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N OTE:

1. Students are advised that this handout is m eant as a guide and as a short int roduct ion to the
m ain topic. I t should not be confused with course m aterial.

2. Students should t reat the handout as indicat ive out line as to how to approach the topic under
considerat ion. They are expected to build up their answers taking into considerat ion the
reference m aterial – given above and in the course – along with class notes, newspaper &
m agazines etc. Answers by the students should reflect an understanding of the theory and it ’s
im plicat ions in the current econom ic scenario incorporat ing recent changes, if any.
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CEN TRAL BAN K – FUN CTI ON S & I N STRUMEN TS

FUN CTI ON S OF CEN TRAL BAN K:

1. Monopoly of note creat ion: Note issue is the sole privilege of the cent ral bank of the count ry

and notes issued by it are considered to be full legal tender.

2. Bankers to the governm ent : The cent ral bank keeps the banking account of the governm ent . I t

perform s the sam e funct ion for the governm ent that the com m ercial banks perform for the

general public like accept ing governm ent deposit , collect ing cheque’s etc. I n addit ion, it m akes

loan – both ordinary and ext raordinary – to the governm ent . I t also plays a key role in

m anaging public debt and also acts as a financial advisor to the governm ent .

3. Bankers to other banks: The cent ral bank acts as a banker to other banks in three capacit ies –

( i) as a custodian to cash reserve of com m ercial bank ( ii) as a lender of the last resort and ( iii)

clearing house for set t lem ents and t ransfers

4. Cont rol of Credit : The cent ral bank using various inst rum ents cont rols the volum e and the

direct ion of credit . I t is the m ost im portant funct ion of the cent ral bank – as the price levels

and em ploym ent are direct ly dependent on the volum e of credit .

5. Maintenance of exchange rate: The cent ral bank of a count ry act ively keeps stable the foreign

exchange value of the hom e currency. A stable exchange rate – which is necessary for foreign

t rade – is m aintained by buying and selling foreign currencies in required volum e.

6. Custodian of nat ional reserve: Cent ral bank acts as a custodian of the nat ional reserves of

gold, precious m etals and foreign exchange.

7. Prom oter of econom ic developm ent : I n underdeveloped count r ies, the cent ral bank is also

forced to act as a purveyor of developm ent – by act ively engaging in developm ent of rural

credit and / or special financial credit . [ EXPLORE WHY THI S ROLE I S NECESSARY I N LDC’s AS

A SHORT NOTE ]

I N STRUMEN TS FOR CONTROL AN D REGULATI ON OF CREDI T:

a. QUAN TI TATI VE MEASURES

1. Bank Rate: Also known as “Discount Rate” – is the lending rate of the cent ral bank to other

com m ercial banks. I f the cent ral bank wants to check credit expansion, it raises the bank rate.

This forces the com m ercial banks to increase their lending rate to the public thereby increasing

the cost of credit for investm ent purposes. On the other hand it m akes savings an at t ract ive

opt ion and in the process it leads to curtailm ent of credit .
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2. Open m arket operat ions: Purchase and sale of governm ent securit ies and bonds in the capital

m arkets by the cent ral bank is known as “open m arket operat ions” . To curtail the expansion of

credit , the cent ral bank sells securit ies and bonds and to expand credit it buys securit ies and

bonds. Open m arket operat ions generally tend to be short tem in nature.

3. Statutory liquidit y rat ion(SLR) : Com m ercial banks are dictated by the cent ral bank to m aintain

a certain percentage of their assets in liquid form . This percentage is known as the statutory

liquidit y rat io. When the cent ral bank wants to curtail credit expansion it increases the SLR.

This in turn forces the com m ercial banks to keep a larger reserve and thus lim it the available

credit to the econom y.

4. Cash Reserve Rat io(CRR) : All the com m ercial banks are forced to m aintain a percentage of

their reserves with the cent ral bank. This percentage of reserve is known as CRR. When the

cent ral bank wishes to curtail credit it increases the CRR thereby forcing the com m ercial banks

to keep m ore reserves with the cent ral bank and thus reducing the am ount available for credit

to the econom y.

b. QUALI TATI VE MEASURES

5. Regulat ion of consum er credit : Cent ral bank m ay dictate the am ount of credit that can be

given to a financial inst itut ion and thus curtail credit .

6. Moral Persuasions: A fr iendly request by the central bank to other com m ercial banks to

regulate or expand credit is known as m oral persuasions.

7. Direct Act ion: Cent ral bank is also em powered to take coercive act ions against com m ercial

banks like refusing credit or refusing credit etc. When the cent ral bank takes such coercive

act ions the process is known as direct act ion.

8. Credit Rat ioning: Cent ral bank resorts to rat ion the am ount of credit available to the

com m ercial banks. This process is known as credit rat ioning.


