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Module-A:
Money and Monetary System

Q-01. What is money? What are the Characteristics/ Function of money? BPE-98™,
BPE-6™.

Or, Define money. Explain how money functions as a standard of deferred payments?
BPE-99",

Or, List two functions of money. BPE-6".

Money is a medium of exchange that facilitates trade and commerce by eliminating the

need for a barter system. It is widely accepted as a standard of value and means of payment
for goods and services. Money can take various forms, including physical currency (coins
and banknotes), digital currency, and other financial instruments like checks and
promissory notes. It also serves as a unit of account, providing a common measure for
valuing items, and as a store of value, allowing individuals to save and transfer purchasing
power from the present to the future.
Characteristics/Function of Money:
1. Medium of Exchange: Money acts as a universally accepted medium for buying
and selling goods and services, facilitating transactions.
2. Unit of Account: Money provides a common unit of measurement for pricing and
comparing the value of goods, enabling efficient economic calculations.
3. Store of Value: Money serves as a reliable repository of wealth, allowing
individuals to save their resources and retain their purchasing power over time.
4. Standard of Deferred Payment: Money allows for the settlement of debts and
obligations in the future, providing a trusted medium for deferred payments.

Q-02. What are the types or categories of money?

Or, What are different kinds of money mentioned in the monetary system? BPE-6".
Types or Categories of Money

Money can be categorized into different types based on its form and characteristics. In
Bangladesh, money mainly consists of coins, paper currency, and deposit money.

I. 'Coins (Token Money): Coins are metallic money issued by the government or
central bank. Modern coins are token money because their intrinsic or metallic
value is less than their face value.

2. Paper Currency: Paper currency consists of currency notes issued by the central
bank. These notes have no intrinsic value and are inconvertible, but they are
accepted as money because they are legal tender.

3. Deposit Money (Cheque Money): Deposit money refers to demand deposits kept
in banks against which cheques can be drawn. These deposits are transferred
through cheques and serve as a medium of exchange.
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4. Fiat or Legal Tender Money: Coins and paper currency are called fiat money
because they circulate by government order and must legally be accepted in
settlement of payments.

5. Credit or Fiduciary Money: Bank deposits are fiduciary or credit money because
they are accepted on the basis of trust and confidence in the banking system.

Q-03. Why do people have a demand for money? Which motive of demand for money
is influenced by income and which by rate of interest? BPE-97™

Or, What factors influence the demand for money in an economy? BPE-5",

Or, Define demand for money. Why do people hold money? BPE-6th

Or, Why general people will have demand for money? Which sort of demand for
money is influenced by income and which by rate of interest.

John Maynard Keynes identified three primary reasons why individuals and businesses
hold money instead of investing or spending it:

I.  Transaction motive: Money is held to facilitate daily transactions for goods and
services. Individuals need a certain amount of money readily available to cover
their immediate spending needs and engage in regular economic exchanges.

II.  Precautionary motive: Money is kept as a precautionary measure to handle
unexpected expenses or emergencies. It serves as a financial buffer, providing
individuals with a sense of security in case of unforeseen circumstances or
unplanned events.

III.  Speculative motive: Some individuals hold money with the intention of taking
advantage of potential investment opportunities. By maintaining a portion of their
wealth in cash or liquid assets, they can be prepared to seize favorable investment
prospects as they arise.

Putting the Three Motives Together

The formula is: Md/P =f (i, Y)

Where Md/P represents the real demand for money, i represents the nominal interest rate,
and Y represents the level of real income. This formula shows that the real demand for
money is influenced by the nominal interest rate and the level of real income.

The demand for money influenced by :

1. Income is the transactional demand. As income increases, people tend to engage
in more transactions, leading to a higher demand for money to facilitate those
transactions.

2. Rate of interest is the speculative demand. When interest rates are high,
individuals may choose to hold less money as it becomes more attractive to invest
in interest-bearing assets, reducing the demand for money.

Overall, the transactional demand is influenced by income, while the speculative demand
is influenced by the rate of interest.
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Q-04. Why is the unit-of-account function of money crucial to the operation of an
economy?
The unit-of-account function of money is crucial to the operation of an economy because:

1. Standardized Measure: Money provides a standardized measure for valuing
goods, services, and assets, enabling efficient resource allocation.

2. Price Determination: It establishes prices, reflecting the relative scarcity and
demand, allowing for informed decision-making by businesses and consumers.

3. Contractual Agreements: Money's unit of account enables clear and enforceable
contractual agreements, reducing ambiguity and disputes in transactions.

4. Economic Analysis: It facilitates the comparison of economic data over time,
aiding policymakers and businesses in assessing performance and making
informed decisions.

5. Smooth Exchange: Money's unit of account promotes smooth exchange by
providing a widely accepted and trusted medium, enhancing liquidity and
economic stability.

Q-05. Explain how money functions as a standard of deferred payments.

Money functions as a standard of deferred payments by providing a widely accepted
medium of exchange that allows people to postpone settling their debts or obligations.
When a transaction occurs where payment is delayed, money serves as a reliable unit of
account to measure the value of the debt or obligation. For example, if someone borrows
money from a bank to purchase a car, they agree to repay the loan over time. The amount
borrowed and the repayment terms are denominated in the currency of the country, such as
Bangladeshi Taka. The borrower and lender rely on the stability and acceptability of money
as a standard to determine the future value of the repayment. Money as a standard of
deferred payments provides certainty and facilitates economic transactions by allowing
parties to honor their obligations at a later time using a universally recognized medium of
exchange.

Q-06. a) Explain how money functions as a store of value. (b) Is money the only store
of value? (c) What is the difference between money as a store of value and the other
assets (d) Are long-term bonds a store of value?

Or, Explain how money functions as a store of value. What is the difference between

money and other assets in terms of storing the value? BPE-7".

a) Money functions as a store of value by preserving the purchasing power of wealth
over time. It provides individuals with a means to save and hold their wealth, protecting
it from erosion due to inflation. By storing money, individuals can retain their ability
to acquire goods, services, or assets in the future. Money's widespread acceptance and
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stability make it a reliable store of value. Additionally, money can be invested in
various assets like stocks, bonds, or real estate to

potentially grow its value further. Overall, money's function as a store of value
ensures the preservation and accessibility of wealth for future use.

b) No, money is not the only store of value. While money is a widely accepted and
commonly used store of value, there are other assets that can serve this purpose as well.
Examples include real estate, stocks, bonds, precious metals, and other commodities.
These assets can also preserve wealth and potentially appreciate in value over time,
offering alternative options for individuals to store their wealth and maintain its value.
¢)

Aspect Money as a Store of Value Other Assets

Liquidity | Highly liquid; easily used for May require conversion to cash for
transactions. use.

Stability | Value is relatively stable over Value can fluctuate (e.g., stocks,
time. gold).

Earning | Does not generate income or Can earn returns (e.g., dividends,

Potential | returns. rent).

Risk Low risk of loss in nominal Higher risk; value can decrease or
terms. vary.

d) Yes, long-term bonds can serve as a store of value by providing a stable and

predictable stream of income over an extended period. They offer the potential to
preserve wealth and maintain purchasing power, making them a reliable investment
choice for individuals and institutions seeking capital preservation and income
generation. However, factors like credit risk and market conditions should be
considered when assessing their suitability.

Q-07. What effect does inflation have on the use of money as a unit of account,
medium of exchange, a standard for deferred payment, and a store of value?

1. Unit of account: Inflation undermines money's role as a reliable unit of
measurement, as rising prices make it challenging to accurately assess and
compare economic values.

2. Medium of exchange: Inflation reduces the purchasing power of money, leading
to higher prices for goods and services. This can disrupt transactions and increase
the need for larger amounts of money, impacting the efficiency of exchanges.

3. Standard for deferred payment: Inflation erodes the value of money over time,
creating uncertainty for loans and contracts with fixed monetary terms,
disadvantaging lenders and borrowers alike.

4. Store of value: Inflation diminishes money's ability to retain purchasing power,
prompting individuals and businesses to seek alternative stores of value that offer
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better protection against rising prices, such as assets that historically outpace
inflation.

Q-08. Most of the time it is quite difficult to separate the functions of money. Money
performs its functions at all times, but sometimes we can stress one in particular.
For each of the following situations, identify which function of money is emphasized.
A. Tabinda accepts money in exchange for performing her daily tasks at her office,
since she knows she can use that money to buy goods and services.
B. Tashfi wants to calculate the relative value of oranges and apples, and therefore
checks the price of each of these goods quoted in currency units.
C. Tonmoy is currently married, He expects his expenditures to increase in the future
and decides to increase the balance in his savings (fixed deposits) account.

1. Medium of exchange. Tabinda emphasizes the function of money as a medium of
exchange when she accepts money for her daily tasks and plans to use it to
purchase goods and services.

2. Unit of account. Tashfi emphasizes the function of money as a unit of account
when comparing the relative value of oranges and apples by checking their prices
in currency units.

3. Store of value. Tonmoy emphasizes the function of money as a store of value by
increasing the balance in his savings (fixed deposits) account to accommodate
future expected expenditures. He is utilizing money as a means to preserve his
wealth and maintain its value over time.

Q-09. If central bank sells Government Treasury Bond through auctions, what will
be the impact of this auction on money supply? BPE-97'",

When a central bank sells government treasury bonds through auctions, it reduces the
money supply in the economy. Here's how it works:

1. Auction: The central bank sells government bonds to investors and banks.

2. Payment: These investors and banks pay for these bonds, using their cash.

3. Reduced Money in Circulation: When this cash is used to buy the bonds,-it
moves from the investors' and banks' hands to the central bank. This means there's
less money circulating among people and businesses.

4. Decreased Money Supply: With less money available in the economy, the overall
money supply decreases.

In summary, by selling these bonds, the central bank pulls money out of the economy,
leading to a reduction in the total amount of money available for spending and investment.

Q-10. Which of the Central Bank measures of the monetary aggregates — M1 or M2
is composed of the most liquid assets? Which is the larger measure?
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M1 is composed of the most liquid assets among the monetary aggregates. It represents the
narrowest measure of money supply and consists of the most liquid forms of money that
can be easily used for transactions. The components of M1 typically include physical
currency (coins and paper money) held by the public and demand deposits, which are funds
held in checking accounts that can be readily accessed.

On the other hand, M2 is a broader measure of money supply that includes all the
components of M1 along with additional assets that are slightly less liquid. M2 includes
savings deposits, time deposits, and money market mutual funds. While these assets are
still considered relatively liquid, they may have certain restrictions or require more time to
convert into cash compared to the components of M1.

In terms of size, M2 is typically larger than M1 since it encompasses a broader range of
assets. M2 reflects a broader definition of money supply, incorporating not only the most
liquid forms but also assets that are slightly less liquid but still considered part of the overall
money supply.

Q-11. What constitutes the monetary base? How does the central bank control the
monetary base? BPE-96™.
The monetary base, also known as the money base, consists of two main things:
1. Currency in Circulation: This is all the cash — like notes and coins — that is
held by the public.
2. Bank Reserves: This is the money that banks keep in their accounts at the central
bank. It's not in public circulation but is available for banks to use.
The central bank controls the monetary base in several ways:
e Printing Money: It can print more cash, increasing the currency in circulation.
e Open Market Operations: By buying or selling government bonds, the central
bank can increase or decrease bank reserves.
¢ Reserve Requirements: Changing the amount of money banks must hold in
reserve impacts how much they can lend out.
Through these methods, the central bank influences how much money is available in the
economy, either increasing or decreasing it as needed.

Q- 12. How money supply is measured? Compare and contrast MI and M2 money
supply. BPE-96'".
Money supply is the total amount of money available in an economy at a particular time.
It is measured using different categories based on liquidity, mainly M1, M2, and
sometimes M3.
e Ml includes the most liquid forms of money such as currency in circulation and
demand deposits.
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e M2 includes all of M1 plus savings deposits, small time deposits, and money
market funds.

Central banks use these measures to monitor and control the economy’s liquidity, inflation,

and monetary policy. The selection of category depends on how quickly the assets can be

converted into cash and used for transactions.
e Similarity: Both M1 and M2 are measures of the money supply in an economy,
used to understand the amount of money available.

Differences: Money supply is measured using different categories, mainly M1 and M2:

1. M1 Money Supply: This is the most liquid form of money and includes:
o Cash and coins in circulation (money held by the public).
o Demand deposits in banks (like checking accounts).
o Other deposits that are easily convertible to cash.

M1 focuses on money that is readily available for transactions.

2. M2 Money Supply: This includes everything in M1, plus:
o Savings deposits (like savings accounts).
o Time deposits under a certain limit (like certificates of deposit that are not

huge in amount).

o Liquidity: M1 is made up of the most liquid assets, meaning it's money that can be
quickly and easily used for transactions. M2 includes M1 plus other types of money
which are not as easily accessible for regular spending.

o Components: M1 is strictly currency and checking accounts. M2 expands on this by
including savings accounts, small time deposits, and non-institutional money market
funds.

o Purpose: M1 is often used to gauge the available liquid money for immediate spending
in the economy, while M2 is used to assess money that can be easily converted to cash
for spending, indicating the overall savings and investment potential in the economy.

Q-13. Clarify 2 (two) determinants of money supply. Can monetary authority/central
Bank directly control money supply? Explain. BPE-96™.
Two key determinants of money supply are:

1. 'Reserve Requirements: This is the minimum amount of cash that banks must hold
in reserve against their deposits. If the central bank raises the reserve requirement,
banks have less money to lend out, reducing the money supply. Lowering the
reserve requirement increases the money supply, as banks can lend more.

2. Open Market Operations: When the central bank buys government securities
(like bonds), it injects money into the banking system, increasing the money
supply. Conversely, when it sells these securities, it takes money out of circulation,
decreasing the money supply.

Can the Central Bank Directly Control Money Supply?
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Yes and no. The central bank can influence the money supply through tools like reserve
requirements and open market operations. However, it can't control it directly because the
money supply also depends on the behavior of banks and the public in borrowing, lending,
and spending money.

Q-14. What are the monetary aggregates? How narrow money (M1) is different from
broad money (M2)? BPE-97.

Monetary aggregates are measures used to assess the amount of money in an economy.
They help in understanding economic conditions like inflation, spending, and saving. The
two main types are Narrow Money (M1) and Broad Money (M2).

1. Narrow Money (M1): This includes the most liquid forms of money, which means
the money that is readily available for spending. M1 typically includes Currency
Outside banks, Deposits of Financial Institutions with Bangladesh Bank (except
DMBs), Demand Deposits with DMBs

2. Broad Money (M2): M2 includes all of M1 plus other forms of money that
are less liquid. This means the money in M2 is not as readily available for
immediate spending. It includes Time Deposits with DMBs.

The key difference between M1 and M2 is in their liquidity. M1 is immediately ready for
transactions, while M2 contains forms of money that take more time or effort to convert to
cash for spending.

Q-15. We must note two things about any measure of money supply. State those two
things.
Two important things to note about any measure of money supply are:

1. Definition and Composition: It is essential to understand the specific definition
and composition of the money supply measure being used. Different measures,
such as M1 and M2, include different components and assets in their definition.
Therefore, it is crucial to be aware of what assets are considered part of the money
supply in a particular measure.

2. Monetary Aggregates: Money supply measures, such as M1 and M2, are
categorized as monetary aggregates. These aggregates provide different levels of
liquidity and reflect varying ‘degrees of monetary assets' accessibility. It is
important to recognize that different monetary aggregates serve different purposes
and have different implications for the overall economy and monetary policy.

Q-16. What constitutes non-legal tender money and why are they called so?

Non-legal tender money refers to any form of currency or payment method that is not
recognized as an official means of payment by the government or central bank. These forms
of money are not legally mandated to be accepted for transactions and may lack the backing
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and support of the government. Examples of non-legal tender money include
cryptocurrencies like Bitcoin, private or community-based currencies, and alternative
payment systems.

They are called non-legal tender money because they do not hold the status of being an
officially recognized medium of exchange by the government. Without legal tender status,
these forms of money may have limited acceptance and may not enjoy the same level of
trust and widespread usage as official currencies issued by the government.

Q-17. What is a monetary standard?

A monetary standard is the accepted laws, practices and customs that define money in an
economy. That is, a monetary standard is what a country decides to use as money. It cold
be paper currency, gold, bricks, cows, or anything else accepted as medium of exchange.
A monetary standard refers to the established system or framework that defines the form
and value of money within an economy. It encompasses the laws, regulations, practices,
and customs that determine what is recognized and accepted as a medium of exchange. A
monetary standard can take various forms, such as paper currency, precious metals like
gold, or even non-traditional assets like cryptocurrencies. It provides a basis for
determining the value, stability, and trustworthiness of the currency in circulation, and it
serves as a foundation for economic transactions and financial systems within a country.

Q-18. Why demand deposits are included in the M1 definition of money?

Demand deposits are included in the M1 definition of money because they represent a
highly liquid form of funds that can be readily accessed for transactions. M1 is a narrow
measure of money supply that focuses on the most liquid and easily spendable forms of
money. Demand deposits, also known as checking account balances, are funds held in
banks that can be accessed by individuals on demand through various means like checks,
debit cards, or electronic transfers. As such, they serve as a medium of exchange and fulfill
the function of money in facilitating transactions. Including demand deposits in the M1
definition helps provide a comprehensive understanding of the readily available money
supply for day-to-day transactions in the economy.

Q-19. Does the money allow people to transfer purchasing power from the present to
the future? Explain. BPE-97™,
Yes, money allows people to transfer purchasing power from the present to the future.
Here's a simple explanation:
1. Saving Money: When you save money, you're keeping it to use later. For example,
if you don't spend your money today, you can spend it in the future.
2. Value Over Time: Money keeps its value over time. This means that the money
you have today will still be valuable in the future, allowing you to buy things later.
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3. Interest: When you save money in a bank, you often earn interest. This means the
bank pays you extra money for saving with them. So, you'll have more money in
the future than you saved initially.

4. Planning and Security: By saving money, you can plan for future expenses like
education, a house, or emergencies. It gives you financial security for the future.

In conclusion, money acts like a bridge between the present and the future. It helps you
keep your purchasing power safe until you need to use it later.

Q-20. What do you mean by Money Supply? How do you classify them? Why
interbank deposit is not included in the definition of money supply.

Or, What is money supply? Does money supply include interbank deposits? Why?
BPE- 97,

The supply of money refers to the total stock of monetary assets available within an
economy at a given time. It represents the quantity of money that individuals, businesses,
and institutions have access to for transactions and economic activities.

Money supply is typically classified into different measures or aggregates, such as MO,
M1, M2, and M3. These classifications are based on the level of liquidity and the types of
assets included in each measure.

MO is called Reserve Money or Monetary Base. It includes: Currency in
circulation (notes and coins held by public) and Bank reserves kept with the central
bank.

M1 represents the narrowest measure of money supply and includes highly liquid forms of
money, such as physical currency held by the public and demand deposits (checking
account balances).

M2 is a broader measure that includes all components of M1 along with additional assets
like savings deposits, time deposits, and money market mutual funds.

M3 is the broadest measure, encompassing M2 along with larger time deposits, institutional
money market funds, and other financial instruments.

Interbank deposits, which are funds held by banks in accounts with other banks, are not
included in the definition of money supply. They are considered more as interbank
liabilities and serve as internal accounting entries within the banking system rather than
directly accessible forms of money for the general public.

Q-21. What is meant by simple deposit multiplier?

Or, How do you define Multiple Deposit Creation Process?

The simple deposit multiplier refers to the maximum potential increase in the money
supply that can result from an initial deposit made into the banking system. It is determined
by the reserve requirement set by the central bank. The formula for the simple deposit
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multiplier is the reciprocal of the reserve requirement ratio. For example, if the reserve
requirement ratio is 10%, the simple deposit multiplier would be 1/0.1, or 10.

If the reserve requirement ratio is 10%, a $1,000 deposit can lead to a potential increase in
the money supply of up to $10,000. The bank holds 10% as reserves ($100) and lends out
the remaining 90% ($900). This process continues, creating a multiplier effect on the initial
deposit.

Q-22. Explain how banks create money through multiple deposit creation model.
Assume that reserve requirement is 10% and initial deposit is Tk. 100. BPE-99*",
Or, Briefly explain how banks create money? To what extent > a single bank can
create money ¢’? BPE-5',
Ans: Banks create money through a process called multiple deposit creation. This happens
when banks use a portion of deposits to make loans, which are then deposited back into the
banking system, creating additional deposits and expanding the money supply.
Given, Reserve requirement ( rr ) = 20%
Initial Deposit = Tk. 100
So,
AD = (1/tr)AR
=(1/0.10) x 100
= 1,000
e With a reserve requirement of 10%, banks must hold Tk. 10 for every Tk. 100
deposited.
e The remaining Tk. 90 can be lent out, and when it is redeposited in the banking
system, the cycle continues.
o This multiplier effect results in the creation of Tk. 1,000 in total deposits from the
initial Tk. 100 deposit.
A single bank can create money only to a limited extent. When a customer deposits
money, the bank keeps a portion as reserves (as required by the central bank) and lends out
the rest. This loaned amount may be spent and redeposited in the same or another bank,
but the original bank can lend only from its excess reserves. It cannot create multiple
rounds of money like the entire banking system. Therefore, its money creation is restricted
to the amount of excess reserves it holds. Full money multiplication requires the
participation of many banks in the banking system.

Q-23. Briefly discuss the commercial bank’s role in the process of the money supply.
[Hint: T-account or formula and reserve requirement.] 96,

Commercial banks play a crucial role in the money supply process. Here's a simple
explanation using the concept of a T-account and reserve requirement:
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1. Deposits: When people deposit money in a bank, that money is recorded in the
bank's T-account. A T-account is like a simplified ledger showing deposits (assets)
on one side and loans (liabilities) on the other.

2. Reserve Requirement: Banks are required to keep a certain percentage of deposits
as reserves. This is known as the reserve requirement. For example, if the reserve
requirement is 10%, and you deposit $100, the bank must keep $10 and can lend
out $90.

3. Creating Money: When the bank lends out $90, this money goes into the
economy, increasing the money supply. The original $100 remains in your
account, and the $90 becomes new money in someone else’s account.

Q-24. Can crypto currency Bitcoin be an alternative to cash currency? Discuss. BPE-
97,
Bitcoin, a type of cryptocurrency, could be an alternative to cash currency, but there are
some key points to consider:
1. Digital Nature: Bitcoin is entirely digital and operates independently of a central
bank. This makes transactions fast and borderless.
2. Volatility: Bitcoin’s value can change rapidly, unlike stable cash currencies. This
makes it risky for everyday use like buying groceries.
3. Limited Acceptance: Not all businesses accept Bitcoin. Its use is more common
in online transactions than in regular stores.
4. Anonymity and Security: Bitcoin offers more privacy in transactions, but it also
raises concerns about illegal activities and less consumer protection.
5. No Physical Form: Unlike cash, Bitcoin doesn’t exist in a physical form, which
might be a barrier for some users.
In summary, while Bitcoin has potential as an alternative to cash, its volatility, limited
acceptance, and digital-only nature present challenges for widespread use.

Q-25: Discuss the “Quantity Theory of Money” — its implications and limitations
BPE-6™.

The Quantity Theory of Money explains that the general price level in an economy is
determined mainly by the supply of money. The theory is expressed through the equation:
MV =PY,

where M is the money supply, V is the velocity of money, P is the price level, and Y is the
real output.

The theory assumes that V (velocity) and Y (output) remain constant in the short run.
Therefore, any increase in the money supply (M) leads to a proportionate increase in the
price level (P). This means that inflation is essentially a monetary phenomenon caused by
excessive money supply. Hence, controlling money supply becomes an important
responsibility of the central bank to ensure price stability.

Implications:
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The theory suggests that continuous increase in money supply will cause continuous
inflation.

It highlights the importance of monetary policy as a tool to maintain price stability.

It explains long-run inflation trends by linking them directly to growth in money supply.
It emphasizes that stable money growth is essential for stable economic growth.
Limitations:

Velocity of money is not constant in reality; it changes with technology, financial
innovation, and economic confidence.

Real output does not remain fixed; increases in productivity may offset the effect of money
supply growth.

Inflation can arise from non-monetary factors such as supply shocks, cost-push pressures,
import price rises, and structural issues.

The theory oversimplifies price determination by ignoring wage rigidity, market
imperfections, and short-run fluctuations.

In conclusion, the Quantity Theory gives a clear explanation of the link between money
supply and price level but cannot fully explain inflation in a complex modern economy.

Q-26. What policy tools Bangladesh Bank may use to tame inflation? BPE-99'",
1. Increasing Policy Rates (Bank Rate):
o Raising the interest rates discourages borrowing and reduces money supply in
the economy.
2. Open Market Operations (OMO):
o Selling government securities absorbs excess liquidity from the market.
3. Variable Reserve Requirements:
o Increasing cash reserve ratio (CRR) or statutory liquidity ratio (SLR) forces
banks to hold more reserves, reducing their lending capacity.
4. Moral Suasion:
o Persuading banks to adopt tighter credit policies to control excess money
flow.
5. Exchange Rate Management:
o Stabilizing currency value to manage imported inflation by controlling
exchange rate fluctuations.
By using these tools, Bangladesh Bank can reduce excessive demand, stabilize prices, and

maintain economic balance.

Q-27. How to you define monetary system? What are the constituents of monetary
system? How come it is different from financial system?
Or, What are the constituents of monetary system? BPE96".BPE-6"
A monetary system refers to the framework and institutions that govern the creation,
distribution, and management of money within an economy. It encompasses the set of
rules, policies, and mechanisms through which a country's currency is issued, circulated,
and regulated.
The constituents of a monetary system include:

1. Central Bank: The central bank plays a pivotal role in overseeing and
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implementing monetary policies, controlling the money supply, maintaining price
stability, and regulating financial institutions.

2. Currency: The physical notes and coins, as well as digital representations of
money, form the currency component of the monetary system.

3. Commercial Banks: Banks provide essential functions such as accepting deposits,
granting loans, facilitating payments, and creating credit, which contributes to the
overall money supply.

4. Monetary Policy: Policies set by the central bank to influence interest rates, credit
availability, and money supply in order to stabilize the economy and manage
inflation.

On the other hand, the financial system is broader and encompasses all institutions,
markets, and instruments involved in the intermediation of funds, investment, and risk
management. While the monetary system focuses specifically on money and its regulation,
the financial system extends to areas like capital markets, insurance, securities, and other
financial instruments beyond the scope of money supply and central bank control. The
financial system operates within the framework set by the monetary system but has a more
comprehensive reach in facilitating financial transactions, allocating resources, and
managing financial risks.

Q-28. What are near monies?

Or, What is near money? Give at least two examples. BPE-5™,

Near money refers to highly liquid financial assets that are easily convertible into cash but
are not directly used for transactions like physical currency or checking accounts. These
assets serve as close substitutes for money due to their stability and quick convertibility,
though they typically earn some interest. Common examples include savings accounts,
short-term government securities, and money market funds. While near money provides
liquidity and safety, it lacks the immediate spending power of cash. Central banks and
economists consider near money when analyzing money supply, as it influences economic
stability and monetary policy decisions by affecting spending and investment behaviors in
the economy.

Examples:
1. Savings accounts — Money is safe and easily withdrawn, but you can't pay directly
with it.
2. Treasury bills (T-bills) — Short-term government bonds that can be sold for cash
fast.

Q-29. Does liquidity support from Bangladesh Bank to Commercial bank over a long
period is good deed for stable banking industry? Discuss.BPE-98™.
Providing long-term liquidity support from Bangladesh Bank to commercial banks
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can have both positive and negative impacts on the stability of the banking industry.
Positive Aspects:
1. Financial Stability: It helps prevent bank failures and systemic crises by ensuring
that banks have enough liquidity to meet their obligations during times of stress.
2. Maintaining Confidence: By offering support, Bangladesh Bank instills
confidence in depositors and investors, preventing bank runs and maintaining
stability in the banking sector.
3. Economic Growth: Access to long-term liquidity can enable banks to continue
lending to businesses and individuals, supporting economic growth.
Negative Aspects:
1. Moral Hazard: Banks may become overly reliant on central bank support, leading
to riskier behavior and poor risk management practices.
2. Distorted Market Signals: Long-term support may mask underlying weaknesses
in the banking sector, delaying necessary reforms.
Overall, while providing liquidity support can help stabilize the banking industry in the
short term, it's important to address underlying issues and ensure that banks operate
prudently to maintain long-term stability.

Q-30. What do you mean by Price of Money?

Or, What is the price of money and how it is determined? BPE-99".

Rate of interest is known as price of Money. In a market-oriented banking system, price of
money or rate of interest is determined by intersection between demand for money (M)
and supply of money (M®) as shown below graphically:

MS> MS MS!

|

- T

%MD'

MP

To understand changes in interest rate, we must understand what causes the demand and
supply curves for money to shift. Two factors cause the demand for money to shift: income
and price level. According to John Mayard Keynes, there are two reasons why income
would affect the demand for money. First, as an economy expands and income rises, wealth
increases and people will want to hold more money as a store of value.

Second, as the economy expands and income rises, people will want to carry out more
transactions using money as a medium of exchange, with the result that they will also want
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to hold more money. On the other hand, when price level rises, the same nominal quantity
of money is no longer as valuable, it cannot be used to purchase as many real goods or
services. To restore their holding of money in real terms to the former level, people will
want to hold a greater nominal quantity of money.

In regard to supply of money, it is completely controlled by the central bank. Unlike usual
upward sloping supply curve, the money supply curve is vertical, as central banks are not
motivated by nominal profit, rather they are motivated by national interest. Therefore, an
increase (decrease) in the money supply engineered by the central bank will shift the supply
curve for money to the right (left).

Q-31. What will happen to the price of money (interest rate) if money supply
decreases (show in graph)? BPE-5",

When the money supply decreases, there is less money available in the economy. As a
result, people and businesses compete more to borrow the limited money. This increases
the price of money, which is known as the interest rate.

According to the money market model, the supply of money is shown by a vertical line
(fixed by the central bank), and the demand for money is downward sloping. When supply
shifts leftward, it creates a new equilibrium at a higher interest rate. This discourages
borrowing and spending, helping to reduce inflation.

Graph Description:

I'll now generate a labeled graph showing this effect.

Effect of Decrease in Money Supply on Interest Rate

12+ —— Money Demand (MD)
—— Money Supply (MSa)

——- Money Supply (MS:z)
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The graph shows how a decrease in money supply (shift from MSi: to MS:) leads to a rise
in the interest rate (the “price” of money). Let me know if you need this in PDF format or
want to include it in a document.

Q-32. Roles of Bangladesh Bank to Strengthen Interbank Cooperation and Build a
Vibrant Secondary Money Market.
1. Improve Interbank Settlement Infrastructure: BB should further strengthen
RTGS, BACH, and NPS to ensure fast, secure, and uninterrupted settlement of
interbank transactions. Efficient settlement boosts liquidity and market confidence.
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2. Enhance Transparency and Information Flow: Regular publication of call
money rates, liquidity positions, market volumes, and policy signals will help
banks make informed decisions and improve market efficiency.

3. Strengthen Repo and Reverse Repo Operations: Active liquidity management
tools—such as repo auctions, reverse repo windows, and standing facilities—
should be used to ensure smooth short-term liquidity in the interbank market.

4. Strengthen the Primary Dealer (PD) System: BB should encourage more active
participation of PDs in buying/selling government securities, which boosts
secondary market trading and interbank cooperation.

5. Reduce Regulatory Bottlenecks: Simplified guidelines on interbank lending,
exposure limits, documentation, and compliance requirements will encourage
more active interbank transactions.

6. Capacity Building for Treasury Personnel: By arranging training on treasury
operations, risk management, RTGS usage, FX settlement, and market
behaviour, BB can enhance the professional competence of banks.

7. Provide Clear Liquidity Outlook and Policy Signals: Forward guidance on
liquidity conditions helps banks manage short-term funds more efficiently and
encourages greater use of the secondary money market.

Q-33. Write down Keynesian money demand function and explain. BPE-98™,
The Keynesian money demand function, proposed by economist John Maynard Keynes, is
represented as:
Md=k-YM_d =k \cdot YMd=k-Y
Where:

e MdM dMd represents the demand for money.

e kkk is the proportion of income held as money.

e YYY denotes income or output.
Keynes argued that people hold money for transactions and precautionary purposes, and
the demand for money is positively related to income. As income rises, individuals and
businesses tend to hold more money to facilitate transactions and cover unforeseen
expenses. The parameter kkk reflects the proportion of income that individuals choose to
hold as money. According to Keynes, changes in the money supply, which influence
interest rates, have limited impact on money demand in the short run, as individuals adjust
their spending and saving behavior gradually in response to changes in income.

Q-34. Does slow growth of demand and time deposit indicates bad/good signal for
economy? Explain. BPE-98'",

A slow growth of demand and time deposits can indicate both positive and negative signals
for the economy, depending on the underlying factors.
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Negative Signal:

1. Economic Weakness: Slow growth may suggest subdued consumer and business
confidence, reflecting weak economic activity and investment.

2. Low Interest Rates: Persistently low deposit growth may indicate low returns on
savings, discouraging saving and potentially hindering investment and economic
growth.

Positive Signal:

1. Economic Stability: Slow growth may reflect stable economic conditions, where
consumers and businesses are confident in the future and have less need to hold
onto liquid assets.

2. Investment Opportunities: It may suggest that individuals and businesses are
investing more in productive assets rather than holding cash, potentially fueling
long-term economic growth.

Overall, while slow deposit growth may initially raise concerns, a deeper analysis of
economic conditions is necessary to determine its implications accurately.

Q-35. What is inflation? Define demand-pull and cost-push inflation. BPE-5"".BPE-
7,

Or, Explain the major demand-side and supply-side causes of inflation in an emerging
economy like Bangladesh. BPE-7™,

Inflation means that the prices of goods and services in an economy are going up over
time. As prices rise, the value of money falls, so you can buy less with the same amount of
money. For example, if a loaf of bread costs 50 taka today and 55 taka next year, that's
inflation. A little inflation is normal in a growing economy, but too much can make life
harder because things become more expensive quickly. It can happen when demand is high
or when the cost of making things goes up.

Demand-pull inflation happens when people in the economy want to buy more goods and
services than are available. When demand is higher than supply, sellers raise prices. This
often occurs in a growing economy where people have more money to spend.

Cost-push inflation happens when the cost of making goods and services goes up. This
could be due to higher prices for raw materials, wages, or fuel. Businesses then raise their
prices to cover these higher costs.

Demand-side causes:
1. Government Spending: Higher government expenditure increases overall
demand in the economy and pushes prices upward.
2. Credit Expansion: Rapid bank lending increases money supply and purchasing
power, which raises demand for goods and services.
3. Remittance Growth: Higher remittance inflow increases household income and
consumer spending in the economy.
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4. Private Consumption: Increased consumer and business spending creates excess
demand and causes inflation.
Supply-side causes:
1. Fuel Price Rise: Higher fuel and energy prices increase production and
transportation costs.
2. Currency Depreciation: Depreciation of local currency makes imported goods
and raw materials more expensive.
3. Natural Disasters: Floods and natural disasters reduce agricultural production
and create shortages of essential goods.
4. Import Cost Increase: Higher global prices of commodities and raw materials
increase overall production costs.
These factors together increase the general price level in Bangladesh.

Q-36. How does the central bank use reserve ratio to reduce inflation? BPE-5,

The central bank uses the reserve ratio to reduce inflation by controlling the amount of
money banks can lend. When inflation is high, the central bank increases the reserve ratio,
which means banks must hold more money in reserves and cannot lend as much. This
reduces the money supply in the economy because fewer loans are created. With less
money available, spending and demand for goods and services decrease, which helps lower
prices and curb inflation.

For example, if the reserve ratio is raised from 10% to 15%, banks must keep more funds
idle, limiting their ability to create new deposits (money). This contraction in money supply
slows economic activity and reduces inflationary pressures. The process is part of monetary
policy tools aimed at stabilizing prices.

Q-37.Discuss the potential trade-off and challenges a central bank faces when
simultaneously pursuing the objectives of “price stability” and “full
employment”.BPE-7".

A central bank has two important goals—maintaining price stability and ensuring full
employment. However, achieving both at the same time is not easy because there is often
a trade-off between them.

Trade-off: When the central bank tries to control inflation (price stability), it usually
increases interest rates and reduces money supply. This makes-borrowing costly, so
investment and business activities decrease. As a result, job creation slows down and
unemployment may increase.

On the other hand, when the central bank wants to increase employment, it reduces interest
rates and increases money supply. This encourages investment and spending, which creates
more jobs. But too much demand in the economy can push prices up, causing inflation.
So, controlling inflation and increasing employment together becomes difficult, especially
in the short run.

Challenges faced by the central bank:
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First, the central bank faces a policy dilemma in deciding which objective to prioritize at
a given time.

Second, monetary policy takes time to affect the economy, so results are not immediate.
Third, external factors like global price rise, exchange rate changes, and supply shocks
make policy decisions more complex.

Fourth, people’s expectations about future inflation also influence current prices, making
control more difficult.

Fifth, structural problems such as weak labor market and low productivity limit
employment growth even when policies are supportive.

Conclusion: Therefore, the central bank must carefully balance its policies and use proper
judgment to achieve both stable prices and sustainable employment in the economy.

Q-38: “Central bank is the leader of last resort” — Please explain. BPE-6'".

The central bank is called the lender of last resort because it provides urgent financial
support to commercial banks when they face a serious shortage of funds. If a bank suddenly
cannot meet withdrawal requests from its customers or fails to borrow money from other
banks, the central bank steps in and supplies short-term loans.

This emergency lending prevents the bank from collapsing and protects the money of
depositors. It also stops panic from spreading to other banks, which could otherwise create
a wider financial crisis. By offering this support only in exceptional situations, the central
bank helps maintain stability, confidence, and smooth functioning of the entire banking
system.

In this way, acting as the lender of last resort is one of the most important responsibilities
of a central bank to safeguard overall financial stability.

Mathematical Problem

Q-01. From the following list of items, indicate if they are in M1, M2 or neither: BPE-
97,

Serial No. Items Amount (BDT)
1. Line of credit with your bank 50,000
2. Money in your pocket 10,000
3. Money in your checking account 20,000
4. An FDR issued from your bank 50,000
5. Value of traveler’s check in you have. 1,500
6. A Sanchay Patra is purchased from Bangladesh bank 1,00,000
Answer:
SL NO | Items M1 M2
01 Line of Credit with Your Bank -
02 Money in Your Pocket 10,000.00 10,000.00
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03

Money In your Checking Account

20,000.00

20,000.00

04

An FDR Issued from your bank

50,000.00

05

Value of Traveler’s Check in you have

1,500.00

1,500.00

06

Sanchay Patra is purchased from Bangladesh
Bank

Total

31,500.00

81,500.00

Q-02.1. Master Formula to solve M1 and M2
As per BB: M1 = Currency outside Bank + Demand Deposits + Deposit with BB other
than DMBs/ Deposit of Financial Institutions with Bangladesh Bank (Except DMBs)
Here, Currency outside Bank = Currency in circulation - Currency in tills of DMBs

And, Currency in circulation = Bangladesh Bank (BB) Notes + Government Notes & Coins

Now, we will explain above formula from BB website:

Current money supply

(Taka in million)

Percentage

Changes
Components Oct, 2025 Sep, 2025 Oct, 2024 j(’f: Lol
25 z
over
1. Currency Outside banks 2704497 2747242 2778107 1.56 2.65
y sits ancis s s w = ades!
2. Deposits of rmdncld\ Institution .Nllh Bangladesh 5141 5184 ag28 _0.83 6.48
Bank (except DMBs)*
3. Demand Deposits with DMBs* 1951535 1956548 1945812 -0.26 0.29
4. Time Deposits with DMBs* 17289681 17190897 15606363 0.57 10.79
5. Money Supply (M1) (1+2+3) 4661173 4708974 4728747 -1.02 -1.43
6. Money Supply(M2) (4+5) 21950854 21899871 20335110 0.23 7.95
SELECTED ECONOMIC
(Money &
Currency in Circulation Deposits with
Currency %u:i:f:;y From
End of Bangladesh | Government in Tills of B From From
Period Bank (BB) Notes & Total (1+2) DMBs (3o B Govern-
Notes Coins ment Demand
Deposits
1 2 3 4 s 6 T s
2009-10 49947 3 518.1 50465 4 43083 461571 F9T1L5 20181.1 41621.8
2010-11 599155 611.4 605269 5731.8 54795.1 94820 249198 48106.2
2011-12 64200.7 695.8 648965 6479.4 584171 119922 315742 51060.4
2012-13 746336 738.7 F53723 7819.4 67552.9 167492 37251.7 557365
INDICATORS TABLE-IA (Contd.)
Banking) (Taka in crore)
Deposit Money Banks (DMBSs) Monetary Aggregates
Deposits
Others Total with BB Narrow Broad Broad
(excluding | other than Reserve Money Money Mone
Time inter-bank) DMBs Money (M1) (M2) (M3)y
Deposits | Total (879) (7+10) (5+8+12) (9+14)

o 10 11 12 13 14 1s 16
2750428 316664.6 336845.7 2094 741428 879883 363031.1 4293372
337418.9 385525.1 410444.9 199.8 89734.4 103101.1 440520.0 510456.4
407388.1 458448.5 490022.7 243.9 978027 109721.4 517109.5 589840.4
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Q-02.02. From the following information, measure the monetary aggregates of M1
and M2: BPE-96™

Items Value as of December 2022 (Billion taka)

Currency in circulation 2923.60
Currency in tills of DMBS 241.80
Demand deposits 1837.40
Other checkable deposits 6.20
Time deposits 13054.30
Money market mutual fund 10.50

Ans:

e Mi1: Currency in Circulation - Currency in tills of DMBS + Demand Deposits +
Other Checkable Deposits.
o M1 =2923.60—241.80 + 1837.40 + 6.20 = 4,525.40 billion taka.

e Mz2: M1 + Time Deposits + Money Market Mutual Funds.
o M2=4,52540+ 13054.30 + 10.50 = 17,590.20 billion taka.

Q-03. From the following information measure the monetary aggregate of M1 & M2:

Items Value (in millions)
Currency 75
Demand Deposit 25
Checkable Deposits/Currency in Deposit money in Banks (DMBS) 25
Traveler’s Checks 10
Saving deposits 125
Small-denomination time deposits 75
Non institutional money market mutual fund shares 50
Money market deposit accounts 25

M1 = Currency + Demand Deposits + Checkable Deposits + Travelers Cheque
=75+25+25+10
=135

M2 =M1 + Savings Deposits + Time Deposits + Non institutional money market mutual
fund shares + Money market deposit accounts
=135+ 125 + 75 +50+ 25
=410
Q-04. Calculate the amount of the time deposits when narrow money of around BDT
450 crore is 30% of broad money as on 30 June 2023. Calculate the amount of currency outside
banks if demand deposit is almost 60% of M1 on the same date. BPE-97,
Given that,
Narrow Money = BDT 450 Crores.
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Narrow Money is 30% of Broad Money.
So, Broad Money is = (450/30%) = 1,500 Crores.
We know that, Broad Money (M») = Narrow Money (M) + Time Deposits
Or, Narrow Money (M) + Time Deposits = Broad Money (M>)
Or, Time Deposits = Broad Money (M>) - Narrow Money (M)
Or, Time Deposits = BDT (1,500 — 450) Crores
= BDT 1,050 Crores.
Further Given that,
Demand deposits is 60 % of M; (Narrow Money)
So, Demand deposits = 450 crores * 60%
=270 crores,
We Know that,
Narrow Money (M) = Demand Deposits + Currency Outside Banks
Or, Demand Deposits + Currency Outside Banks = Narrow Money (M)
Or, Currency Outside Banks = Narrow Money (M) - Demand Deposits
Or, Currency outside banks = 450 crores — 270 crores
= BDT 180 crores.
Q-05.01: If Narrow Money is 25% of Broad Money, which was around Tk. 440,528
crore as on June, 2011, then what was the amount of time deposits as on the same
date? If demand deposit was almost 50% of M1, then what was the amount of
currency outside banks?
Given that,
Narrow Money = BDT 440,528 Crores.
Narrow Money is 25% of Broad Money.
So, Broad Money is = (440,528/25%) = 1762,112 Crores.
We know that,
Broad Money (M) = Narrow Money (M) + Time Deposits
Or, Narrow Money (M) + Time Deposits = Broad Money (M)
Or, Time Deposits = Broad Money (M>) - Narrow Money (M)
Or, Time Deposits = BDT (1,762,112— 440528) Crores
= BDT 1,321,584 Crores.
Further Given that,
Demand deposits is 50 % of M; (Narrow Money)
So, Demand deposits = 440,528 crores * 50%
= 220,264 crores,
We Know that, Narrow Money (M) = Demand Deposits + Currency Outside Banks
Or, Demand Deposits + Currency Outside Banks = Narrow Money (M)
Or, Currency Outside Banks = Narrow Money (M) - Demand Deposits
Or, Currency outside banks = 440528 crores — 220,264 crores
= BDT 220,264 crores.
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Q-05.02. As of June 2024, narrow money (M) constitutes 20% of broad money (M),
which was reported to be Tk. 4,20,680 crore. If demand deposits make up nearly 50% of M.
and you are given that time deposits account for a certain percentage of broad money, how
would you calculate the currency outside banks? What are the implications of a large portion
of demand deposits on the overall liquidity in the financial system? Additionally, explain the
role of time deposits in determining the stability of money supply and its impact on the
inflationary pressure.
Ans: Given that , As of June 2024
Broad Money (M2) = 4,20,680 Crore
Narrow Money (M1) = 20% of M2
Deman Deposit (DD) = 50% of M1
Currency Outside Bank (COB) =?
Therefore,
M1 =4,20,680 X 20% = 84,136 Crore
DD = 84,136 X 0.5 = 42,068 Crore
We Know that, Narrow Money (M) =
Or, Demand Deposits + Currency Outside Banks = Narrow Money (M)
Or, Currency Outside Banks = Narrow Money (M) - Demand Deposits
So, Currency outside banks = (84,136 — 42,068) crores
= 42,068 crores.

A large share of demand deposits increases liquidity in the financial system because these
deposits can be withdrawn or transferred instantly. High liquidity improves transaction
efficiency and supports economic activity. However, excessive liquidity may also create
inflationary pressure if money supply grows faster than production.

In contrast, time deposits are locked for a fixed period and cannot be withdrawn immediately.
They reduce short-term liquidity and make the money supply more stable. A higher share of
time deposits helps control sudden expansion of money, thereby reducing inflationary pressure
in the economy.

Q-06. Suppose, Bangladesh economy has the following forms of money:

(Amount in Billion Taka)
Currency in circulation 2,778
Reserves of DMBs 3,693
Demand deposits 1,946
Time deposits 15,606

Calculate Monetary Base (Mo), M1, M2 and Money Multiplier (m). BPE-5™,
Ans: We know,

Monetary Base (MO0) = Currency in circulation (C) + Reserve of DMBs (R)
M1 = Currency in Circulation (C) + Demand Deposit

M2 =M 1 + Time Deposit

Therefore,

MO = (2,778 + 3,693) = 6,471 billion taka

M1 = (2,778 + 1,946) = 4,724 billion taka

Page |27



MetaMentor Center, Unlock Your Potential Here

M2 = 4,724 + 15,606 = 20,330 billion taka
Money Multiplier (m) for M2 = M2/M0= 20,330/6,471 = 3.14

Q-07. Imagine that an economy has the following monetary aggregates at the end of
31-12-2023:

Currency Outside Banks (COB) M; M;

Tk. 85,000 Tk. 2,35,000 Tk. 7,45,000
On 01-01-2024, the following transactions were executed:

(i) Encashment of an FDR worth Tk. 1,00,000 of that Sanchay Patra worth Tk. 50,000
was purchased from BB and rest of the Tk. 50,000 was deposited in a current account.
(ii) Withdrawal of Tk. 15,000 from a savings account and kept that in cash.
(iii) Cash out transaction of Tk. 20,000 with an MFS agent [MFS maintains a trust and
settlement account with schedule bank.] Calculate COB, M; and M; monetary aggregates
at the end of 01-01-2024. BPE-99".

Ans:
Date Currency Outside Ml M2
Banks

31/12/2023 85,000.00 2,35,000.00 7,45,000.00
1 +50,000.00 -1,00,000.00+50,000.00
2 +15,000.00 +15,000.00 -15,000.00+15,000.00
3 +20,000.00 -20,000.00+20,000.00

01/01/2024 1,20,000.00 3,00,000.00 6,95,000.00

Buying a Sanchay Patra from Bangladesh Bank excludes from money supply measures
MFS maintains trust and settlement account with banks. Its nature is like a current account
(Part of M1).
Alternative solution:
We know, M1= COB+DD and M2-M1+T
So, DD=M1-COB= 2,35,000-85,000 =,1,50,000
TD= M2-M1 = 7,45,000-,2,35,000 = 5,10,000
Now as of 01/01/2024, COB= 85,000+15,000+20,000 = 1,20,000
DD= 1,50,000+50,000-20,000= 1,80,000
TD= 5,10,000-1,00,000-15,000 =3,95,000
Therefore, M1 = 1,20,000+1,80,000=,3,00,000
M2=3,00,000+,3,95,000 =6,95,000

Q-08. Suppose the following table shows different forms of money of Bangladesh
Economy:(Billions of Tk.)
| | 2020 2021 2022 |
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Currency Outside Bank 1840 1850 1865
Demand deposit 1944 1960 1986
Current deposit 1362 1358 1376
Savings deposit 57801 5968 6105
Time deposit 4212 4794 57901

(i) Calculate M1, and M2, money supply for each year and growth rate of M1, and
M2, from the previous year.

(ii) Why are the growth rates of M1, and M2, different? Explain

(Billion Tk.)

2020 2021 2022
Currency Outside Bank 1840 1850 1865
Demand deposit 1944 1960 1986
Current deposit 1362 1358 1376
M1 5146 5168 5227
Savings deposit 5780 5968 6105
Time deposit 4212 4794 5790
M2 15138 15930 17122

Current Year Money Supply—Previous year Money Suppl,
Growth rate of Money supply = . ke d o d 4 Y2UPPY %100

Previous year Money Supply

5168 — 5146

M1 growth for 2021 = —s1c " 100 = 0.427517%
5227 — 5168

M1 growth for 2022 = T sles * 100 = 1.1416%
15930 — 15138

M2 growth for 2021 = 5138 * 100 = 5.2318%
17122 — 15930

M2 growth for 2022 = 15930 * 100 = 7.4827%

ii. M1 and M2 have different growth rate because M1 is a more liquid measure of money
supply. M2 contains some components that are not so liquid.

Q-09: The Bangladesh Bank published the following macroeconomic data for the
fiscal year 2024-25: BPE-7™,

Indicator Value (Tk. in billions)
Currency in circulation (C) 2,800

Demand Deposits (DD) 4,200

Time Deposits (TD) 9,500

GDP at current market prices 42,000

Net Foreign Assets (NFA) of the banking system 1,200
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(a) Calculate the money supply in 2024-25. (4)

(b) Calculate the standard monetization ratio. (3)

(¢) Calculate the adjusted monetization ratio. (3)

Given that, (Tk. in billion):

Currency in Circulation (C) = 2,800

Demand Deposits (DD) = 4,200

Time Deposits (TD) = 9,500

GDP at Current Market Prices = 42,000

Net Foreign Assets (NFA) = 1,200

(a) Calculation of Money Supply:

Money supply means the total amount of currency, demand deposits and time deposits
available in the economy. Broad money supply is measured by M2.

M2=C+DD+TD

= 2,800 + 4,200 + 9,500

= Tk. 16,500 billion

Therefore, the money supply in 2024-25 was Tk. 16,500 billion.

(b) Calculation of Standard Monetization Ratio:

The standard monetization ratio shows the proportion of broad money supply to GDP.
Standard Monetization Ratio = (M2 + GDP) % 100

= (16,500 + 42,000) x 100

=39.29%

=39.3%

Therefore, the standard monetization ratio was 39.3%.

(c) Calculation of Adjusted Monetization Ratio:

The adjusted monetization ratio is calculated by deducting Net Foreign Assets from broad
money supply and dividing the result by GDP.

Adjusted Monetization Ratio = [(M2 — NFA) + GDP] x 100

=[(16,500 — 1,200) + 42,000] x 100

= (15,300 +42,000) x 100

=36.43%

=36.4%

Therefore, the adjusted monetization ratio was 36.4%.

Q-10: a) Suppose the interest rate of a taxable corporate bond is 12.5% and the
marginal tax rate is 40%. A tax-free municipal bond with a rate of 9.25% is also
available to buy. Which security would you choose to buy? Why?

(b) A commercial bank, facing a temporary liquidity crunch, approaches Bangladesh
Bank and borrows Tk. 500 crore through repo at 6.25% for 7 days. Compute the repo
interest payable. BPE-7',
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a) Formula:

After-tax return = Interest rate x (1 — Tax rate)

Calculation:

=12.5% % (1 —0.40)

=12.5% x 0.60

=7.5%

Tax-free municipal bond return = 9.25%

Comment : Since the after-tax return of the corporate bond (7.5%) is lower than the tax-
free return of the municipal bond (9.25%), the investor should choose the tax-free
municipal bond. Because it provides a higher effective return after tax, making it a better
investment option.

b) Given that,
Principal (P) = Tk. 500 crore
Rate (R) = 6.25% p.a.

Time (T) =7 days = Lyear

365
Formula:
Repo Interest=P X R X T
Calculation:
Repo Interest = 500 X 825 o L
100 ~ 365
=500 X 0.0625 X —
365
=31.25 X —
365
_ 21875
365
= Tk. 0.60 crore (approx.)
Comment: The bank will pay approximately Tk. 0.60 crore as repo interest.

Case study

Case—1: Hyperinflation in Arcadia-war and the collapse of monetary control. BPE-
6™,

Background: Arcadia; a developing nation rich in-minerals, has been engulfed ina brutal
civil war for 2 years. The internationally recognized government controls part of the major
ports but lost significant territory, including key agricultural regions and oil fields, to rebel
forces. The Central Bank of Arcadia (CBA) is struggling to maintain control over inflation.
Inflation, already high at 25% annually pre-war, has soared to 250% within 6 months. The
currency, Arcadian Peso (AP), has collapsed against foreign exchange, losing nearly 70%
of its value against the USD since the fighting began. Meanwhile, government expenditure
has skyrocketed while revenue has plummeted due to territory loss and economic
disruption.
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Problem: A Governor of CBA convenes an emergency meeting. The Ministry of Finance
demands the CBA to finance a massive war expenditure by printing money. The Governor
warns that monetization will trigger hyperinflation and push Arcadia’s economy to
collapse. The government argues that without immediate financing, the war effort will fail
and the government will fall within months.

However, the Governor knows that rejecting the request will cause political fallout and
almost certainly accelerate inflation.

The CBA Governor presents her team with the latest monetary data:

Monetary Aggregate

(May 2025 Vs. May Description May 2024 | May 2025 | % Change

2024: AP Billions)

Aggregate Currency + Reserves 80 320 300%

+

Mi Currency Demand 200 350 75%
Deposits
M. + Savings D its +

M. hi + Savings Deposits 500 1200 140%
Time Deposits

Questions:

(i) What do the Aggregate indicators reveal about the specific impact of the war on
Arcadia’s monetary system and the potential drivers of hyperinflation?

(ii) Explain the direct link between the government’s need to finance the war and the
explosion of monetary base (Mo). Why is the Ministry of Finance forcing this action on the
CBA?

(iii) Why has Mo grown much faster than M:? What does this imply about the behavior of
banks and the public? Why has M: growth significantly outpaced M: growth?

(iv) If the CBA agrees to directly finance the AP 500 billion defense and public

procurement, what will be the immediate effect on Mo? What are the likely consequences for
inflation, and real economic activities within the next 612 months?

(i) The data show that the war has caused a huge monetary expansion and loss of control
over the money supply. The monetary base Mo (currency + reserves) increased from 80 to
320, a rise of 300%, which means the central bank has created a lot of “high-powered
money”. M: (currency + demand deposits) went up from 200 to 350 (a 75% increase), and
M: (M. + savings + time deposits) rose from 500 to 1200 (a 140% increase). This strong
growth in all aggregates, especially Mo, during a period of falling production and war
disruption, shows that too much money is chasing fewer goods. That combination is a
classic driver of hyperinflation.

(ii) The government’s war spending has increased sharply, while tax revenue has dropped
because part of the economy and territory is lost. This creates a very large budget deficit.
Since the government cannot easily borrow from abroad or from domestic markets during
civil war, it turns to the central bank for financing. When the central bank buys government
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securities or directly credits the government’s account, it creates new base money. This
immediately increases Mo (currency plus bank reserves). The Ministry of Finance is forcing
this because printing money is the fastest and politically easiest way to keep paying
soldiers, suppliers, and public wages in the short run, even though it is very dangerous for
inflation.

(iii) Mo has grown much faster than M1 because most of the expansion is coming directly
from the central bank, not from normal bank lending and deposit creation. Banks are likely
very cautious due to war, high default risk, and uncertainty, so they are not expanding
demand deposits aggressively. At the same time, people may be withdrawing money into
cash for precaution, increasing currency in circulation relative to demand deposits. M2 has
grown more than Mi because savings and time deposits (the extra part of M:) have
increased strongly in nominal terms—possibly due to higher interest rates, forced deposits,
or simply the effect of high inflation on the money value of existing balances. This pattern
suggests a stressed banking system, high cash preference by the public, and a breakdown
of normal monetary transmission.

(iv) If the CBA directly finances an additional AP 500 billion, the monetary base Mo will
increase immediately by that same amount. From its current level of 320, Mo would jump to
820 (320 + 500 = 820), which is an extra increase of about 156% over the existing level of Mo.
In the very short run, this will allow the government to pay for defense and public procurement.
But over the next 6—12 months, this new money will strongly accelerate inflation, further
weaken the Arcadian Peso, and deepen hyperinflation. Real economic activity is unlikely to
improve, because war and uncertainty reduce production and investment. Instead, people will
rush to spend or convert AP into foreign currency or real goods, real wages will fall, and the
overall economy will move closer to full monetary and economic collapse.

Case-2: From Cattle to Crypto — How Money Powers Modern Economies BPE-6™.
Background:

Kenya, a rapidly growing economy in East Africa, has undergone a significant financial
transformation due to the rise of mobile money platforms, such as M-Pesa. M-Pesa began
through simple phone-based money transfers and now allows customers in urban cities to
deposit and send SIM-card—linked funds, pay utility bills, and conduct business digitally.
In rural areas, people can now receive local and overseas payments, pay bills, save, and get
microloans.

By 2020, over 50% of Kenya’s GDP transactions were made digitally through mobile
financial networks. Mobile users increased tremendously from 10 million in 2010 to 32
million in 2020.

Problem:

To analyze how the core functions of money operate in a modernizing economy, and how
Kenya’s transition to a digital monetary age reshaped financial inclusion.
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Questions:
(i) Outline the four functions of money in Kenyan case—discuss their relevance in the
digital age.
(i1) Could Kenyan model work in other developing economies? What factors are essential
for success?
(ii1) What are the risks if people lose their trust in the value of mobile or digital money?
(iv) How might inflation affect the functions of money in this (digital) system?
(i) In Kenya, mobile money such as M-Pesa performs all four classical functions of money,
but in a faster and more inclusive digital form. Each function becomes more efficient
because users can transact, save, and borrow directly from their phones.
1. Medium of Exchange: Mobile wallets allow people to pay bills, buy goods, send
money, and receive payments instantly without carrying cash.
2. Unit of Account: All prices—utility bills, transport, groceries, agent fees—are
expressed in Kenyan Shillings within digital platforms, helping users measure value
easily.
3. Store of Value: Users can safely keep money in mobile wallets instead of holding
cash at home, which reduces theft risk and increases security for rural households.
4. Standard of Deferred Payment: Mobile systems support microloans, instalment
payments, and credit repayments, allowing people to settle obligations over time
through digital channels.
(ii)Yes, the Kenyan model can work in many developing countries, but only if several
important conditions exist. Governments and central banks also need to create a supportive
regulatory environment that ensures security, fraud control, and KYC compliance. Without
these factors, digital financial systems cannot expand smoothly.
i) Mobile-money services must be affordable and simple so that low-income and rural
households can use them comfortably.
ii) The central bank must support digital finance by setting clear rules for KYC, transaction
limits, consumer protection, and fraud monitoring.
iii) A strong network of rural and urban agents must exist so that people can deposit and
withdraw cash without traveling long distances.

(iii) When users lose confidence in digital money, the entire payment system becomes
unstable. People hesitate to keep balances in mobile wallets, reducing the overall volume
of digital transactions. Merchants may face disruptions in receiving payments, and essential
services such as salary transfers, remittances, and bill payments may slow down. This loss
of trust weakens financial inclusion and harms the reliability of the digital-payment
ecosystem.

1) Users may rapidly withdraw balances, creating pressure on mobile-money providers.
ii). Merchants may stop accepting QR or wallet payments due to settlement and security
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concerns.
iii). Lower digital-payment activity can weaken the stability and growth of the national
payment system.

(iv) Inflation reduces the purchasing power of digital balances, making money less
effective for saving and planning. It also causes frequent price adjustments, which weaken
money’s reliability in measuring value. As inflation rises, loan repayments and instalments
lose real worth, affecting financial contracts even in a digital environment.

i. Inflation weakens money as a store of value because digital balances lose purchasing
power.

ii. Frequent price changes reduce the accuracy of money as a unit of account.

iii The real value of future loan repayments falls, weakening the deferred-payment
function.

Case-3: Turkey’s High Inflation Crisis (2021-2023) BPE-7".

Background: Between 2021 and 2023, Turkey experienced one of the world’s fastest
inflation spikes, with annual inflation peaking at over 85% in October 2022. Instead of
raising interest rates, the Central Bank of Republic of Turkey (CBRT) cut its policy rate
from 19% (in early 2021) to 8.5% (by early 2023), following direct political pressure from
the executive branch.

This loss of central bank independence led to a sharp decline in investors’ confidence. The
Turkish Lira lost more than 44% of its value in 2021, causing imported goods (fuel, food,
machinery) to become far more expensive. Capital outflows increased and foreign reserves
depleted sharply as the government attempted to defend the currency.

To stabilize markets, the CBRT adopted alternative measures: selective credit control,
higher reserve requirements, and FX-protected deposit schemes.

Problem: These tools failed to restore stability because policy interest rates remained too
low compared to inflation. Inflation expectations became unanchored and macroeconomic
instability persisted.

Questions:

(i) How did weak central bank independence make Turkey’s inflation problem worse
during 2021-2023?

(ii) How does a sharp fall in a country’s currency value lead to higher prices of goods
inside the country? Describe the process.

(iii) Why do central banks usually increase policy interest rates when they want to reduce
high inflation? Explain in simple terms.

(iv) Mention two important lessons that Bangladesh can learn from Turkey’s inflation
experience regarding central bank regulation and monetary policy management.

Ans: (i) Weak central bank independence made the inflation problem worse because the
central bank could not take proper monetary policy decisions. Instead of increasing interest
rates to control inflation, it reduced rates due to political pressure. This increased money
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supply and demand in the economy. At the same time, investor confidence fell, capital
outflow increased, and the currency depreciated, which further increased inflation.

i) Interest rate was reduced instead of increased, which expanded money supply.
ii) Investor confidence declined, leading to capital outflow.

iii) Currency depreciation increased import prices and inflation.

(ii) When a country’s currency depreciates, imported goods become more expensive in
local currency. Since Turkey depends on imports such as fuel, food, and machinery,
production costs increase. Producers then pass this higher cost to consumers by increasing
prices. As a result, overall price level rises, leading to inflation.

1) Depreciation increases cost of imports.

i1) Production cost rises for firms.

iii) Higher cost is transferred to consumers, increasing prices.

(iii) Central banks increase interest rates to control inflation by reducing demand in the
economy. Higher interest rates make borrowing expensive, so consumption and investment
decrease. This reduces money supply and aggregate demand. As demand falls, pressure on
prices decreases and inflation is controlled.

1) Higher interest rate discourages borrowing and spending.

i1) Money supply and demand decrease.

iii) Lower demand reduces inflationary pressure.

iv) Bangladesh can learn important lessons from Turkey’s experience. It is necessary to
ensure proper central bank independence and use effective monetary policy tools to control
inflation and maintain stability.

1) Ensure strong central bank independence free from political pressure.

i1) Use appropriate monetary policy tools, especially interest rate, to control inflation.

Compare and contrast

Q-01. Hyper-inflation vs. StagflationBPE-6'".

Aspect Hyper-inflation Stagflation
Hyper-inflation is a situation where Stagflation is a situation where inflation is
Meaning prices rise extremely fast and money high but the economy is not growing and
loses value very quickly. unemployment is also high.
Economic | Prices may increase many times Prices rise slowly but steadily while the
Condition | within a short period, creating panic. economy becomes weak.
Impact on | People struggle to buy essential goods | People face job losses, lower income,
People because prices rise too fast and savings | and a gradual decline in living standards
lose value. due to weak economic growth.

Q-02. How do you differentiate between Real and Nominal interest rate? BPE-6.
Or, Draw a relation between nominal rate of interest, real rate of interest and inflation.
BPE-98", BPE-6.
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Or, Explain how inflation is related with nominal interest rate and real interest rate?
BPE-99,

Aspect Nominal Interest Rate Real Interest Rate
Definition The stated or published interest rate | The nominal interest rate adjusted for
without considering inflation. inflation.
Inflation Does not account for changes in the | Reflects changes in the purchasing
Adjustment general price level over power of money due to inflation.
time.
Measure of | Reflects the actual interest paid or | Reflects the actual purchasing power
Value earned on an investment. gained or lost on an investment or loan
after accounting for inflation

Relationship:
The relationship between the nominal rate of interest (NRI), real rate of interest (RRI), and
inflation can be described as follows:
NRI= RRI + Inflation
Where:
e NRI represents the nominal rate of interest, which is the rate advertised by banks and
financial institutions.
¢ RRI denotes the real rate of interest, which is the rate adjusted for inflation.
o Inflation refers to the rate at which the general level of prices for goods and services is
rising.

Q-03. Differentiate between money and credit. BPE-99™,

Aspect Money Credit

Definition A medium of exchange accepted Borrowed funds that must be
for goods and services. repaid with interest.

Nature Tangible or digital (e.g., cash, Intangible; represents a promise to
coins, bank deposits). repay.

Ownership | Owned by the holder with no There is an obligation to return
obligation. the money to the lender.

Short Notes/ Brief answer

Q-01. Velocity of Money BPE-99'",

The velocity of money describes the frequency at which one unit of currency is used to purchase
domestically-produced goods and services within a given time period. Essentially, it measures the
rate of turnover of money in an economy. If the velocity is high, it signifies that each monetary unit
is being used frequently and could indicate a robust economic activity. However, if money changes
hands less often, its velocity decreases, which might signal economic stagnation or recession. The
formula V=(PxT)/MV=(PxT)/M where PP is the price level, TT is the volume of transactions, and
MM is the money supply, aids in its calculation.

Q-02. Money Multiplier- BPE-99,
The money multiplier is a foundational concept in macroeconomics that represents the potential
expansion of the money supply due to bank lending. In fractional banking systems, banks retain a
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fraction of deposits as reserves and lend out the remainder. As this lent amount gets redeposited and
re-lent several times over, the initial deposit leads to a multiple increase in the total money supply.
For instance, with a reserve ratio of 10%, a deposit of $100 could potentially create $1,000 in the
money supply. The formula, MM=1/reserve ratio MM=1/reserve ratio, quantifies this multiplier
effect. While the theoretical maximum is often not reached due to leakages, understanding this
multiplier is crucial for policy decisions related to monetary supply.

Q-03. Fiat Money & Fiduciary Money . BPE-5%,

Fiat Money: Fiat money is the type of money which has no intrinsic value of its own, but it is
accepted as money because the government declares it as legal tender. Paper currency and coins are
examples of fiat money. People accept fiat money in exchange for goods and services because they
have confidence in the government and monetary system.

Fiduciary Money: Fiduciary money is the type of money which is accepted on the basis of trust
and confidence. It is not backed by valuable material, but people use it because they believe it will
be accepted by others. Bank deposits and cheques are examples of fiduciary money. Its value
depends on public trust in the banking system.

Q-04: Evaluate how monetary tightening affects banking sector liquidity and -credit
growth.BPE-7%,

Monetary tightening refers to a policy of reducing money supply by increasing interest rates and
using tools like CRR/SLR and open market operations. It directly affects banking sector liquidity
and credit growth.

When the central bank tightens policy, banks must hold more reserves and face higher funding costs.
As a result, the amount of lendable funds falls and overall liquidity in the banking system declines.
i) Banking sector liquidity decreases as reserve requirements rise and funds are absorbed by the
central bank.

ii) Cost of funds increases due to higher policy rates, making borrowing expensive for banks and
customers.

iii) Demand for loans falls because higher interest rates discourage consumption and investment.
iv) Banks adopt stricter lending standards under tight liquidity and higher risk conditions.

Q-05: Explain the central bank’s role as “Banker to the government”.BPE-7™,

The central bank acts as the “banker to the government” by performing all major banking
functions on behalf of the government. It maintains government accounts, receives and makes
payments, and manages public funds efficiently.

i) It maintains government accounts and receives all revenues such as taxes, fees and other
collections:

ii) It makes payments on behalf of the government, including salaries, pensions and development
expenditures.

iii) It provides short-term loans or advances to meet temporary budget deficits and cash shortages.
iv) It manages public debt by issuing and servicing government securities like treasury bills and
bonds.

End of Chapter
Tl F4CO [$F FE9: www.metamentorcenter.com

*8 WhatsApp: 01310-474402

Page |38



