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Introduction

Theprocessofincomedeterminationinaneconomicsystemapartfromrealvariableslikesaving,

investmentandproductivityisalsosignificantlyinfluencedbythemonetaryforces(i.e.the

demandforandsupplyofmoney).

Thesupplyofmoney(Meaning)

Thesupplyofmoneyatanymomentisthetotalamountofmoneyintheeconomy.Sotheterm

“thesupplyofmoney”issynonymouswithtermas‘moneystock’,‘stockofmoney’,‘money

supply’and‘quantityofmoney’.

DebateonMeasuresofMoneySupply

Therehasbeennounanimityamongtheeconomistsontheissueofwhatconstitutesthesupply

ofmoney.Therearethreealternativeviewsregardingthedefinitionormeasuresofmoney

supply.ThemostcommonviewisassociatedwiththetraditionalandKeynesianthinkingwhich

stressesthemediumofexchangefunctionofmoney.Accordingtothisview,moneysupplyis

definedasthecurrencywiththepublicanddemanddepositswithcommercialbanks(M1).

Demanddepositsaresavingsandcurrentaccountsofdepositorsinacommercialbank.Butthis

isregardedastonarrowdefinitionofthemoneysupply.

Thesecondviewpointisbroaderandisassociatedwiththemodernquantitytheoristsheadedby

MiltonFriedman.Prof.Friedmandefinesmoneysupplyatanymomentoftimeas“literallythe

numberofdollarspeoplearecarryingaroundintheirpockets,thenumberofdollarstheyhaveto

theircreditsatbanksordollarstheyhavetotheircreditatbanksintheformofdemanddeposits,

andalsocommercialbankstimedeposits.”ThisdefinitionincludesM1plustimedepositsof

commercialbanksinthesupplyofmoney.ThiswiderdefinitionischaracterisedasM2in

AmericaandM3inBritainandIndiawhichstressesthestoreofvaluefunctionofmoney.

ThethirddefinitionisthebroadestandisassociatedwithGurleyandShaw.Theyincludeinthe

supplyofmoneyM2plusdepositsofsavingsbanks,societies,loanassociation,anddepositsof

othercreditandfinancialinstitutions.



Butthecontroversystillgoesonunabatedonthisissueandtheeconomistshavestilltoarriveat

themostsatisfyingworkabledefinitionofmoneystock.

Determinants

Therearetwotheoriesofthedeterminationofthemoneysupply.Accordingtothefirstview,the

moneysupplyisexogenouslybythecentralbank.Thesecondviewholdsthatthemoneysupply

isdeterminedendogenouslybychangesintheeconomicactivitywhichaffectpeople’sdesireto

depositstherateofinterestetc.

Thusthedeterminantsofmoneysupplyarebothexogenousandendogenousdescribedbelow:-

1.RequiredReserveRatio:-Therequiredreserveratio(ortheminimumcashreserveratioorthe

reservedepositratio)isanimportantdeterminantofthemoneysupply.Anincreaseinthe

requiredreserveratioreducesthesupplyofmoneywithcommercialbanksandadecreasein

requiredreserveratioincreasesthemoneysupply.Therequiredreserveratioistheratioofcash

tocurrentandtimedepositliabilitieswhichisdeterminedbylaw.Everycommercialbankis

requiredtokeepacertainpercentageoftheseliabilitiesintheformofdepositswiththecentral

bankofthecountry.

Buttheshort-termassetsalongwiththecashareregardedastheliquidassetsofacommercial

bank.InIndiatheStatutoryLiquidityRatio(SLR)hasbeenfixedbylawasanadditional

measuretodeterminethemoneysupply.

2.AmountofBankReserves:-ThevariationsintheamountofreservesofCommercialbanks

havetheireffectuponthesupplyofmoney.Thetotalmeasuresofthecommercialbanksare

comprisedoftheRequiredReserves(RR)ofcommercialbanksthattheyarerequiredtokeep

withthecentralbankandthosereserveswhichtheyholdthemselves.TheCentralBankcanbring

aboutchangesincommercialbanks’reservesandchangesinthebankrate.

Purchaseofsecuritiesbythecentralbankcanraisethereservesofcommercialbankswhilethe

centralbankcanreducethereservesofcommercialbankthroughthesaleofsecuritiesinthe

openmarket.TheincreaseintheBankrateorrateofdiscountingresultsinthereductioninthe

commercialbankreserves.Ontheopposite,thereductioninbankratebringsaboutanincreasein

theexcessreservesofcommercialbanks.

3.CashorDepositHolding:-Peoplesdesiretoholdcurrencyorcashrelativetodepositsin

commercialbanksalsodeterminesthemoneysupply.Ifpeopleareinthehabitofkeepinglessin

cashandmoreindepositswiththecommercialbanks,themoneysupplywillbelarge.Thisis

becausebankscancreatemoremoneywithlargerdeposits.Onthecontrary,ifpeopledonot

havebankinghabitsandprefertokeepthemoneyholdingsincash,creditcreationbybankswill

belessandthemoneysupplywillbeatalowlevel.

4.HighPoweredMoney:-Thecurrentpracticeistoexplainthedeterminantsofthemoney



supplyintermsofthemonetarybaseorhigh-poweredmoney.Thehighpoweredmoney(H)or

monetarybaseisconstitutedbycurrencyheldbythepublic(C)andthecommercialbank

reserves(R).

H=C+R

Highpoweredmoneyisthebasefortheexpansionofbankdepositsandcreationofthemoney

supply.Thesupplyofmoneyvariesdirectlywithchangesinthemonetarybase,andinversely

withthecurrencyandreserveratios.

5.OtherFactors:-Themoneysupplyisafunctionnotonlyofthehigh-poweredmoney

determinedbythemonetaryauthoritiesbutofinterestrates,incomeandotherfactors.Thelatter

factorschangetheproportionofmoneybalancesthatthepublicholdascash.Changesin

businessactivitycanchangethebehaviourofbanksandthepublicandthusaffectthemoney

supply.

Conclusion:Wehavediscussedabovewhatissupplyofmoneyandthefactorswhichdetermine

moneysupplyandcametotheconclusionthatmoneysupplyisnotonlyanexogenous

controllableitembutalsoanendogenouslydetermineditem.


