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Concept of Money Supply 

• Money supply is the total stock of monetary 
media of exchange available in the economy in 
a given time period. It composed of two 
elements: 

1. Currency with the public; 

2. Demand deposits with the public. 



• The money supply refers to the total sum of 
money available to the public in the economy 
at a point of time. 

• That is, money supply is a stock concept. 

• Currency with the public consists of (i) 
currency notes in circulation issued by the RBI; 
(ii) the number of rupee notes and coins in 
circulation; (iii) small coins in circulation. 



• The other important components of money 
supply are demand deposits of the public with 
the banks. These demand deposits held by the 
public are also called bank money or deposit 
money. Deposits are divided into two types: 
(a) demand deposits; (b) time deposits. 



Measures of money supply 

• In India, there are four measures of 
money supply which have been adopted 
by RBI  from April 1977. These measures 
are helpful in measuring total quantum 
of and variation of money supply in the 
economy. These measures are as follows:  



Measures of Money Supply in India 

• Money Supply M1 (Narrow Money) 

• Money Supply M2 

• Money Supply M3 (Broad Money) 

• Money Supply M4 



• Money Supply M1 (Narrow Money) 

This is the narrow measures of money supply 
and is composed of the following items: 

    M1 = CC + DD + OD 

Where,  

C=     currency with the public, 

DD= Demand deposits of public with 
commercial and cooperative banks, 

OD=    other deposits held by public with the RBI 

 



• Money Supply M2 

M2 is a broader concept of money supply in 
India than M1. In addition to the three items of 
M1, the concept of M2 money supply includes 
savings deposits with post office savings banks. 
Thus,   

     M2 = M1 + Savings deposits with Post Office 
Savings Banks 

 



Money Supply M3 or Broad Money 

M3 is broad concept of money supply in India. 
M3 measures of money supply includes all the 
items of M1 and time deposits with the banks. 
Thus, 

 M3= M1 + Time deposits with the banks  

 



Money Supply M4 

• M4 includes all the items of M3 and total 
deposits with post office savings organisation 
of the country. It is the least liquid measure of 
all of them.  

 M4 = M3 + Total Deposits with Post office 
savings organisation. 

 



Money supply 

M1 =  

C +DD + OD 

M2 =  

M1 + Savings 
deposits with Post 

Office Savings Banks 

M3 =  

M1 + Time Deposits 
with Banks   

M4 =  

M3 + Total Deposits 
of Post Office Savings 

Organisations 



Determinants of Money Supply 

• In order to determine the determinants of 
money supply we generally use M1 concept of 
money supply. Money supply M consists of; 

 M = Cp + D 

M = Total money supply with the public 

Cp = Currency with the public 

D = Demand deposits held by the public 



• Two important determinants of money supply 
are; 

• High powered money which is also called 
Reserve Money by RBI; and 

• Size of money multiplier 



High powered money 

• High powered money which we denote by H 
consists of currency (notes and coins) issued by 
the Government  and the RBI. Thus, high 
powered money is the sum of currency held by 
the public and part held by banks as reserves.  

 H = Cp + R 

H = high powered money 

Cp = currency held by public 

R = cash reserves of currency with the banks 

 



• The theory of determination of money supply 
is based on the supply of and demand for high 
powered money. It is also called “ The H 
Theory of Money Supply”. However, it is most 
popularly known as ‘Money Multiplier theory 
of Money Supply’ because it explains the 
determination of money supply as certain 
multiple of the high powered money. 



Currency (Cp) 

Cash 
Reserves 
(R) 

High Powered Money (H)= Cp + R 

Currency (Cp) Demand Deposits (D) 

Money Supply (M) = Currency (Cp) + Demand Deposits (DD) 



• The Relationship between money supply and 
high powered money is determined by the 
money multiplier (m). 



Money Multiplier 

• Money multiplier is the degree to which 
money supply is expanded as a result of the 
increase in the high powered money. Money 
multiplier which we denote as, m, is the ratio 
of total money supply (M) to the stock of high 
powered money, that is,   

  m = 
𝑀

𝐻
 

Or,   M = m.H 



• Thus money supply is determined by the size 
of money multiplier (m) and the amount of 
high powered money (H).  
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