciating the currency can
make exports more competitive and reduce inflationary pressures by
lowering import prices. However, policymakers must be cautious to avoid
destabilizing currency movements or exacerbating inflation expectations.

Inflation Targeting:  Central banks may adopt inflation targeting
frameworks to anchor inflation expectations and guide monetary policy
decisions. By setting clear inflation targets and communicating policy
intentions transparently, central banks can enhance credibility, improve
policy effectiveness, and promote price stability amid stagflationary
conditions.
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Labour Market Policies: Labor market policies aimed at enhancing
workforce skills, promoting job training programs, and reducing structural
barriers to employment can help address unemployment and wage
pressures. Flexible labor market policies that facilitate job creation and
mobility can contribute to reducing inflationary wage pressures and
promoting sustainable economic growth.

Public Confidence Building: Restoring public confidence in the
economy and policymakers' ability to address stagflation is essential.
Clear communication, transparent policy frameworks, and credible
commitment to addressing economic challenges can help mitigate
uncertainty, restore confidence, and support economic recovery efforts.

In summary, addressing stagflation requires a comprehensive and
coordinated policy response that combines monetary, fiscal, and supply-
side measures tailored to the specific circumstances of the economy.
Policymakers must carefully balance the objectives of price stability,
economic growth, and employment creation to effectively mitigate the
adverse impacts of stagflation and promote sustainable economic
development.

Approaches used to check Stagflation

Both Financial and Monetary Arrangement can be utilized to dispose of
Stagflation yet by utilizing just a single instrument that is Total Interest.
Notwithstanding, a change in the Total Interest either through utilization,
speculation or Government Consumption can't at the same time expand
the result and lower the cost levels. Truth be told, by utilizing such
financial extension (expanding cash supply in economy) would build the
result level however increment the cost level significantly more.

It will likewise be a bombed decision assuming financial strategy is fixed
(contracting cash supply from economy) since that will bring down the
Result levels much more. So in such a circumstance, strategy producers
contend that only one element can be saved, either Cost level or the
Result by the utilization of only one instrument, Total Interest.

Check Your Progress

a). An exists when the demand for goods and services exceeds
production
b).The supply shock theory posits that occurs as a result of a

sudden decrease in the supply of a service or commodity.

c). Talking about on one side and stagnation on the other, he
called it a "'stagflation" situation.
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Let Us Sum Up

In this unit, you have learned about the following:

An inflationary gap exists when the demand for goods and services
exceeds production due to factors such as higher levels of overall
employment, increasectivities, or elevated government
expenditure. Stagflation led to the emergence of thd misery index.|This
index, which is the simple sum of the inflation rate and unemployment
rate, served as a tool to show just how badly people were feeling when
stagflation hit the economy.

Glossary

Inflationary Gap: inflationary gap exists when the demand for goods and
services exceeds production due to factors such as higher levels of
overall employment, increasectivities, or elevated government
expenditure.

Stagflation: Stagflation can be alternatively defined as a period of
inflation combined with a decline in thg gross domestic product

Answers to Check Your Progress

a).inflationary gap
b).stagflation

c).inflation

Suggested Readings

1. Jagdish Handa, Monetary Economics, 2nd Edition, First published
2000 Second edition published 2009 by Routledge 2 Park Square,
Milton Park, Abingdon, Oxon OX14 4RN ISBN 0-203-89240-2.

2. Wynne Godley, Marc Lavoie(2001), Monetary Economics an
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End Semester Examination Model Question Paper
BA(Hons)-Economics
Course Code: DCECN-23 / Course Title: Monetary Economics-I
Max. Marks: 70 Time: 3 hours
PART zA (2 Marks) 5X2=10 Marks

Answer any FIVE questions out of EIGHT questions
[All questions carry equal marks]

. What is Paper Money?

. What is the concept of Socialist in Economy?

.6WDWH WKH )LVKHUYV (TXDWLRQ RI ([FKDQJH
. State Assumptions of Cash Balance Approach.

. Define Price Level

. What are the Objectives of Quantity theory of Money?

. List Out the phases of Business Cycle.

. What is the concept of Infant Inflation?

PART - B (5-Marks) 4X5=20 Marks
Answer any FOUR questions out of SEVEN questions
[All questions carry equal marks]

Explain the different kinds of Money.

. Explain the Role of Money

+RZ &DPEULGJH YHUVLRQ LV VXSHULRU RYHU )LVKHU(fV"
Explain the various stages of price level

Critically evaluate the Cash Balance Approach

Explain the Effects of Business cycles

Explain the various types of Inflation

PART - C (10 Marks) 4X10= 40 Marks
Answer any FOUR questions out of SEVEN questions
[All questions carry equal marks]

Critically examine the various classifications of Money

Discuss the Functions of Money

'LVFXVV DERXW WKH )LVKHU héoyT XDWLRQ H[FKDQJH W
Discuss about the Keynesian Approach

Analysis the causes and Effects of Business Cycles

Discuss the Merits and Demerits of Business Cycles

Describe the various Types of Inflation
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SWAYAM PRABHA

The SWAYAM PRABHA is a group of 40 DTH channels devoted to
telecasting of high-quality educational programmes on 24X7 basis using the
GSAT-15 satellite. Every day, there will be new content for at least (4) hours
which would be repeated 5 more times in a day, allowing the students to
choose the time of their convenience. The channels are uplinked from
BISAG-N, Gandhinagar. The contents are provided by IITs, UGC, CEC,
IGNOU. The INFLIBNET Centre maintains the web portal.

Open and Distance Learning (ODL) students of Vels Institute of
Science, Technology and Advanced Studies(VISTAS)  are advised to use
the SWAYAM PRABHA (A good initiative of Ministry of Education,
Government of India) as part of supplementary learning materials in addition
to the Self Learning Materials(SLM) supplied to the students.

Open and Distance Learning (ODL) students of VISTAS can also visit
https://swayamprabha.gov.in/  and under Higher Education can view the
videos uploaded in the website.
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SWAYAM PRABHA

An initiative by Ministry of Education

SWAYAM PRABHA is a group of 40 channels
devoted to telecasting of high-quality educational
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time as per their convenience non-technical & competitive exams
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JiO Mobile App
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for all channels

® [INFLIBNET centre maintains ® Learn from eminent professors
the SWAYAM PRABHA web portal at your home

® Al - enabled SMS based schedule ® [IT PAL: To assist the students for
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SWAYAM Prabha Channels Information A\ -

S Prasua
gﬂinbneerl Channel Description
Channels 01 +10 & 40 are managed by CEC, New Delhi.

1 Language and Literature

2 History, Culture & Philosophy

3 Social & Behavioral Sciences

4 Education and Home Science

5 Information, Communication and Management Studies

6 Law and Legal Studies

7 Economics and Commerce

8 Physical and Earth Sciences

9 Life Sciences

10 Applied Sciences

40 Arts/Literature, Social Science, Management and other Professional Courses,

Natural and Applied Science

Channels 11 to 16 are Managed by IGNOU, New Delhi

11 Social Sciences & Humanities

12 Basic and Applied Sciences

13 Professional Education

14 State Open Universities and Gyandarshan
15 Capacity Building and Teacher Education
16 Skill and Vocational Education

Channels 17 to 20 are managed by IIT Bombay

17 Biotechnology and Biochemical Engineering
18 Electronics and Communication Engineering
19 Electrical Engineering

20 Physics




Channels 21 to 22 are managed by IIT Delhi

21 Textile Engineering
22 IIT PAL (JEE competition assistance)
Channels 23 is managed by IIT Gandhinagar
23 Civil Engineering
Channels 24 to 28 are managed by IIT Kanpur
24 Aeronautical Engineering
25 Humanities and Social Sciences
26 Management, Law, Economics;
Business Analytics, Communication, Cooperative Management
27 Mechanical Engineering, Engineering Design, Manufacturing E & T and allied
subjects
28 Visual communications, Graphic design, Media technology
Channels 29 to 30 are managed by IIT Kharagpur
29 Architecture & Interior Design.
30 Computer Sciences Engineering / IT & Related Branches
Channels 31 to 35 are managed by IIT Madras
31 Instrumentation, Control and Biomedical and Engineering
32 Bridge Courses, Impact Series
33 Chemical Engineering, Nanotechnology, Environmental and Atmospheric
Sciences
34 Health Sciences
35 Metallurgical and Material Science Engineering, Mining and Ocean Engineering
Skills and Logistics (IT - Enabled Sector, Banking, Financial and Insurance
36 sector Skills Logistics, Supply Chain Management and Transportation, Life
skills)
Channels 37 to 38 are managed by IIT Tirupati
37 Chemistry, Biochemistry and Food Processing Engineering
38 Mathematics

Channels 39 is managed by University of Hyderabad and National Sanskrit University

39

Performing Arts (Indian Classical Music and Dances), Theatre Arts, Film making
and Painting
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