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Definition of monetary policy 
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In the primitive economic system which has only just passed 

out if the barter stage, money might simply serve as a medium of 

exchange. But in a complex economic system money becomes more 

than simply a medium of exchange: it becomes a dynamic factor of 

the economy, capable of influencing the size of the economy, level 

of employment, volume of savings and investment and so on. This 

complex certainly system requires a policy and the term monetary 

policy comes. It therefore becomes the purpose of monetary policy 

to overcome the adverse effects of the use of money in a complex 

economic system.        

 Simply saying monetary policy consists of actions taken by the 

central bank to influence money supply or interests in an attempt to 

stabilize the economy.  

 According to Paul Einzig, “monetary policy the attitude of the 

political authority towards the monetary system of the community 

under its control”.  

 According to Harry G Johnson, “monetary policy employing 

the central bank control of supply of money as an instrument for 

achieving the objectives of general economic policy”. 

 Monetary policy is mainly taken  

1. to maintain level of employment 

2. to increase national income. 

3. to keep the value of money stable.  
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Whatever may be the ultimate aim of monetary policy, its influence 

is mainly felt through its effects on price.  

 

Objectives of monetary policy: 
 

 
 

 
 

 

 The objectives of monetary policy app\rent fall in two 

categories, namely 

1. The short term objectives: The short term objectives 

clearly aim at smoothing working of the economic 

forces without being obstructed by the monetary 

misbehavior.   

2. The long term objectives: The long term objectives 

aim at fuller economic development or unhindered 

economic progress of the community.  

Economist have differently outlined these objectives with 

varying degree of emphasis on some or the other. The main 

objectives of monetary policy are as follows:  

1. Stabilizing the external value of money: External value of 

money means its exchangeability in terms of foreign 

currency. Under gold standard monetary policy easily 

secured the exchange stability through gold movement. But 

7on the abolition of gold standard the external value of 

money depend absolutely on the demand and supply of a 

particular currency.   

2. Regulating the internal value of money: This objective at 

once posses three alternatives, namely, falling price level, 

rising price level and stable price level. The policy of rising 

price level and the policy o falling price level has its pitfall 

as in both the case either consumers or the producers will 

face loses. But the policy of stable price level seeks to 
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compromise between the two and street out a middle course 

avoiding the evils of either and accepting the merits of both.   

3. Neutral money: The invention of money brings a passive 

impact on economic transaction but money is not an active 

player in economic game rather participate in the game as an 

imperial arbitrator or a computer. So money is neutral in 

interplay of economic forces. Hayek and other economist 

maintain that price level should not be changed due to 

change in quantity of money. Money can be made neutral by 

keeping the quantity of money necessary under a given 

velocity constant. To attain the objective of neutral money is 

not so easy. Because requirement for money cannot be 

accurately forecast. So money can never be neutral.        

4. Full employment and economic growth: A major 

objectives of today’s monetary policy is to untapped the 

unused resources and use them to remove unemployment 

problem. According to Keynes deficiency in effective 

demand causes unemployment. This deficiency can be made 

up by creating new money or by lowering bank interest rate 

as long as there are tapped resources.     

5. Social objectives: The monetary policy seeks to attain not 

only the economic ends but also some social objectives. The 

important task of   money policy is to diminish the social 

stratification in the interest of equity and justice. Economic 

relationship apart, the monetary policy in ineffective unless 

it attend to social needs and human relationship.  

6. Political objectives: Both at home and abroad money is an 

important instrument of political prestige. In domestic 

politics, the authority utilizes monetary policy to attain 

certain ends. In the international sphere the country 

possessing sound and stable currency commands respect of 

all and can easily influence the world politics.    
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7. Miscellaneous objectives: Other objectives of monetary 

policy include ensuring convertibility, maintaining a stable 

interest rate, influencing international capital movement etc.  

  Finally we can say monetary policy is one of the constituent 

of general economic policy. Therefore it should be harmoniously 

coordinate with other non-monetary measures in order to achieve 

the objectives mentioned above. 

Instrument of monetary policy 

1. Controlling currency issue: To control the supply of money is 

the main instrument of monetary policy. There could be 

various types of problem due to the differences between money 

supply and demand for it. To avoid this evil the authority 

controls the supply of money proportionately to the velocity of 

money to find equilibrium between money supply and demand 

for it. 

2. To control bank rate: By definition this is the official 

minimum rate at which the central bank will rediscount a bill. 

The importance of bank rate however lies in the fact that other 

rates of interest changes with it. It therefore govern the rate 

commercial bank will provide on savings and take in case of 

advances. Thus if the authority wishes to increase or decrease 

interest rate generally this can be achieved by increasing or 

decreasing bank rate respectively. Through this the authority 

can defend the inflationary or deflationary pressure as required. 

3. Minimum reserve ratio: Central bank could follow the reserve 

policy to control the supply of money or debt. In this case the 

commercial bank has to deposit a definite part of their total 

deposit in the central bank and the amount is called minimum 

reserve. The power of the commercial bank to give debt 

increases as the amount of reserve increase and vice versa.     

4. Open market operation: The central bank can sell of purchase 

little and dilatory debt papers from the commercial bank to 
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control the supply of money. The central bank can also control 

the money market by selling dept paper to the people during 

the rising of money and by purchasing during the fall of 

money.  

Except these ones, central bank can also use the following 

instrument as a weapon of monetary policy. 

i) The variation of essential margins on dept the amount of 

debt can be increased or decreased.  

ii) The central bank can control a greater part of money by the 

part time debt management.  

iii) The central bank can control the debt by changing the 

substitute debt. 

iv) The central bank can fixed different rate of interest for 

different kind of debt understanding the condition of money 

market.  

v) The central banks can advice commercial banks to control 

the money market. 

vi) The central bank can take step to stop advancing for the 

purchase of luxurious goods as an instrument of monetary 

policy. 

vii) If the commercial banks deny obeying the central bank’s 

order then central bank may punish that bank. 

viii) The central bank can inform the economic condition and 

steps taken by them to the countrymen and this can be 

considered as a psychological instrument of economics. 

Definition of money 

Money has been defined in various ways. According to walker 

“money is what money does”According to Robertson “anything 

which is widely accepted in payment for goods or in discharge of 

other kind of obligations.” 
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In a word we can say money is an intermediately in the 

exchange process of the economy. In other word money is 

something which posses from hand to hand in the settlement of 

business transactions. 

Functions of money 

1. Money as a medium of exchange: The most important function 

of money is to serve as a medium of exchange. As medium of 

exchange money removes all the difficulties of barter system.  

2. Money as a standard measure of value: Money provides a unit 

of account which serves as a standard to measure value. For 

example we measure our income in terms of money. The 

concept of GNP is useless without a standard of value.  

3. Money as a standard of deferred payment: Many contracts 

involve promises to pay sums of money in future. Lending and 

borrowing therefore must take place in terms of such 

commodity which will keep its value overtime and the value of 

money can be kept more stable than that of other articles. Thus 

by serving as a standard of measure of deferred payments 

overtime, money makes lending and borrowing much less 

risky. 

4. Money as a store of value: Money enables a person to store his 

assets for a long period without decreasing its value. For 

example one can not store his agricultural product or other 

perishable goods for a long time. But he stores his money for a 

long time. 

5. Money as liquid assets: Liquid assets are those which are 

instantaneously be converted7 to goods and services without 

any inconvenience or cost. Other assets such as bonds or real 

estate must first be liquidated (sold) to be converted in to a 

generally accepted form of exchange which often includes cost 

and inconvenience.  

6. Money as a transfer of value: Money enables a person to 

transfer his assets from one place to another easily and without 
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decreasing its value unlike barter. For example a man cannot 

tons of wheat to a distant place or if can then must expense a 

lot. Beside this there is no guarantee that he will get the real 

value in that place of his goods. But in case of money he need 

not face all these difficulties transferring his assets. 

How money does remove the inconvenience of barter 

system 

 The invention of money certainly has a great significance in 

today’s complex economy. In fact without money it was not 

possible to bring the economy in such a stage. The problems which 

we would face and how money is defending us from that are as 

follows.  

1. Try to imagine a man with his goods going from person to 

person with a hope that he will get his desired goods in 

exchange of his good. But today with money in pocket he is 

just going to the market and purchasing his requirements.  

2. During barter system it was very difficult to set a measure of 

value. For example a man with wheat certainly doesn’t 

know how much rice he will get in return of it. This is so 

because in barter each transaction is an isolated one. But 

money helps to fix a price level in the market.  

3. Let in a barter system a man borrow some wheat from a 

farmer in a slack season. But when he returned it then it was 

peak season and the lender was himself in trouble with the 

stock of wheat of the current year. So he cannot use the 

recovered wheat. But as money keeps its value stable over 

time, with the invention of money lending and borrowing 

becomes much less risky. 

4. In case of barter it was not easy to store goods for a long 

time as most of the goods are perishable. But money enables 

a man to keep his assets with him for a long time without 

decreasing its value. 
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5. In barter we cannot consider anything as liquid assets 

because liquid assets mean goods which can be transferred 

to any other goods without any inconveniences. But as a 

medium of exchange money removes that problem because 

money is accepted by all.  

Definition and difficulties of barter system 

When exchange is done without the intervention of money, we call 

it barter. Barter, however, is possible only under extremely simple 

conditions of exchange. As social organization become more 

complex through a more minute division of labor and multiplicity of 

human wants, it was realized that exchanged by barter was nit a 

satisfactory method.  

The following are the main difficulties of barter system:  

1. Double coincidence of wants: Barter requires a double 

coincidence of wants. For example if someone posses a cow 

and wants to exchange it for a goat, he has to find a person 

who not only can spare a goat but also wants a cow. Suppose 

the person meat a man who wants a cow but can only offer a 

horse. They may then have to find a person who wants a horse 

for a goat. It is obvious that this method involves much 

inconvenience and risk.  

2. Lack of common measure of value: The difficulties of barter do 

not end here. Even if to person, who wants each other’s goods 

happen to meet, a second difficulty arises: in what proportion 

the goods are to be exchanged? There is no common measure 

of value. The ratio will be arbitrarily fixed according to the 

necessity of the two parties or the intensities of their reciprocal 

demand. One party is bound to suffer under the conditions, 

where each exchange is an isolated transaction. 

3. Indivisibility of certain articles: Even if an agreement is 

reached regarding the proportion in which things should be 

exchanged, a third difficulty may arise when the commodities 
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concerned are indivisible. For instance, take the case of a man 

who a wants to purchase a wheat equal to half of the value of 

his cow. With the other half he wants to purchase cloth which 

is in possession of a third person. How is the cow to be 

divided? Many similar situations can be imagined.  

4. A time consuming process: Barter is time consuming process. 

Even in a very small society a person often have to spend a 

long time to find a person to deal with and if the society is 

large then Allah knows how much time it will take. 

5. Lack of liquidity: In barter there is lack of liquidity as there no 

common measure of payment. So a person cannot purchase 

anything as his wish.  

6. Lack of storing facilities: Another problem of barter system is 

the lack of storing facilities. As in most of the cases the goods 

are perishable so a person cannot store it for a long time rather 

has to sell them even if don’t get a good deal.  

7. Difficult to transfer assets to a distant place: In case of barter 

it is not easy to transfer assets to a distant place. For example: 

a man has tons of wheat. Now if he wants to migrate to another 

place then it is not easy for him to transfer his asset.   

What is credit 

Neither be a lender nor be a borrower – this immortal piece of 

advice although very significant in private dealings, carries little 

sense in commercial an industrial transaction today. With the 

exploration of credit money and development of credit institution, 

commerce and industry are unthinkable without credit.      

Generally credit means returnable funds supplied by the lender 

to the borrower who agreed to pay back the borrowed fund 

according to an agreed upon schedule. Bill of discount or cash 

lending are the example of credit money. Credit literally means trust 

or worth. But in economics credit is something concentrated 
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something tangible that illustrates the implication of credit and 

facilitates production and consumption.  

Types of credit 

Credit may be classified on the basis of time duration and 

nature of transactions. According to time or duration credit can be 

divided into three types:     

a) Short term credit – for a day or week or so. 

b) Medium term credit – for months or years or so. 

c) Long term credit – for few years. 

Credit transactions with regard to nature of transactions fall in three 

categories. They are: 

a) Commercial credit: Commercial dealings on deferred 

payment are done through commercial credit. For example if 

a whole seller take goods from a manufacturer promising 

that he will pay for it later then this kind of commercial 

deferred payment is the simple instance of commercial 

credit. Besides commercial banks often advance credit to 

trade and commerce. This is bank credit and bank credit is an 

important branch of commercial credit. Commercial credits 

are generally short term credit. 

b) Consumers’ credit: Credit allowed to consumers to purchase 

consumer goods constitutes consumers’ credit. Quite a 

number of transactions fall in this categories of which hire 

purchased is most important (i.e. purchase of car or 

television). These are mostly medium term credit.  

c) Producers’ credit: Credit given to the producers for the 

production of goods are producers’ credit. Generally this 

type of credits is provided for capital equipment, factory 

installation and so on. Producers’ credits are mainly long 

term credit.        
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Advantages of credit 

 

a) Credit helps production: Men with no capital may stimulate 

production by taking the advantages of credit from men who 

have capital but no real business ability. 

b) Credit encourages the investment of capital: Those who have 

got capital can invest their capital in from of landing of 

credit and derive an income there form. In this way, credit 

stimulates the growth of capital. 

c) Credit furnishes us with the convenient methods of making 

large payments in the matter of sending money to a distant 

place and abroad.  

d) Increase in capital: Credit also increase productive capital of 

a country by economizing the use of gold and silver as a 

means of payment.   

Types of moneyCall a rose by whatever name it will smell sweet 

– a popular English saying from Shakespeare. Similarly what’s the 

name of money? All money does the same function. But still money 

is classified in the following forms.  

 

 

Money  

Legal aspect  Composition  Intringe value Standard of measure 

Legal 

tender 

Bank 

money  

Paper note Metallic 

money 

Commodity 

money 
Fiat money 

Gold 

standar

d  

Convertible  Non-

convertible  
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1. Legal aspect: Legal aspect include legal tender and bank 

money. 

a) Legal tender: legal tender means those kinds of 

money which are acceptable by the force of law. 

Technically it is called currency. Thus notes and 

coins issued by the central bank or by the govt. is 

called legal tenders.  

b) Bank money: Bank money consists of chequeable 

deposit. Deposit arises in two ways.  

i) People with surplus money deposit money into 

bank which provides him with cheque book 

enabling him to withdraw the amount any time.  

ii) Bank may grant loan to a person and credit the 

amount to his account. 

 

2. On the basis of composition: On the basis of composition 

money can be divided into three categories –  

(a) Metallic money: Also called coins – pieces of metal, 

uniform in shape, weight and quality, stamped and certified 

as a legal mean of exchange.   

(b) Paper money: Consist of paper notes issued by the govt. or 

by the bank which circulate freely as a medium of exchange. 

(c) Invisible money: Also called accounting money 

 

3. Intringe value: Under this head money is classified 

considering its value. There are two types of money according 

to its intringe value.   
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(a) Commodity money or full bodied money: An item that 

serves as money and also has intrinsic value as a marketable 

item. For example: gold coins. 

(b) Paper money or fiat money: Money that is accepted as 

medium of exchange because of govt. decree rather than 

because of its intrinsic value as commodity. For example 

notes of 500 taka. 

 

4. Standard of circulation:  

(a) Gold standard: An international monetary system in 

which a fixed and invariable quantity of gold is adopted as the 

unit of currency in the system. That is gold is the standard of 

value for measuring the value of commodities. 

(b) Convertible: It includes promises to pay gold or silver 

coins in exchange of notes on demand. Thus the authority 

should have certain reserve of gold or silver to meet possible 

public demand.  

(c) Non-convertible: Money that cannot be converted into 

gold or silver coins as the wish of the holder. It is issued 

without any undertaking to exchange it for gold or silver on 

demand.   

Function of commercial bank 

1. Receiving deposit: This function is important because banks 

mainly depend on the funds deposited by the public. Deposits 

are of three kinds.  

a) Current or demand deposit. 

b) Fixed of time deposit. 

c) Savings deposit. 
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2. Advancing loan: Banks make profit as well as help the 

economy to have capital by advancing loans. But as 

commercial banks deals with other peoples’ money, it has to 

keep ready cash to meet depositors demand. 

3. Discounting bill: Commercial bank also provide short term 

loan by discounting bills of exchange. The traders sell the bill 

of exchange to banks at a lower cost than the original value. 

After the bill matures the bank realize the face value and thus 

make profit. 

4. Formation of capital: Commercial banks help to form capital 

in the economy by lending money to the investors. 

5. Encourage savings: Another function of commercial bank is to 

encourage savings by providing high rate of interest to the 

depositors. 

6. Means of exchange: Commercial banks introduce easy means 

of exchange like credit cards, cheques, demand draft etc. 

7. Fund transfer: Commercial banks help in the transfer of funds 

from place to place, person to person.  

8. Miscellaneous function: Apart from the above main functions 

commercial banks perform the following additional functions 

for its clients –  

a) Some commercial banks except bills on behalf of their 

client. 

b) Commercial banks supply information and advices to its 

client on the matter related to investment. 

c) Commercial banks provide security for valuable things. 

d) Commercial banks purchase or sell stocks on behalf of 

their clients.  

e) Commercial banks make sundry payments on behalf of 

their clients.(i.e. insurance premium, telephone bill etc.) 
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Central bank: 

Central bank is an institution that is charged with regulating 

the size of a nation's money supply, the availability and cost of 

credit, and the foreign-exchange value of its currency. In the statues 

of bank of international statement, a central bank is defined as the 

bank of the country to which has been entrusted the duty of 

regulating the volume of currency and credit in the country.   

According to prof. Kisch and Elkin, “central bank is a bank 

whose essential duty is to maintain stability of monetary standard.” 

According to De kock, “a central bank is generally recognized 

as a bank which constitutes the monetary and banking structure of 

its country and performs as best as it can in the national interest.” 

According to prof. Howtrey, “central bank is the lender of last 

resort.” 

According to prof. Show, “central bank is the bank which 

control credit.”  

      

Function of central bank 

The principal objectives of a modern central bank are to 

maintain monetary and credit conditions conducive to a high level 

of employment and production, a reasonably stable level of 

domestic prices, and an adequate level of international reserves.  

Central banks also have other important functions, of a less 

general nature. These typically include acting as fiscal agent of the 

government, supervising the operations of the commercial banking 

system, clearing checks, administering exchange-control systems, 

serving as correspondents for foreign central banks and official 

international financial institutions, participating in cooperative 
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international currency arrangements designed to help stabilize or 

regulate the foreign-exchange rates of the participating countries.  

The above functions are briefly discussed below: 

1. To issue note: The prime task of central bank is to issue note. 

In the early period of banking development almost every bank 

enjoy the right to issue note. But this creates some problem 

like inflation in the economy. So this important function was 

entrusted to central bank. 

2. Bank of the state: The second important task of central bank is 

to act as the bank of the state or government. All the balances 

of the government of the country are kept with central bank. 

3. Economic analysis: Central bank analyze the economic 

condition of the country and inform and advice the government 

as necessary.  

4. Bank of the banks: Central bank also acts as the bank of the 

other banks. Commercial banks keep a portion of their total 

deposit in central bank. Commercial banks can also take loan 

from central bank. 

5. Credit control: Commercial bank control the credit flow in the 

economy or even in a particular sector of the economy. It is 

true that credit will help in the formation of capital but it will 

also increase inflation. Again commercial banks may want to 

provide loans to an odd sector ignoring the important one. 

Central bank looks after all these matters.  

6. Last stop of loan: Central bank is the last stop of loan to other 

banks. When other banks fall in financial crisis and fails to 

manage fund form anywhere else, at that time central bank 

help that bank with loans. 

7. To maintain the international value of domestic currency: 

Central bank ascertains the value of domestic currency against 

foreign currencies. Central bank also buys and sells foreign 

currency.  
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8. To maintain the internal value of currency: As central bank is 

the only authority to issue note, it control the internal value of 

currency as well as the price level through inflation control and 

thus ensure stable economy. 

9. Clearing house: Central bank function as the clearing house. It 

calculates the dues among the different commercial banks and 

help to solve them.  

10. Loan to government: Direct government borrowing from 

central banks generally is frowned upon as encouraging fiscal 

irresponsibility and commonly is subject to statutory 

limitation; nevertheless, in many countries the central bank is 

the only large source of credit for the government and is used 

extensively. 

11. Buy and sell foreign currency: Central banks buy and sell 

foreign exchange to stabilize the international value of their 

own currency. The central banks of major industrial nations 

engage in so-called "currency swaps," in which they lend one 

another their own currencies in order to facilitate their 

activities in stabilizing their exchange rate. 

12. Select minimum reserve ratio: Many central banks have 

authority to fix and to vary, within limits, the minimum cash 

reserves that banks must hold against their deposit liabilities.  

13. Relationship with other countries: Since no modern 

economy is self-contained, central banks must give 

considerable attention to trading and financial relationships 

with other countries. In case of international trade, there are 

sometimes surplus import and sometime surplus export. 

Central bank helps to remove this disequilibrium. 

14. Overcome a slump: An even greater responsibility of the 

central bank is that of taking measures to prevent or overcome 

a slump. Such adjustments are necessary to restore economic 

health. 
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15. Banking service: Another responsibility of the central 

bank is to ensure that banking services are adequately supplied 

to all members of the community that need them. 

Bangladesh bank  

 The Bangladesh Bank is the central bank of Bangladesh. It 

started its journey just after the liberation of the country and 

formally replaced the then State Bank of Pakistan under the 

Bangladesh Bank Order 1972. The capital of Bangladesh Bank has 

been fixed to taka three crore. The general superintendence and 

direction of the affairs and business of the bank is entrusted to a 

Board of Direction which is consist of the governor, one or more 

deputy governor, four director and one government official. 

    Commercial banks crate loan deposit: 

 Mr. M. N. Mishra said, “Deposit crate loans and loans crate 

deposits.” Thus loans crate deposits means the way through which 

commercial banks create deposits from the loans that they provide. 

The idea is explain below.  

Condition required to crate loan deposit:  

1. There should be more than one commercial bank and 

numerous branches. That is banking facilities should be at 

the door of the people. 

2. There should be sufficient supply of money in the market. 

3. The citizens must be familiar with banking transaction. 

4. Central bank should have a principle of dynamic credit 

system.  

Ways to crate loan deposits: A commercial bank generally creates 

loan deposit in two ways –  

1. Deposited created from loans. 

2. Loans crated form deposits. 
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1. Deposits created form loans: When banks provide loans to a 

person or business entity, it doesn’t provide it in cash. Bank 

asked the loan taker to open an account with the bank and 

credit the sanctioned amount to that account. Afterward the 

borrower draw the amount through cheque. Thus --  

a) Deposit created from short term and long term loan  

b) Deposit created from advances / bank overdraft  

2. Loan created from deposit: When deposit money at banks 

increases, banks keep a certain portion of that amount liquid 

and rest supply as loan to others. Thus loan is created from 

deposit. Aging that loan creates deposit and the deposit is 

aging supplied as loan and the process goes on.  

3. Other ways to create loan deposit:  

a) Purchase of assets: When banks purchase assets, it 

doesn’t pay the price in cash. The bank creates an account 

by the name of the seller and deposits the amount at the 

account. Thus deposit increases. 

b) Discount of bill: 

c) Form purchase of shares: 

 

Example with balance sheet 

Liabilities Taka Assets Taka 

Deposit of A:         

10000 

Deposit of B:           

9000  

Deposit of C:           

8100 

 

 Cash in hand @ 10%: 

         A: 1000 

         B:   900 

         C:   810 

Loans: 

B:            9000 
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C:            8100 

D:            7290 

 

Limitations: 

1. If there is insufficient cash with the bank then the ability 

of the bank to create loan decreases.  

2. Due to insufficient primary deposit, loan deposit 

decreases.  

3. High bank rate. 

4. Lack of public consciousness. 

 

Commercial bank is the middle of money market:         

Commercial bank is the middle of money market – a truth 

since the early banking period. The journey of banking era was 

actually started by commercial banks and from the very beginning 

commercial bank is performing a great job for the development of 

the economy and is able to continue the trend till today. 

Though many financial institution are related with money 

market, the relation between money market and commercial banks 

is so deep that it diminishes the importance of others. The reasons 

for which commercial banks are called the middle center of money 

market are as follows-  

+ Functions of commercial banks 
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From the above we see that commercial bank is directly related 

with the money market of a country and it is hardly possible to 

imagine money market without commercial banks. Though central 

bank is the controller of money market, it views and principles are 

implemented through commercial banks. So we can say commercial 

bank is the middle of money market.    

Clearing house: 

 Clearing house is a historical invention in the banking world. 

In modern banking system the due among the banks are balanced 

through clearing house. Its presence has made the banking system 

more comfortable and dynamic. The concept of clearing house was 

first introduced by Arvil – a banker of England which was 

materialized in 1775 under the bank of England. 

 “Clearing house is a centralized and computerized system for 

setting indebt ness among the members” – Oxford dictionary of 

business. 

 “The inter bank indebt ness arising form the transfer of deposit 

from one person ro another is made up by bankers clearing house.” 

Prof. Sayers   

Characteristics of clearing house:  

1. Definite room: Clearing house is addressed at a definite 

place (generally in a room). The representatives form 

different banks come here and exchange cheques, drafts 

etc. 

2. Location: Clearing house is generally located at branch 

office or at head office of central bank. In absence of 

central bank a representative bank of the central bank 

perform this job.  

3. Daily activities: Clearing house operates at all working 

days. If the banks are open clearing house is also open. 
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4. Particulars rules and regulation: To perform its job 

smoothly clearing house set and follows some panicles.  

5. Influence of central bank: Central bank has its full control 

over clearing house. The rule and regulation of clearing 

house and almost every other things are determined by 

central bank.  

6. Autonomy: Clearing house is an autonomous body. 

Under central bank its rules and regulations are specially 

passed. 

7. Settlement of indebt ness: Clearing house made up the 

inter bank indebtness. 

Advantages of clearing house:  

1. Quick settlement of transaction: clearing house helps to 

settle inter-bank indebtness in the fastest way. Without it 

bank will have to face serious trouble.  

2. Economy: Clearing house settle the inter-bank indebtness in 

the most economical way. The representatives of all the 

banks gather at a place and settle their transaction easily and 

cheaply. Thus they avoid the travel cost from bank to bank.  

3. Time saving: To settle indebtness the representatives need 

not go to all other banks and settle all at a single place and 

thus save time.  

4. Advantages of transaction: Through clearing house inter- 

bank transactions are done more easily and swiftly and thus 

make the banking system more dynamic.  

5. Influence on cash deposit: Clearing house system enables 

the bank to operate with small cash fund and thus help the 

bank to create more loans.      

6. Assistance in realizing economic condition: As all the 

cheques passes through clearing house, it is possible to have 

an overall idea about the trade and business situation of the 

locality. 

7. Helpful in transfer of money:   
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Money market: 

 Generally money market refers to the market for money; for 

loan able fund. Loan may be either short term or long term. A 

money market in a broad sence includes the both.  

 Crowther defined money market as the collective money given 

to various firms or institutions that deals with various grades of near 

money.  

 Again in another definition money market is defined as the 

collection of financial institutions that deal with short term securities 

and gold and foreign exchanges. That is one market is the market for 

short term loans.  

Thus we can say money market is the mechanism through 

which a large part of financial transaction of the country is cleared.  

Characteristics of an ideal money market:  

 To function properly an ideal money market must have some 

characteristics. These characteristics are classified in two broad 

categories – 

1. Those which fall in demand side. 

2. Those which fall in supply side. 

However in most of the cases each single characteristic satisfies 

both sides. The main characteristics that an ideal money market 

should posses are as follows – 

1. Unity: Proper coordination is necessary for a money market 

to play its role properly. This characteristic is satisfied under 

the unifying control and guidance of central bank. Thus 

central bank helps and facilitates the work of money market 

for the interest of all.  
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2. Adequacy: In a money market lenders lend and borrowers 

borrow. Operation is only possible when borrowers can 

borrower what ever amount they want and lenders find 

profitable investment with the fund available. Thus enough 

fund in any case is essential for smooth transactions. 

Besides enough fund is also necessary to stabilize interest 

rate.  

3. Elasticity: In modern times economic variables changes 

frequently affecting the demand at money market. Thus a 

good money market should be a flexible one which is 

responsive to the demand of the public. Elasticity is 

therefore is an attribute of an ideal money market.  

4. Mobility: Money should not be stagnant at one point of the 

country. It must be properly distributed throughout the 

country. In other ward there should not be scarcity of money 

in one part of the country and superfluity in another part.  

5. Safety: In money markets loans are advanced against 

security. A good money market should have good security 

of its proper operation. The security should be easily 

realizable. Otherwise the safety of the loans will be at stake. 

Thus sufficient safety of the loan is the prerequisite of an 

ideal money market.  

6. Liquidity: The papers (i.e. bill of discount) that come in the 

money market serves as an excellent security when they 

have quick maturities. Advances against them are nearly 

liquid and is also less influenced by the fluctuation of 

interest rate. Liquidity minimizes the risk and also 

guarantees easy realization on moments notice. 
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Components of money market: 

 A money market is generally consists of two parties – lender 

and borrower. Each of the parties includes several institutions. They 

might differ in name but do the same job. Sometimes their functions 

are overlapping. The following are the components which together 

comprise the money market. 

 1. Central bank: Central bank being the lender of last resort is 

ultimate reservoir of fund. Thus the money market necessarily 

depends on central bank. Central bank always doesn’t play a direct 

role in the money market. Sometimes it discharges its duties over 

money market via discount houses as the bank of England does. 

Again sometimes the central bank provides loans directly to 

commercial banks as the central bank of USA does.  

 2. Commercial banks: Commercial banks play a dual role in 

the money market. Though it the most important lender it sometimes 

become borrower. Through money market the commercial banks 

find profitable investment for its idle balances. Again as commercial 

banks deal with the money of others it might have to borrow from 

the money market in case of unexpected high rate of withdraws.    

 3. Institutional investors: Insurance companies, investment 

corporations etc. are included in this category. They need not to 

keep liquid assets as they don’t deal with other people money. 

However they like to keep some money liquid to meet emergency as 

may occur for the case of insurance companies. 

 4. Individuals, partnership and other specialized agencies: 

Ordinarily they are not interested in money market as the rate of 

interest prevailing in the money market is not so much attractive to 

them. They usually invest isolate and take higher interest. However 

they will feel interested if the interest rate goes higher and become 

equal or more than they are presently getting.  
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Capital market: 

 A capital market may be defined as a market of long term 

loans. A capital market is consisted of those institutions which are 

involved in purchasing and selling long term securities (shares etc.)  

 The term capital market in this context implies long term 

commitment form the part of the lender and long time need form the 

part of the borrower. Thus a capital market is a market for medium 

and long term loans.  

Components of capital market: 

 Similar to money market 

 

Commercial banks 

 Generally speaking commercial bank means that kind of bank 

which develops and operates for earning profit. Commercial bank is 

the base of todays modern banking system. For this reason 

commercial bank is called the mother of modern bank. 

 Prof. Roger said, “The banks which deal with money and 

money worth with the view to earn profit is known as commercial 

bank.” 

 Prof. A Nath said, “Commercial bank is the intermediary profit 

making institutions.” 

 Prof Gilbert said, “A commercial bank is a dealer of capital or 

more appropriately dealer of money. He is an intermediary party 

between the borrower and the lender. He borrows form one party 

and lends it to another and the differences between the terms at 
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which he borrows and that at which he lends is the source of his 

profits.” 

 In fine we can say a commercial bank is a bank which collects 

deposits at a lower interest rate and provides loans at higher interest 

rate, honor cheques placed by the depositors, creates medium of 

exchanges as well as engaged in other profit making activities.           

Principles of commercial banks:  

 Generally principle means guidance following which carefully 

the success of any work can be achieved. Commercial banks also 

have some principles which are very mush necessary to sustain and 

achieve success in the competitive market. The principles of 

commercial banks are as follows – 

I. Principle of liquidity 

II. Principle of profitability  

III. Principle of safety 

IV. Principle of solvency 

V. Principle of investment and loan 

VI. Principle of collection of savings 

VII. Principle of economy 

VIII. Principle of efficiency in management  

IX. Principle of good relation 

X. Principle of punctuality 

XI. Principle of secrecy  

XII. Principle of service 

XIII. Principle of location 

XIV. Principle of publicity 

XV. Principle of creation of confidence 

XVI. Principle of goodwill 

XVII. Principle of specialization 

XVIII. Principle of cooperation with central bank 
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Characteristics of central bank: 

Central banks are operated for the public welfare and not for 

maximum profit 


