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Things to remember: 

Need for economic reform: 

1. Mounting fiscal deficit: Fiscal deficit of the government had been mounting year after 

year on continuous increase in Non-development expenditure. Due to persistent rise in 

fiscal deficit there was corresponding rise in public debt and interest payment liability 

there was possibility that the economy might lead to debt-trap situation. 

2. Adverse balance of payment: When receipts of foreign exchange fall short of their 

payments, the problem of adverse balance of payment arises. Accordingly the burden of 

foreign debt services increased tremendously and leading to depletion of foreign 

exchange reserves. 

3. Poor performances of PSU: Due to poor performances of public sector undertakings 

degenerated in to a liability. Most of public sector undertakings were incurring loss and 

their performance was quiet satisfactory.  

4. Rise in price: Due to rise in prices of food grains there was pressure of inflation prior to 

1991.Which deepen the economic crisis from bad to worse. 

5. Fall in foreign exchange reserves: In 1990-91 India’s foreign exchange reserves fall to 

such a low level that there was not enough to pay for an import bill of even10 days. In 

such situation the government had to helplessly resort to policy of liberalization as 

suggested by the World Bank. 
 

Crisis of 1991 Forced India for financial help from IMF and World Bank: 

• To manage the economic crisis of 1991, Indian Government approached the 

International Bank for Reconstruction and Development (IBRD), popularly known 

as World Bank and the International Monetary Fund (IMF) and received $ 7 billion 

as loan. 

• For availing the loan, these international agencies expected India to liberalise and open 

up the economy by: 
 

➢ Removing restrictions on the private sector; 

➢ Reducing the role of the government in many areas 

➢ Removing trade restrictions. 
 



 

The New Econoimic Policy: 

 

The New Economic Policy was announced in July 1991. 

The new economic policy can be classified into two kinds of measures: 

➢ Stabilisationmeasures : They refer to short term measures which aim at correcting weaknesses 

of the balance of payment by maintaining sufficient foreign exchange reserves and controlling 

inflation by keeping the rising prices under control. 

 

➢ Structural Reforms measures: They refers to long term measures which aim at: Improving 

the efficiency of the economy andincreasing international competitiveness by removing the 

rigidities in various segments of the Indian economy. 

 

Main Policies of New Economic Policy:  
 

1. Liberalisation: 

• It means to free the economy from the direct and physical control imposed by the 

government. 

• Removal of restrictions which were governing private sector. 

• And allowing private sector to produce in those areas which was earlier prohibited. 

 

Measures adopted for Liberalization: 

• Deregulation of industrial sector: The reform policies introduced in 1991 removed many 

restriction which are as follows: 
 

➢ Abolition of licensing. 

➢ Private sector was allowed in many industries 

➢ Earlier many goods were reserved for small scale industries now it has been de-reserved. 

➢ Now market is allowed to determine prices. 
 

• Financial sector reform: Financial sector is controlled through various rules and regulation of 

RBI. The major aim of this reform is 

➢ to reduce the role of RBI from regulator to facilitator. Financial sector is allowed to 

take decisions on many matters without consulting RBI. 
➢ De-regulation of interest rates 

 

• Tax reform: Tax reforms are concerned with fiscal policy. There are two types of taxes: 
 

           Direct tax and indirect tax 

➢ Direct tax: The taxes on individual’s income as well as on the profits earned bythe

 businessenterprise. The effect of whose cannot be shifted to other. Eg: Income tax, 

corporate tax 

➢ Indirect tax: The effect of whose can be shifted to other. Eg: GST 



 

 

• Foreign exchange reform: It includes: 

 

➢ Devaluation of Indian rupee in foreign markets so as our goods become cheaper in 

foreign market and Our Export may increase and imports may fall. 

 

➢ The government allowed rupee value to be free from its control .As a result market 

forces of demand and supply determines the exchange value of the Indian rupees in 

terms of foreign currencies. 
 

• Trade and investment policy reform: Before 1991 a lot of restrictions were imposed on 

imports to protect the domestic industries that reduced the efficiency and competitiveness of 

domestic industries and led to their slow growth. So, Following were the important policy 

reforms: 
 

➢ Removal of quantitative restrictions on import and exports. 

➢  Removal of export duties 

➢ Reduction in import duties. 

➢ Relaxation in import licensing system. 

 

2. Privatisation: It means transfer of ownership, management and control of public sector 

enterprises to the entrepreneurs in the private sector. 

 

➢ Objectives of Privatisation:- 

a.  Raising funds from Disinvestment 

b. Improving the financial condition of the govt. 

c.  Bringing healthy competition within an economy 

d.  Making Way for Foreign Direct Investment. 

➢ Privatisation can be done in two ways: 

a. Transfer of ownership and management of public sector companies from the 

government to private sector. 

b. Disinvestment: By selling off part of the equity of PSUs to the public. 
 

3. Globalisation: It means integration of the economy of country with world’s economy. 
 

➢ Policy promoting globalization: 

        a. Increase in equity limit of foreign investment. 

        b. Partial convertibility. 

        c. Long term trade policy. 

        d. Reduction in tariff. 



 

 

Some outcome of Globalisation: 

❖ Outsourcing: 

➢ When work is done outside the country due to low wage rate, reasonable degree of skill 

and accuracy, it is known as outsourcing. 

➢ Outsourcing is one the important outcomes of the globalisation process 

➢ India has become a favourable destination of outsourcing for most of the MNC’s 

because of low wage rates and availability of skilled workers. 

 

❖ World Trade Organisation 
 

➢ The organization administers all multilateral trade agreements by providing equal 

opportunities to all countries in the market for trading purpose. 
➢  
➢ WTO was founded in 1995 as the successor organisation to the GATT. 
 

➢ At present there are 164 members countries of WTO and all members are required to 

abide by laws and policies framed under WTO rules 
➢  
➢ As an important member of WTO, India has been in the forefront of framing fair global 

rules and regulation and advocating the interests of the developing countries. 
➢   

❖ Some major functions of WTO: 

➢ To enlarge production and trade and services. 

➢ To ensure optimum utilisation of world resources. 

➢ To protect the environment. 

➢ To establish a rule based trading regime. 

➢ To facilitate international trade through removal of tariffs well as non tariffs 

barriers. 
 

An Appraisal of LPG Policies: 

❖ Positive Impact: 

 

1. Increase in foreign investment. 

2. Increase in foreign exchange reserves. 

3. Control of inflation. 

4. Increase in national income. 

5. Increase in exports. 

6. Consumer sovereignty. 

7. Increase in role of private sector. 



❖ Negative Impact: 

➢ Unbalanced growth. (Growth has been concentrated only in some select 

areas in the services sector, such as telecommunication, information 

technology, finance, entertainment rather than vital sector such as 

agriculture and industry, which provide livelihood to millions of the 

people in the country.) 

➢ Jobless growth due to growing unemployment. 

➢ Reforms have not been able to benefit agriculture, where the growth rate 

has been decelerating, thus neglecting agriculture. 

➢ The growth rate of industry has been decelerating. 

➢ Increase income inequalities 

➢ Adverse effect of disinvestment policy. 

➢ Ineffective investment policy 

➢ Ineffective tax policy 

➢ Spread of consumerism. (The new policy has been encouraging a 

dangerous trend of consumerism by encouraging the production of 

luxuries and item of superior consumption.) 

Questions:  Discussion of case study related MCQ questions in the class 

------------------------------------- 

 UNIT 2: Money and Banking (Macroeconomics) 

MONEY: 

Barter Exchange: It implies the direct exchange of goods for goods without the use of 

money. 

Difficulties of Barter System of Exchange 

(i) It lacks double of coincidence of wants 

(ii) It lacks a common unit of exchange 

(iii) It lacks the system of future payments 

(iv) t lacks the system of storage and transfer of value 

 

Money: Money is anything that is generally accepted as a medium of exchange. 

 

Functions of money: 

• Medium of exchange 

• Measure of value 

• Standard of deferred payments 



• Store of value 

 

Supply of money:  

• It refers to stock of money held by the public at a point of time in an economy. 

• Stock of money with the money issuing authorities (the government and the 

banking system of the country) is not considered as a part of money supply. 

• The components of Money Supply are Currency with the Public and Demand 

Deposits of commercial banks 

 

 Measures of money supply: 

 

M1, M2, M3 and M4 are the four measures of money supply in India.  

 

M1 = C +DD+OD 

• C = Currency held by the public 

• DD = Net Demand deposits of the bank 

• OD= Other deposits with RBI 

 

(NOTE:  

M2 = M1 + Savings of the people with post offices 

            M3 = M1 + Net time deposits with commercial banks 

            M4 = M3 + Total deposits with Post offices (excluding National Savings Certificate)        

M4 is most comprehensive but is least liquid.) 

M1 measure of money supply is the most liquid. 

------------------------------------------------------------------------------ 

 

 Banking: 

Commercial Bank: It is a financial institution engaged in the business of accepting 

deposits and making loans the people. 

 

 Money creation or credit creation by commercial banks: 

• The capacity of banks to create money or credit depends on (i) Amount of 

primary deposits and (ii) Legal reserve ratio (LRR). 

• Legal Reserve Ratio (LRR):- is fixed by the central bank of a country and it is the 

minimum ratio of deposit legally required to be kept as cash by banks. 



• Cash Reserve Ratio (CRR):- It is a part of LRR which is to be kept with the 

central bank. 

• Statutory Liquidity Ratio (SLR):- It is a part of LRR which is to be kept with the 

bank them.  

• Commercial bank’s demand deposits are a part of money supply. Commercial 

banks lend money to the borrowers by opening demand deposit account in their 

names. The borrowers are free to use this money by writing cheques.  

• According to definition demand deposits are a part of money supply. Therefore, 

by creating additional demand deposits bank create money.  

• Money creation depends upon two factors: Primary deposits and Legal Reserve 

Ratio (LRR). 

• Money Multiplier = 1/LRR  

• Total Deposit creation = Initial deposit X 1/LRR. 

 

The Working of money multiplier: 

 

Suppose (i) Initial Deposit = Rs. 1000   (ii) LRR = 20% 

 

As required, the bank keeps 20% ie Rs. 200 as cash reserve and lend the remaining Rs. 

800. Those who borrow, use the money for making payments. As assumed, those who 

receive these payments put the money back into their bank accounts. This creates a fresh 

deposit of Rs. 800. The bank again keep 20% ie Rs. 160 and lend Rs. 640. In this way, 

the money goes on multiplying leading to total money creation of Rs. 5000. 

 

       As, according to the formula, 

     Total money creation =1000 x 
1
20

100

 = 5000 

      Thus, total money or deposit creation = ₹5000 

Central Bank: 

 The central bank is an apex institution that controls and regulates the monetary and the 

entire banking system of a country. 

 

Functions of the Central Bank: 

 

1. Currency Issuing authority or Regulator of Currency: 

• The central bank is the bank of issue. It has the monopoly of note issue. 

Notes issued by it circulate as legal tender money.  

• It has its issue department which issues notes and coins to commercial banks.  



• Coins are manufactured in the government mint, but they are put into 

circulation through the central bank. 

•  The central bank is required by law to keep a certain amount of gold and 

foreign securities against the issue of notes.  

• The monopoly of issuing notes vested in the central bank ensures uniformity 

in the notes issued which helps in facilitating exchange and trade within the 

country.  

 

2. Banker, Fiscal Agent and Adviser to the Government: 

• As banker to the government, the central bank keeps the deposits of the central and state 

governments and makes payments on behalf of governments.  

•  It buys and sells foreign currencies on behalf of the government. 

• It keeps the stock of gold of the government. Thus, it is the custodian of government 

money and wealth 

•  As a fiscal agent, the central bank makes short-term loans to the government for a period 

not exceeding 90 days. It floats loans, pays interest on them, and finally repays them on 

behalf of the government. Thus, it manages the entire public debt.  

• The central bank also advises the government on such economic and money matters as 

controlling inflation or deflation, devaluation or revaluation of the currency, deficit 

financing, balance of payments, etc.  

 

3. Banker’s bank and supervisor: Being he apex bank, the central bank acts as the banker 

to other banks, it also regulates and supervises their proper functioning.  

As a banker to the banks, the central bank functions in the following way: 

i. Custodian of Cash Reserves of Commercial Banks:Commercial banks are 

required to keep reserves equal to a certain percentage of both time and demand 

deposits liabilities with the central banks. It is based on these reserves that the 

central bank transfers funds from one bank to another to facilitate the clearing of 

cheques. The central bank can provide additional funds on a temporary and short 

term basis to commercial banks to overcome their financial difficulties. 

ii. Lender of the Last Resort: 

• The central bank lends to such institutions to help them in times of stress 

to save the financial structure of the country from collapse.  

• It acts as lender of the last resort through discount house based on treasury 

bills, government securities and bonds. 

• Thus, the central bank as lender of the last resort is a big source of cash 

and also influences prices and market rates. 

iii. Clearing House: 

• As bankers’ bank, the central bank acts as a clearing house for transfer and 

settlement of mutual claims of commercial banks.  



• Since the central bank holds reserves of commercial banks, it transfers 

funds from one bank to other banks to facilitate clearing of cheques. 

• This department is known as the “clearing house” and it renders the 

service free to commercial banks. 

 

4. Custody and Management of Foreign Exchange Reserves: 

• The central bank keeps and manages the foreign exchange reserves of the country.  

• It is an official reservoir of gold and foreign currencies. It sells gold at fixed prices to the 

monetary authorities of other countries.  

• It also buys and sells foreign currencies at international prices. Further, it fixes the 

exchange rates of the domestic currency in terms of foreign currencies. 

•  Further, it manages exchange control operations by supplying foreign currencies to 

importers and persons visiting foreign countries on business, studies, etc. in keeping with 

the rules laid down by the government. 

 

5. Controller of Credit: 

• The most important function of the central bank is to control the credit creation 

power of commercial bank to control inflationary and deflationary pressures 

within this economy.  

• For this purpose, it adopts quantitative methods and qualitative methods.  

• Quantitative methods aim at controlling the cost and quantity of credit by 

adopting bank rate policy, Repo Rate, open market operations, and by 

variations in reserve ratios (Legal Reserve Ratios) of commercial banks. 

• Qualitative methods control the use and direction of credit. These involve moral 

suasion, selective credit controls and direct action.  

• By adopting such methods, the central bank tries to influence and control credit 

creation by commercial banks to stabilize economic activity in the country. 

 

Questions:  Discussion of case study related MCQ questions in the class 

------------------------------ 

 

 


