Economics Chapter 3: Money and Credit
AT 3 - FT R TR

C’Aapz‘er Review

Introduction: This chapter deals with money and how it is linked with the
banking cystem. In the cecond half) it explains credit and how it affects
borrowers depending upon the cituation. Money and credit are the two
ecsential ingredientc of an economy: money makes exchange of 900ds and
cervices eacy, and credit helpe people to produce and earn more, but it can
also trap them in debt.

Money ac & medivm of exchange: Money acts ac an intermediate in the
exchange procecs, <o it i€ called a medivm of exchange. A person holding
money can eagily exchange it for any commodity or cervice that he or che
might want. In a barter cystem, goods are directly exchanged without the
uce of money; this needs a double coincidence of wante, which meanc that
both partiec must agree to cell and buy each other'c commodities, for
example a choe manufacturer who wantc wheat must find a wheat grower
who wante choes. Since the double coincidence of wante ic rare, the
introdvction of money eliminates thic problem. Money thus makes economic
exchange emoother, and the economy i¢ called a money economy.

Modern. forme of money: In the early ages, people uced graine and cattle ac
money. Thereafter came the use of metallic coins cuch ac gold, cilver and
copper, a phase which continved well inteo the last century. Now, the
modern forme of money include currency, that ic paper notes and coins,
and depocits with banke. The modern forme of money, currency and
depocits, are closely [inked to the working of the modern banking cystem.
Unlike the earlier coing, the modern currency ic not made of precious metal
and i¢ not useful on its own; it i¢ accepted ac a medivm of exchange

becavse the currency ic authoriced by the government of the country.
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Currency: In India, the Recerve Bank of India (RBI) icsues currency
notes on behalf of the central government. Ac per the Indian law, no
other individual or organication i¢ allswed to icsue currency. Moreover, the
law legalices the uce of rupee ag a medivm of payment that cannot be
refused in cettling trancactions in India. Mo individual jn Tndia can legally
refuse & payment made in rupees; hence the rupee ic widely accepted ac a
medivm of exchange.

De,bay/‘fg with banke: The other form in which people hold money ic ac
deposits with banks. People depocit their extra cach with the banke by
opening a bank account in their name. Banks accept the depocits and also
pay an amouvnt &S interect on the depocits. In this way, people’c money ic
cafe and it earnc an interect. People alco have the provicion to withdraw
the money whenever they require. Since the deposits in the bank accounts
can be withdrawn on demand, they are called demand depocits. Demand
deposite also offer another facility: payments can be made by cheque
instead of cash. A cheque ic a paper instructing the bank to pay a cpecific
amount from the person'c account to the percon in whose name the cheque
has been icsued. Demand deposite chare the ecsential features of money, co
they are accepted widely ac a medivm of payment, along with currency.
Loan activities of banks: Banks keep only a cmall proportion of their
deposits ac cash with themeelves; thece days, banks in India hold about
15 per cent of their deposits ac cach to pay depocitors who might come to
withdraw money on any given day. Banks uce the major portion of the
depocits to extend loans. There ic a huge demand for loans for various
economic activities. Banks charge & higher interect rate on loans than
what they offer on deposits. The difference between what ic charged from
borrowers and what ic paid to depocitors i¢c the main cource of income for

banke.
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Credit and two cituations: Credit (loan) refere to an agreement in which
the lender cupplies the borrower with money, goods or cervices in return
for the promice of Future payment. Tn the firct cituation, Salim, a choe
manufacturer, takes & loan from the bank to meet the working capital
needs of production in the fectival ceason. The credit helps him meet the
ongoing expenses of production, complete production on time and thereby
earn more; he ic better off than before. In the cecond cituation, Swapna,
& farmer, takes a loan from a moneylender to cultfivate her [and; the crop
failed due to pestc and che could ot repay. She had to cell part of her
land to repay the loan, and ic worse off. This ic an example of a debt trap.
Whether credit ic uceful or not depends on the risks in the cituation and
on whether there ic come cupport in case of loss.

ferms of credit: Every loan agreement cpecifiec an interect rate which the
borrower must pay to the lender along with the repayment of the principal.
In addition, lenders ucually demand collateral [g’ecukz‘ty ) against fpanc.
Collateral i¢ an accet that the borrower owne (cuch ae land, building,
vehicle, livestock, depocite with banks) and uces ac & quaramtee to a lender
until the loan ic repaid. TF the borrower faile to repay the loan, the lender
has the right to cell the asset or collateral to obtain payment.
Documentation requirement and the mode of repayment are other parte.
Interect rate, collateral and documentation requirement and the mode of
repayment together are called the terme of credit. They vary depending on
the nature of the lender and the borrower; for example, a poor farmer

with no collateral gets loans from moneylenders at very high rates.
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Formal and informal cector credit: Formal cector loane are loans from
banke and cooperatives; the Recerve Bank of India cupervicec the
Functioning of the formal cources of loanc. Banks have to cubmit
information to the RBIL on how much they are lending, to whom, at what
interect rate and <o on; RBI alco encuree that banke maintain the cash
balance. Informal cector loans come from moneylenders, traders,
employers, relatives and friends; no organication Supervises their credit
activities, there ic no one to ctop them from ucing unfair means to get
their money back, and they charge much higher interect rates. The formal
cector meets only about half of the total credit needs of rural people, and
the remaining ic met by informal courcec. Therefore the formal credit
chould be expanded and distributed more equally co that the poor can
benefit from cheaper loans.

Self-Hely Groups: Poor households are ctill dependent on informal courcee
of credit becavse banke are not present everywhere in rural India and,
even where banke are precent, getting a loan from the bank ic much more
difficult ac it requirec proper documents and collateral. To overcome these
problems, people formed Self-Help Groape (SHGS), omall groupe of poor
people (ucually women) which promote emall avings among their members.
A typical SHG has 15-20 members, usually belonging to one neighbourhsod,
who meet and cave regu/ar/y. gaw'ngg' per member may range From Pe 25
to Re 100 or more, depending on their ability to cave. Membere can take
emall loans from the group itself for a reasonable interect, and after a
year or two, if the group ic reqular in cavings, it becomec eligible for a bank

/00.41.
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Advantages of SHGe and examples: SHGe help borrowere overcome the
problem of lack of collateral: people can get timely loans for a variety of
purpoces and at & reasonable interect rate; they are the building blocks of
organication of the rural poor; they help women become ﬂ‘nanc:’a//y
celf-reliant; and the reqular meetings provide a platform to discuss and act
on a variely of social icsues cuch ac health, nutrition, domestic violence
and €0 on. A famouvs example ic the Grameen Bank of Bangladesh, ctarted
by Muhommad Yunus, who won the MNobel Peace Prize in 2006; it provides
loans to the poor, ecpecially women, withouvt collateral and the repayment
rate ic very high. In India, NABARD and Kudumbachree (Kerala) promote
SHae.

Key Terme
Money — Medivm of exchange accepted in payment for goods and cervices.

Barter System — Direct exchange of goods withovt ucing money.

Double Coincidence of Wants - Situation in barter where each party must
want what the other has to offer.

C'arrency - Paper notes and coins icsued by the RBI on behalf of the Central
Government

Demand Deposite — Bank deposits that can be withdrawn on demand, and
uced for payment by cheque.

Cheque — A paper instructing the bank to pay a cpecified amount from one'c
account to the named percon.

Credit ((oan) - Agreement where the lender gives money, goods or cervices in
return for a promice of future payment.

Collateral — Acset pledged by the borrower ac a quarantee until the loan ic
repaid.
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Terms of Credit — Interect rate, collateral, documentation and mode of

repayment of a loan.

Debt Trap — Situation where credit pushes the borrower into a position from
which recovery ic very paintful.

Forma[ Credit — (oans from banke and cooperatives, cuperviced by the RBI.
Self-Help Group — Small group of 15-20 poor people, mostly women, who cave
together and take loans.

Diagrame [ Flowcharte

Forms of Money
Money
|

| | |
Early Metallic Modern

I I I
Graine Gold, cilver, copper coine Currency: notes and coing

I I
Cattle Bank deposite

Formal vs Informal Credit

Formal Informal
* Banks and cooperatives * Moneylenders, traders, relatives
« Superviced by RBI « Mo cupervicion
+ Lower interest rafe * High interest rate
\ - Meeds documents, collateral \ * Eacy but exploitative
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How Banke Work
People deposit money

!
Bank keeps abovt 15 per cent as cash

!

Rect given as loans

!
Interect on loans higher than on deposite

d

Difference ic the bank'e income

Self-Help Grovp

Small loans within group | —

15-20 members cave reyu/ar/y -

Repayment and more cavings

Bank lsan to grovp | —

Jextbook Exercise Questions
Q.17 What ic the double coincidence of wante? Why ic it & problem in barter?

Ans. In barter, both partiec must want what the other has; for inctance, a
choe maker who wante wheat must find a wheat grower who wante

¢hoes. This ic rare, co exchange becomee difficult; money removes thic

problem.

Q-2 Why do modern forme of money need to be linked with banke?
Ans. Currency and demand depocite are the modern forme of money; people
keep extra cash ae deposits in banks, and payments can be made by

cheque, <o the working of money ¢ closely linked with the banking

cyctem.
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Q.3 How do banke earn jncome from loans?
Ans. Banks keep only about 15 per cent of deposits ac cash and uce the rest
to give loans. They charge a higher interect rate on loans than they pay

on deposits, and the difference ic their main income.

Q.4 What are the terme of credit? Why do they vary?
Ans. Interect rate, collateral, documentation requirement and mode of
repayment. They vary depending on the nature of lender and borrower;

informal lenders oﬂ'en charge a much A/g/u‘,’l’ rate.

Q.5 Why ic formal credit important for the poor?

Ans. It ic cheaper and cupervised by the RBI, co borrowers are protected
From high interect and unfair methods of recovery. The formal cector
meets only half of rural credit meeds, <o it must expand and be
distributed equally.

Q.6 What are Self-Help Groups? (ict their advantages.
Ans. SHGe are emall groups of poor people who ¢ave reqularly and lend to each
other. They help overcome lack of collateral, give timely cheap loans,

empower women and provide a platform to diccuce cocial icsues.

Important Board-Pattern Questions (with Solutionc)
Q.1 [1 mark] Who icsues currency notes in India?

Ans. The Recerve Bank of India.

Q.2 [1 mark] What ic collateral?
Ans. An acscet that the borrower pledges to the lender ac cecurity until the

loan ic repaid.
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Q.3 [3 marke] Why ic the rupee accepted ac a medivm of exchange in India?
Ans. Becavse the RBI icsues it on behalf of the Central Government, and the
law makes it legal tender: no individual can legally refuse payment in

rupees.

Q.4 [3 marke] Dictinguich between formal and informal courcec of credit.
Ans. Formal credit comes from banke and cooperatives, cupervised by the
RBI, with lower interect. Tnformal credit comes from moneylenders,

traders and relatives, ic unsuperviced and has very high interect.

Q.5 [3 marke] When does credit become a debt trap? Give an example.
Ans. When a borrower cannot repay due to crop failvre or loss, and has to
cell acsete. Swapna had to cell part of her land after her crop failed, <o

che was worce off.

Q-6 [5 marks] Explain the role of Self-Help Groups in providing credit to the

poor.

Ans. SHGs of 15-20 members cave reqularly and give small loans among
themcelvee at reasonable interect. After reqular cavings they get bank
loans without needing collateral. They help women become celf-reliant,
reduce dependence on moneylenders and discucs cocial iccues like health

and nutrition.
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