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Question 1.
Which government body supervises the functioning of formal sources of loans in India?
Explain its functioning.
Answer:
The Reserve Bank of India supervises the functioning of formal sources of loans.
Functions of Reserve Bank of India.

1. RBI requires commercial banks to maintain a minimum cash balance out of the
deposits they receive. The RBI monitors that the banks actually maintain the cash
balance.

2. RBI sees that the banks give loans not just to profit-making businesses and traders
but also to small cultivators, small-scale industries, small borrowers, SHGs, etc.

3. RBI issues guidelines for fixing rate of interest on deposits and lending by commercial
banks.

4. Periodically, banks have to submit information to the RBI on how much they are
lending, to whom, at what interest rate, etc.

Question 2.
What are the various sources of credit in rural areas? Which one of them is the most
dominant source of credit and why?
Answer:
Moneylenders are the most dominant amongst sources of credit for rural households.
They constitute an informal source of credit. They charge a very high rate of interest on
loans as they do not require any collateral. They are the most convenient source of credit in
the rural areas.
Other sources of rural credit:

1. Cooperative Societies are another major source of rural credit. They are a source of



formal sector credit. Members of a Cooperative pool their resources for helping one
another, e.g., Farmers’ Cooperatives, Weavers’ Cooperatives, etc. They offer cheap
credit in rural areas for their members. Once these loans are repaid, another round of
loans is offered.

2. Agricultural traders, relatives and friends are other informal sources of rural credit.
Some farmers borrow from agricultural traders who supply the farm inputs (such as
seeds, fertilizers, pesticides, etc.) on credit at the beginning of the cropping season
and repay the loans after the harvest.

3. Commercial banks also give loans to rural households. However, not many rural
households borrow from banks as they require proper documentation and collateral.

Question 3.

How do banks play an important role in the economy of India? Explain.
Answer:

1. Banks help people to save their money and keep their money in safe custody. To
ensure safety of their money, people deposit their money with banks. Banks accept
deposits and pay interest on deposits. People have the provision to withdraw their
money as and when they require.

2. Banks also grant loans to people for a variety of purposes. In times of need
individuals, business houses and industries can borrow money from the banks.

3. Credit provided by banks is crucial for the country’s growth and economic
development. Credit is needed for all kinds of economic activities, to set up business,
buy cars, houses, etc.

4. Banks also help people in obtaining cheap and affordable loans. This can help people
to grow crops, do business, set up small-scale industries or trade in goods and also
help indirectly in the country’s development. They should do so, so that relatively poor
people do not have to depend on informal sources of credit (money-lenders).

Question 4.
Describe the vital and positive role of credit with examples.
Answer:



In the festive season, a shoe manufacturer, Ram receives an order from a large trader in
town for 3,000 pairs of shoes to be delivered in a month’s time. To complete production on
time Ram has to hire workers for stitching and pasting work. He has to purchase the raw
materials. To meet these expenses Ram obtains loans from two sources.

1. First, he asks the leather supplier to supply leather now and promises to pay him
later.

2. Second, he obtains loan in cash from the large traders as advance payment for 1000
pairs of shoes with a promise to deliver the whole order by the end of the month.

3. At the end of the month, Salim is able to deliver the order, make a good profit and
repay the money he had borrowed.

4. Salim obtains credit to meet the working capital needs of production. The credit
helps him to meet the ongoing expenses of production, complete production on
time and thus increase his earnings. Credit therefore plays a vital and positive role in
this situation.

Question 5.
How can the formal sector loans be made beneficial for poor farmers and workers?
Suggest any five measures.
Answer:
Formal sector loans can be made beneficial for poor farmers and workers in the following
ways:

1. Create greater awareness among farmers about formal sector loans.

2. Process of providing loans should be made easier. It should be simple, fast and
timely.

3. More number of Nationalized Banks/cooperative banks should be opened in rural
sectors. Banks and cooperatives should increase facility of providing loans so that
dependence on informal sources of credit reduces.

4. The benefits of loans should be extended to poor farmers and small scale industries.

5. While formal sector loans need to expand, it is also necessary that everyone receives
these loans. It is important that formal credit is distributed more equally so that the
poor can benefit from cheaper loans.



Question 6.

Cheap and affordable credit is crucial for the country’s development. Discuss.
Answer:

1.
Cheap and affordable credit is crucial for the country’s development. The various
types of loans or credits can be grouped as formal sector loans and informal sector
loans.

2. Among the former are loans from banks and cooperatives. The informal lenders
include moneylenders, traders, employers, relatives and friends.

3. Banks and cooperatives give loans on a lesser interest rate than the informal sector.
But bank loans require proper documents and collateral. Absence of collateral is one
of the major reasons why bank loans are not available to small farmers and people
who wish to start small industries.
Compared to the formal lenders, most of the informal lenders charge a much higher
interest on loans. Thus, the cost to the borrower of informal loans is much higher.
Higher cost of borrowing means a larger part of the earnings of the borrowers is
used to repay the loan.

4.
For these reasons, banks and cooperative societies need to lend more to the poorer
section of people . This would lead to higher incomes and many people could then
borrow cheaply for a variety of needs. They could grow crops, do business, set up
small-scale industries etc. They could set up new industries or trade in goods.

5.
At present, it is the richer households who receive credit from formal sources
whereas the poor have to depend on the informal sources. It is essential that the
total formal sector credit increases so that the dependence on the more expensive
informal credit becomes less. Also, the poor should get a much greater share of
formal loans from banks, cooperative societies etc. Both these steps are important
for development.

Question 7.
 “Banks are efficient medium of exchange.” Support the statement with arguments. 

Answer : Yes, it is true to say that Banks are efficient medium of exchange. People have
extra cash with them. Those having extra cash open a bank account in their name and
deposit the surplus money there.
Out of the total money deposited with the banks 15% of it is kept as minimum cash
balance to pay to the depositors who might come to withdraw money from the bank on any
given day. Rest of the amount is used to extend loan to the borrowers.



Question 8.
Illustrate with examples the role of ‘loan’ in business. 

Answer : The loan plays two different role in business:
(a) Credit plays a positive role when the borrower is able to return the loan amount on time
and also made some profit with the use of that money. For example, Salim, a shoe
manufacturer took a loan from different sources to complete the order of 3000 pair of
shoes. In the end he delivered the order, made profit and repaid the loan.

(b) Sometimes credit is very painful as it pushes the borrower into such a situation from
where recovery is very difficult. In this situation, the borrower is not able to repay the loan
and many a times caught into the situation of debt-trap. For example, a small farmer
Swapna took loan for crop cultivation but due to some reason she faced the situation of
crop failure. So she took another loan for spraying pesticides but the production was not
enough to repay the loan. So she was caught in debt-trap.

Question 9.
What is a collateral? Why do lenders ask for collateral while lending? Explain. 
Answer : It is an asset that the borrower owns and given to the lender as a guarantee that
he will repay the loan. If the borrower is unable to repay the loan then the lender has the
right to sell it and get the money back.
The lenders ask for a collateral while lending due to the following reasons:

(a) It is an asset that, the borrower owns and given to the lender as a guarantee that he will
repay the loan.

(b) If the borrower is unable to repay the loan then the lender has the right to sell it and get
the money back.

(c) By this the borrower is bound to pay the loan within the defined time period.

Question 10.
“Whether credit will be useful or not, depends upon the situation.” Give two different
examples in support of this statement. 
Answer : 
It is true to say that the usefulness of credit depends on the situations.
Positive role of credit: credit plays a positive role when the borrower is able to return the
loan amount on time and also made some profit with the use of that money. For example:
Salim, a shoe manufacturer took a loan from different sources to complete the order of
3000 pair of shoes, in the end he delivered the order, made profit and repaid the loan.
Negative role of credit: sometimes credit is very painful as it pushes the borrower into such
a situation from where recovery is very difficult. In this situation the borrower is not able to
repay the loan and many a times caught into the situation of debt-trap. For example:-a



small farmer Swapna took loan for crop cultivation but due to some reason she faced the
situation of crop failure. So she took another loan for spraying pesticides but the
production was not enough to repay the loan. So she was caught in debt-trap.


