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I

F.Y. B.A. ECONOMICS (PAPER I)

MICROECONOMICS

Preamble

This course is designed to introduce the students to
elementary concepts in microeconomics. The student should be
able to use these concepts to understand the relevance of
microeconomics to the real world. The student should be able to
build on these concepts in the future to develop deeper
understanding of the Economy.

Module –I: Ten Principles of Economics
Trade-offs faced by the individuals – significance of

opportunity cost in decision making – thinking at the margin-
responses to incentives-benefits from exchange- organization of
economic activities through markets and its benefits – seventh, role
of government in improving market outcomes – dependence of
standard of living on production- growth in quantity of money and
inflation- inflation and unemployment trade-off.

Module –II : Economics and Its Methods
The scientific method –role of assumptions- economic

models: circular flow of income and production possibilities curve -
Micro economics and Macro economics-economist as policy
advisors: positive economics and normative economics – causes of
disagreement among economists -basics of graphs (graph of single
variable, graph of two variable, curves in the co-ordinate system,
slope- cause and effect).

Module –III: Markets, Demand and Supply
What is a market- what is competition-demand curves:

market demand versus individual demand -movements along the
demand curve-shifts in the demand curve, supply curves: market
supply and individual supply- shifts in supply curve–market
equilibrium – three steps to analyse changes in equilibrium –price
ceilings and floors-taxes and their impact-price elasticity of
demand- total revenue and the elasticity of demand - impact of
price elasticity on revenue

Module –IV: Interdependence and Trade
Specialisation and trade –meaning of absolute cost

advantage –opportunity cost and comparative cost advantage –
comparative advantage and trade- gains from trade- application of
comparative cost advantage to international trade - trade policy:
free trade and protection.
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MACRO ECONOMICS
Preamble

This course is designed to introduce the student to the basic
building blocks of macroeconomics.

Using an open economy framework, the course develops an
understanding of the constituents of the open economy. The
student should be able to build on these constituents in the later
years so as to be able to analyse macroeconomic policies

Module I: Concepts and Definitions
Circular flow of Income in an Open Economy – GDP-GNP-

NNP- GDP Deflator–Real and Nominal quantitates – GDP at
purchasing power parity –Exchange rate as a price – GDP Growth:
India’s experience –Trends in Growth Rate and Sectoral
Composition of GDP- Sources of Data.

Module II: Consumption, Saving and Investment
National Income Identity in an Open Economy- Keynesian
Consumption Function- Investment Multiplier-Marginal Efficiency of
Capital and Rate of Interest-Accelerator- Savings in India: Trends
and Composition-Capital Formation in India: Trends and
Composition- Sources of Data.

Module III: Government
Public Goods and their Features- Merit Goods- Sources of
Revenue: Direct and Indirect Tax- Impact, Shifting and Incidence of
Tax- Sources of Non- Tax Revenue- Public Expenditure: Revenue
and Capital Expenditure- Subsidies- Types of Deficit: Revenue,
Budgetary, Fiscal and Primary-Concept of GST Recent Trends-
Sources of Data.

Module IV: External Sector
Structure of Balance of Payments-Types of Disequilibrium in BOP-
Exchange Rate Determination- Concept of FOREX and its
components-Sources of Data.

References:
1. N. Gregory Mankiw, Principles of Macroeconomics, 7th edition,

Cengage Learning, 2015
2. Sikdar, S. (2006), Principles of Macroeconomics, Oxford

University Press, New Delhi.
3. Abel, A. B., B. S. Bernanke and D. Croushore (2011),

Macroeconomics, Pearson, New Delhi.

.
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Module 1

1
TEN PRINCIPLES OF ECONOMICS - I

Unit Structure:

1.0 Objectives
1.1 Introduction
1.2 Principles of Individual Decision Making
1.3 Individual face trade off
1.4 Significance of opportunity cost in decision making
1.5 Rational people think on the margin
1.6 People respond to incentives
1.7 Questions

1.0 OBJECTIVES

1. To study basic principles of economics
2. To study marginal profit principle
3. To study how people respond to incentives

.

1.1 INTRODUCTION

The word ‘Economics’ is originated from the Greek Work
‘Oikonomikos’ which can be divided into two parts.

a) ‘Oikos’ which means ‘Home’ or ‘House’ and
b) Nomos means ‘Management’.

Thus in simple terms, economics means ‘Home
Management’ or ‘Management’ of a Household.

This management becomes essential because our wants
are unlimited and the resources at our disposal are limited. Thus
scarcity of resources is the root cause of economic problem.
Thus economics explains the optimum allocation of scarce
resources to satisfy as many wants as possible.

Economics deals with people and is a reflection of how
they interact with each other when they go about making
decisions regarding their lives. It explains how people make
decisions say how, when, where, what, whom, how much to sell,
what to buy, where to work, whom to sell etc.

Basically the 10 principles are divided into there broad
categories
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(I) (II) (III)

Principles of How How the
Decision people Economy as
Making Interact a whole works.

1.2 PRINCIPLES OF DECISION MAKING

Out of 10 principles the first four economic principles are
in principles of Individual Decision Making.

1.3 PRINCIPLE 1 : INDIVIDUAL FACE TRADE OFF
(PEOPLE FACE TRADE OFF)

Trade off means a situation where we have to give up
one thing in order to have another. Thus it is said that ‘There is
no such thing as free lunch’. Thus to get something we like we
usually have to give up something we don’t like. Thus in simple
terms to get one thing we have to sacrifice or give up another
thing.

This situation arises because our wants are unlimited and
the resources which are used to satisfy these wants are limited.

Now in this case we have only one plot of land. If we use
it for the school building then we have to give up or sacrifice
other alternatives ie industry agriculture, playground etc.

Society comes across several tradeoffs like to have guns
(military goods) or Butter (civilian goods). If we spend more on
national defence to protect the country from external aggression
then we will have to spend less on personal goods which will
increase the std. of living of people.

Similarly for a student, if he decides to go out to watch a
film with friend then he is losing out the time for studies

In this case though you with to have both (shirt and
shoes), you cannot have it due to limited income. Thus if you
decide to buy a shirt then you will lose shoes and vice versa.
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Another trade-off faced by the society is between
efficiency and equality.

Efficiency means that society is getting the maximum
benefits from its scarce resources. Equality means that those
benefits are distributed uniformly among society’s members.
Thus efficiency refers to the size of economic pie and equality
refers to how the pie is distributed into individual slices.

When the government tries to cut the economic pie into
more equal slices, the pie gets smaller. Government policies get
this conflict between efficiency and equality. For eg. Govt.
policies of unemployment insurance or welfare system will help
the mostneedy people in the society. This will bring equality. But
other policies say like personal income tax, then only those who
earn more will pay more tax. More on rich, no or less on poor.
This will bring equality. But it might reduce efficiency. It is so
because when wealth gets distributed from rich to poor then
people will feel that why to work hard and earn more. They will
work less and produce less goods and services.

Of course it does not mean what decisions they will or
should make. Society should not stop protecting the
environment just because environmental regulations reduce our
material std. of living or the poor should not be ignored just
because helping them disturbs the work incentives.

Nonetheless, people are likely to make good decisions
only if they understand the options which are available to them.
Thus study of economics starts by acknowledging life’s trade-
offs.

1.4 PRINCIPLE 2 : SIGNIFICANCE OF
OPPORTUNITY COST IN DECISION MAKING

Scarcity of resources forces the people to make tradeoffs.
This people must always consider how to spend their limited
income or time to satisfy their unlimited wants or needs. This
decision making requires comparing the costs and benefits of
alternative uses or course of action.

Here we use the term ‘opportunity cost’. It means the next
best alternative given up by the factor. For e.g. The opportunity
cost of playing football today evening is perhaps the foregoing or
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giving up the chance to play cricket. When we eat ice-cream
then we forego or sacrifice or give up the chance of using that
money for some other purpose.

Let us take another example let us assume that a person
say Mr. A is having Rs. 1000/- with him. Now he has two
options. One option is that he can keep this money in the banks
fixed deposit and earn 5% rate of interest per annum (year). It
means he will get interest of Rs. 50/-. The other option is that Mr
A can invest this money in some business activities which gives
him 10/- returns (income) per year. i. e. Mr. A will earn Rs. 100/-

Now Mr. A will choose the best. ie he will use that money
in business activity. It gives him Rs. 100/- on Rs. 1000/-. But to
remain in business activity, Mr. A has to sacrifice or forego or
give up the option of keeping in fixed deposit and earn Rs. 50/-.
Thus the opportunity cost of remaining in business is to give up
Rs. 50/-.

Another example is that a person has Rs. 50/- with him.
He is going to spend the income on samosa and Idli whose price
is Rs. 10/- per unit.

Samosa Idli
A 5 0

4 1
3 2
2 3
1 4
0 5

Figure 1.1

First take point D. It shows that he will have 2 idlis (Rs.
20) + 3 samosa (Rs. 30) = Rs. 50. Now if the consumer wishes
to have 4 idlis (4 x Rs. 10 = 40/-) then he will have to give up or
sacrifice the samosas. Now at point F, the consumer will have 4
idlis (Rs. 40/-) and only one samosa (Rs. 10) = Rs. 50/-. Thus
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the opportunity cost of getting more idli is to sacrifice few
samosas.

Economics normally assumes that people are rational.
Rational people systematically and purposefully do the best to
achieve their objectives. For e.g. A rational consumer tries to
maximise his satisfaction (TU i.e. Total Utility) and the producer
tries to maximize profit rational people make the best use of
available opportunities.

1.5 PRINCIPLE 3 : RATIONAL PEOPLE THINK ON
THE MARGIN

Marginal changes are small, incremental changes to an
existing plan of action.

For e.g. a student who is pondering whether she should
add one more study course next semester. As a rational
decision maker, she will add the extra course as long as her
marginal benefits of carrying extra course is greater than the
marginal cost of doing that course.

Let us take another example. We know that marginal
means additional or extra or one more or incremental etc. let us
assume that a person is producing cricket ball. Now after
producing one more cricket ball there is some additional cost
and benefit. Let us say that the additional cricket bats is sold at r
50/- and I’ts cost is only Rs. 20/- Now here the person will
produce the additional cricket ball because the profit is of Rs.
30/-. But on the other hand, if the price of cricket bat falls to Rs.
15, but the cost remain Rs. 20/- only. Now it is not correct to
produce additional cricket ball because the cost of making
additional ball (Rs. 20/-) is greater than the revenue which can
be earned from it (Rs. 15/-).

The cost of additional ball is called as marginal cost (MC)
and revenue obtained by selling extra ball is called marginal
Revenue (MR) Now if MR > MC then there is a sense in
producing additional ball.

Let us take an example of airline Company. It is about
how much the airline should charge the passengers who fly
standby, for e.g. Let us assume that the airline is flying a plane
with 100 seats. It costs Rs. 50,000/- to the airline. Now the
average cost of each seat is Rs. 500/- (Rs. 50,000/- 100/-). Now
we might conclude that the airline should never sell a ticket for
less than Rs. 500/-.

But a rational firm will always try to find out different ways
to increase its profit. For that it will have to think at margin.
Suppose, if the plane is about to take off with 10 empty seats
and if the standby passenger will pay less for a seat. Here the
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airline should sell the ticket at little low price. If the plane has
empty seats then the cost of adding one more passenger is very
less. Although the Ac is r 500/-. Yet the MC is very less. Here
selling the ticket is profitable as long as the standby passenger
pays more than MC.

1.6 PRINCIPLE 4 : PEOPLE RESPOND TO
INCENTIVES

Incentive is something that induces a person to act.
Incentives are the motivating forces. Incentives may be positive
or negative.

Prices act QS incentives and signals changes in price act
as incentives. For e.g., if price rises then it acts as an incentive
to the seller to sell more. The firm may now divert the resources
from the production of low price product to the production of high
price product. It is done to get more profit. It is done to get more
profit.

Another e.g. is of public policy towards seat belts and
auto safety. In 1960s, Palph Nader’s book. ‘Unsafe at Any
speed’ influenced the congress to pass a law which required
that the car makers must make the seat belts as standard
equipment on all cars. The direct effect of this law is to save
lives.

Wages also act as incentives. Increment in wage may
improve the efficiency of the labourer.

Societies where the disincentives to tax evasion are very
high will produce honest tax payers. But if the incentives to tax
evasion (i.e. non-payment of tax) were outweigh the incentives
to being honest, then the same tax payer will become dishonest.
If the returns on coming to the meeting on time are high then the
people will be more punctual. But if people get high returns on
coming late then those who come on time than the rational
individual will decide not to be punctua (will come late).

Incentives to keep small size of family will lower birth

1.7 QUESTIONS

1. What is opportunity cost? Explain the significance of
opportunity cost in decision making.

2. Explain ‘People respond to incentives’.
3. Explain four principles of economics in individual decision

making.
4. Explain how individuals face trade off in decision making.


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2

TEN PRINCIPLES OF ECONOMICS - II

Unit Structure:-

2.0 Objectives

2.1 How people interact

2.2 Organisation of economic activities through market

2.3 Role of government in improving market outcomes

2.4 Macroeconomic instability

2.5 Growth in the quantity of money and inflation

2.6 Inflation and unemployment trade off

2.7 Questions

2.0 OBJECTIVES

1) To study how do people communicate with each other
2) To understand how does whole economy work
3) To study the relationship between increase in quantity of

money and inflation
4) To study the relationship between inflation and

unemployment

2.1 HOW PEOPLE INTERACT

It includes following principles.

PRINCIPLE 5 :- INDIVIDUALS AND NATIONS BENEFIT
FROM EXCHANGE

This principle states that trade can make every one better
off. As an individual consumer we consume a variety or
products. But as a individual producer we cannot produce all the
things which we consume. So we concentrate on the production
of few and for remaining products we depend on others. Then
we fulfill all our wants by entering into exchange.

Adam Smith’s pointed out the basic propensity to truck,
barter and exchange. Exchange gives you benefit let us take a 2
x 2 x 1 model i.e. 2 countries, 2 Commodities and 1 labour
model.

Commodity x Commodity y
Country A 10 25
Country B 25 10



8

Suppose in country ‘A’ a laboures produces 10 units of
com. x and 25 units of com. y and in country B, the labourer
produces 25 units of com. x and 10 units of com y. Now instead
of producing both the goods, country A should specialize in the
production of commodity y and country B must specialse in the
production of com. x and then they should exchange. In that
case both the countries will get more of x and y.

Division of labour also results in specialization and
increases the efficiency of labour. This will result in more
production. This higher output will be exchanged to get some
other thing which is less in supply.

2.2 PRINCIPLE 6 :- ORGANISATION OF ECONOMIC
ACTIVITIES THROUGH MARKET

Most of the time it is more efficient to organize economic
activity through market. Market provides exchange. A variety of
goods and service are exchanged in the market. We come
across different types of markets. For e.g.

Markets can be local or global :- Market for groceries, market
for Marathi films in Maharashtra etc is local. Whereas market for
crude oil is international.

Market can be Physical or Virtual : Physical market is where
actual sell and purchase takes place for e.g. vegetable or fish
market in a your local area. Similarly we get virtual market
where buyers and sellers don’t know each other directly (one to
one) for e.g. selling on internet, teleshopping etc.

The organisation of economic activities depend on the
economic system which prevails in a economy. An economic
system is composed of people, institutions and their relationship
to resources. It deals with the problem of scarcity and allocation
of resources. We come across 3 economic systems.

a) Command Economy : Here the economy is controlled by the
government or bureaucracy. The government, through the
central planning makes all decisions about how, when, where,
what, how much etc. to produce.

b) Market economy : Here the decision making activity is done
by firm and individuals. The forms decide on how, when, where,
what etc to produce and individuals decide on how, when,
where, at what price to buy. The demand and supply decisions
of individuals and firms are transmitted through the price
system. in this system, self interest is the main motive.

c) Mixed Economy : It is a mixture of command and market
economy.
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Now In a market economy price mechanism plays an
important role. Equilibrium is attained through price mechanism.
Allocative Function is the most important role of the market. It
brings efficient allocation of scare resources by the firm and the
household. It is done through invisible hand and market forces.
Market price acts as a signal to producers, whether to produce
more or less.

Market also performs the creative function. It provides an
environment for change that helps the expansion of production
and consumption.

Thus, following are the important functions of market.
a) Market economy functions automatically
b) It is highly competitive
c) It gives incentives to producers to produce goods needed by

consumers.
d) It provides an incentive to acquire useful skill.
e) It encourages o conserve resources.
f) There is a high degree of economic freedom. ie freedom to

take economic decisions.

2.3 ROLE OF GOVERNMENT IN IMPROVING
MARKET OUTCOMES

Problems of Market Economy: The markets do not
achieve maximum efficiency in the allocation of scarce
resources and governments feel it necessary to intervene to
rectify this and other problems of the market. The conditions
required for markets to perform their allocative and creative
functions in an optimal manner are not likely to be satisfied in
any economy. The important problems of a market economy
are:

1) Domination by few : Competition between firms is often
limited. A few large firms may dominate the industry. In these
cases they may charge high prices and make large profits.
Rather than responding to consumer wishes, they may
attempt to persuade consumers by advertising. Consumers
are susceptible to advertisements for products that are
unfamiliar to them.

2) Removes incentive to be efficient : Lack of competition
and high profits may remove the incentive for firms to be
efficient.

3) Unequal distribution : There is nothing in the market that
guarantees an equitable distribution of income in the
society. Power and property may be unequally distributed.
Those who have power and property will gain at the expense
of those without power and property.
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4) Externality : Presence of externality leads to market failure.
Externalities arise whenever an individual or firm can take an
action that directly affects others without paying for a harmful
one. When externalities are present, firms and individuals do
not bear all the consequences of their action. A very good
example of an externality is the pollution emitted by a firm.
When the firm do not pay for the pollution their cost would be
low and hey would produce more. Presence of externalities
leads to inefficient allocation of resources.

5) Imperfect information : The role of invisible hand in a
market is based on the assumption that the market
participants such as consumers, firms, government,
workers, etc. have perfect information. They have full
information about their opportunities, availability of goods,
characteristics of goods and so on.

In reality the market participants are not perfectly
informed. Imperfect information inhibits the ability of markets to
perform the tasks that they carry out well when the information is
complete.

The imperfect information posses the problem of
asymmetric information Asymmetric information is a market
situation in which one party in a transaction has more
information than the other party. This can affect the firm’s
strategy. It can lead to market failures. For instance, asymmetric
information can lead to poorly-functioning markets, that is, too
much or too little of a good may be produced. Contracting can
be difficult. Fraud is possible. Consumers may fear purchasing
goods when they know that the seller knows more about the
quality of a good than they do. The problem of buyer ignorance
allows rogue traders to operate. The greater the information
asymmetry between sellers and consumers, the greater the
scope for deception and fraud. Under these circumstances
rogue traders are more likely to thrive. For instance, take the
case of builders; by cutting corners and using inferior materials
lower quality builders can undercut higher quality builders.
However, consumers, due to information asymmetry, may
simply believe ‘hat all builders are much the same and may go
with the cheapest cost. As a result, reputed builders may be
forced to cut their costs, by reducing the quality of their work,
simply to stay in business. Thus, imperfect information leads to
the market inefficiencies and market failures. Thus,
governments have to make measures to help improve the
information for consumers, investors and other market
participants.

6) Fail to provide public goods : The public goods are those
goods that the marginal cost of providing a pure public good to
an additional person is zero and it is impossible to exclude
people from receiving the good. In other words, public goods are
characterized by two important features, that is, non-rival in
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consumption and non-excludability. Non-rival in consumption
means that the consumption of one individual does not reduce
the benefits derived by other individuals. Thus, it would not be
appropriate to exclude others from enjoying such benefits. The
provision of such goods cannot be undertaken through market
forces because market failure occurs.

Since the benefits of such goods are available to all,
consumers will not voluntarily pay for those goods. This is the
free-rider problem that accompanies public goods. Since it is
difficult to exclude anyone from using them, those who benefit
from the public goods have an incentive to avoid paying for
them. Hence, the market failure occurs in the provision of public
goods.

The examples of public goods are defence, law and order
and so on.

2.4 PRINCIPLE 8:- MACROECONOMIC
INSTABILITY

A market economy may lead to macroeconomic
instability. There may be periods of recession with high
unemployment and falling output, and other periods of rising
prices.

Role of Government:-
Since there are many problems and failures of market

economy we need government to correct market failures or at
least to lessen them. The government has an important role to
play in the economic development of a country, but not so much
as a direct provider of goods and services, rather as an agency
to correct market failures.

The government can play an important role to correct
market failures and improve economic efficiency. The
government intervention is needed in the economy.

i) To improve economic efficiency by correcting market
failures.

ii) To pursue social values of equity by altering market
outcomes.

iii) To pursue other social objectives by the provision of public
and merit goods and at the same time prohibiting the
consumption of merit goods.

According to R. A. Musgrave and P. B. Musgrave,
government policy is needed to guide, correct, and supplement
the market mechanism in certain respects. The operation of
government includes not only financing but has broad bearing
on the level and allocation of resource use, the distribution of
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income, and the level of economic activity. These functions are
carried out through government budget.

1) The government has an important role to play in
development process. It is essential to correct market
imperfections : Government regulation and measures will be
needed to secure the conditions necessary for the functioning of
market mechanism. Government has an important role at
correcting market failures arising from imperfect information,
imperfect competition, externalities and public goods. In the
case of imperfect competitions, firms use their market power to
raise prices and reduce output. The MRTP Act or Competition
Policy Act of the government can help to maintain competitive
force and restrain firms from abusing their monopoly power.
Similarly, imperfect information can lead to inefficient functioning
of product and labour markets. Government can set up
regulatory authorities such as SEBI (Securities Exchange Board
of India) to compel the firms to provide information about their
financial conditions.

2) To correct problems of imperfect information :
Asymmetric information refers to the imbalance of knowledge in
a market between buyers and sellers. For example, in the
market for bank loans the borrowers know more about their own
circumstances than the lenders. As consequences, banks could
make bad loans. (i.e. adverse selection) which makes them
cautious and leads to credit rationing. It would be very costly for
banks of obtain all the information about high-risk customers. In
this case the government has to make provisions to make the
banks o lend to high risk customers at concessional rates.
Similarly, in the insurance market, the individuals know more
about their health than the suppliers of insurance. Those who
know they are prone to illness are more likely to take out
insurance, and also more likely to be turned down. Moral
hazard is present when the possession of insurance
encourages the activity that is insured leading to resource waste
and higher insurance premium to all. In this case where prob.
and the government may have to regulate private insurance
companies or to provide the service itself at a lower cost.

3) To provide legal structure : The contractual arrangements
and exchanges needed for market operation cannot exist
without the protection and enforcement of a governmentally
provided legal structure. In this respect, government can provide
necessary legal structure and ensure their implementation by
the firms and other parties in the market.

4) To provide public goods and merit goods : Even if the
legal structure is provided and barriers to competition are
removed, the production or consumption characteristics of
certain goods like public goods and merit goods are such that
they cannot be provided through the market. In the case of
public goods there is the free-rider problem due to its



13

characteristics. The important characteristics of a public good
are : i) It is non-rival in consumption, that is, the consumption
by one user does not reduce the supply available to others, ii)
It is non-excludable i.e. users cannot be prevented from
consuming the public good. As a consequence the market fails
in the provision of public goods. Thus, government has to
ensure their provision. The important public goods that are very
important for economic development are defence, law and
order, and the provision of basic infrastructure such as roads,
sewers, clean water and so on.

On the other hand merit goods are the goods that the
government consider to be good for the people, for example
education, health, etc. if they are provided by the market people
may under consume such good. Thus they having to be
subsidised or provided free by the government. Merit goods
have to be provided by the private sector as well as by the state.

5) To correct the problems arising from externalities : There
will arise problems of “externalities” which lead to “market
failure”. This requires correction by the government either by
way of budgetary provisions, subsidy or taxation. In the case of
goods with positive externalities (like research) the firms
produce too little of goods and in the case of goods with
negative externalities (such as that generate pollution) the firms
production of goods with positive externalities. Most
infrastructure projects, such as transport facilities, power
generation, irrigation schemes and so on, and social, capital,
such as education and health facilities come under this
category. They have greater social returns than the private
returns and therefore they will be underprovided from a social
point of view unless the private providers in the market are
compensated or subsidised.

The activities with negative externalities (those that
pollute the environment) impose costs on the society that are
not paid for by the provider and hence the market oversupplies
those goods from a social point of view. Government can curb
negative externalities through regulation or taxation.

6) To correct unequal distribution of income and wealth : The
distribution of income and wealth which result from the market
system and form the transfer of property rights through
inheritance is likely to be unequal. In the market system,
individual’s incomes are related to their ownership of assets and
their productivity. In most of the countries, wealth is
concentrated in the hands of the few. In many countries
inequalities are linked to inheritance. The government has to
take variety of programs aimed at the poor. These programs
aimed at redistribution of income from the rich to the poor
through welfare programs and taxation policies.
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7) To provide an institutional environment : The state has to
provide the appropriate institutional environment for markets to
flourish and operate efficiently including the maintenance of
macroeconomic stability. In this sense the markets and
governmental intervention are complementary. Economic, social
and sustainable development is not possible without an effective
state. State should act as partner and facilitator than director.
State should work to complement markets, not replace them.
Good economic policies including the promotion of
macroeconomic stability is needed for sustainable growth and
the reduction of poverty.

8) To secure important social objectives : The market
system does not necessarily bring high employment, price level
stability, socially desired rate of growth, poverty eradication and
economic development. Measures should be taken to improve
health and nutrition in developing countries. The living standards
of the poor has to be improved by providing clean water,
adequate sanitation and ensuring basic amount of food to the
poor. Government policies are needed to secure these
objectives.

9) To provide social security : The market system cannot
provide the social security to its citizens, suffering from
unemployment, sickness, old age disability and so on. The
government has to step in to provide social security to the
citizens.

10) To guide the use of natural resources : The market
mechanism cannot bring about appropriate allocation of natural
resources for the present and future generations similarly, the
market mechanism may not be able to control the pollution of
environment. Therefore, consumption of natural resources,
pollution control, etc. should be guided by government policies.

It should be noted, while the government policies can
improve on market outcomes, government measures always
may not succeed. This is because government policy is not
made by angels but by a political process that is far from perfect.

2.5 PRINCIPLE 9 :- GROWTH IN THE QUANTITY OF
MONEY AND INFLATION

Inflation is a situation of a continuous, uninterrupted, long
term increase in price level.

It is a situation of too much of money supply chasing too
few goods. This can be explained with an example we wish to
overcome the problem of poverty. We think that the people are
poor because they do not have enough money. Then people
might think that let’s ask the central bank (RBI in India) of the
country to print new notes and distribute them amount people.
But the problem is that when they have enough money to buy



15

goods, and if the Quantity of goods remains constant then the
prices will start rising. It shows that people have enough money
to buy goods but goods are not available. This is a case of too
much money, chasing too few goods. This leads to inflation i.e.
price rise.

But of course if this higher money supply is used to bring
full utilisation of unused resources then the production will
increase.

But generally mere increase in money supply leads to
price rise.

Figure 2.1

2.6 PRINCIPLE 10 :- INFLATION AND
UNEMPLOYMENT TRADE OFF

Inflation – Unemployment Tradeoff is a situation where
increased employment is accompanied by increased inflation
and lower inflation is accompanied by lower growth.

People wish to have less inflationand less unemployment
is less then inflation is high and when unemployment is high,
inflation is less. This is explained in the Phillips curve.

Figure 2.2
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At point ‘A’ unemployment is less. It is only OU1. It
means more people are employed. They get income. They get
income. Their purchasing power and so demand for goods
increases. As this is not matched by the supply of goods, we get
high price situation (OP1) i.e. inflation.

If unemployment is high i.e. OU2 then a large number of
people do not have sufficient income – thus they have less
purchasing power – so demand for goods is less – prices fall
(OP2) – so less inflation.

Similarly if prices are high (P1) i.e. if there is inflation then
the profit of producer is high – so high investment – so more
employment and less unemployment (OU1).

But if prices are low (OP2) i.e. if inflation is low – low
profit – low investment – less demand for labour and other
resources – so low employment – i.e. high unemployment.

2.7 QUESTIONS

1) Explain ‘trade is good for all’ by giving example.
2) Explain the role of government in improving market

structure.
3) Write notes on

a) Private market and role of government
b) Inflation and unemployment
c) Market failure


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Module 2

3
ECONOMICS AND ITS METHODS

Unit Structure:

3.0 Objectives

3.1 Scientific method

3.2 Role of assumptions

3.3 Economic models

3.3.1 Circular flow of income

3.3.2 Production possibility curve (PPC)

3.4 Micro economics and macro economics

3.4.1 Micro economics

3.4.2 Macro economics

3.5 What do Economists do?
3.6 Positive economics and normative economics

3.6.1 Positive economics
3.6.2 Normative economics

3.7 Questions

3.0 OBJECTIVES

 To study the methods of economics
 To understand the importance of assumptions
 To study the circular flow of income and production possibility

curve.
 To study the difference between micro and macro economics
 To study difference between positive economics and normative

economics.

3.1 SCIENTIFIC METHOD

The economy is generally a very complex organisation.
Systematic thinking about the economy requires a great deal of
mental discipline. Economists use a set of specialised tools and
techniques to analyse the economy.

Economics is a science. The essence of science is to use
scientific method. The process of the scientific method involves
making hypothesis, deriving predictions from them as logical
consequences, and then carrying out experiments or empirical
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observations based on those predictions. A hypothesis is a
conjecture, based on knowledge obtained while seeking answers to
the questions.

The scientific method involves identifying a problem,
gathering data, forming a hypothesis, testing the hypothesis and
analysing the results. In economics, extensive testing and
observations is required because the outcome must be obtained
more than once in order to be valid.

Following are the important steps in scientific method.
1) Identify the problem : This is the first step in economics. We
have to identify the problem first. It focuses on the area of work. It
tries to identify what the economist is studying. For eg. An
economist may find that his country is experiencing rapid rise in
prices. Then from this he can develop a theory of inflation. The
theory may assert that the inflation arises due to rapid increase in
money supply.

2) Collecting or Gathering Data : Scientific method needs o
collect data to get the solution for the problem collected data will
be used in the study. For e.g. The economist can collect data on
prices and money supply in that country.

3) Framing the Hypothesis : Hypothesis is simply a prediction i.e.
what the economist think about the outcome of his study. As per
our example the hypothesis can be that increase in the quantity of
money supply leads to rise in prices.

4) Test the Hypothesis (Conducting Experiments) : It is not
easy to undertake experiments in economics. It is difficult to carry
out experiments in economics. Here economist can make use of
data. He can also take note of historical data from different
countries in the world. Later on it can be analysed statistically.

5) Analyse the result : By analysing the results of the statistical
study the economists can come to the conclusion whether his
hypothesis is right or wrong. A negative result does not mean the
study is over. It just states that more work is required.

3.2 ROLE OF ASSUMPTIONS

Assumptions play an important role in economic models.
Assumptions are important to economic analysis. Some
assumptions are used to simplify a complex analysis into more
easily manageable parts. Other assumptions are used as control
conditions that are subsequently changed to evaluate the
consequences.



19

Assumptions from the foundation upon which the theories,
models and analysis are constructed. They simplify and highlight
the problem or topic under study. They make it possible to analyse
the complex set of events. The art of good economic modelling
requires the economist to have the skills to choose he correct set of
assumptions. While assumptions are not required to be realistic,
they definitely need to be carefully chosen.

Every economic theory is based on a set of assumptions.
Assumptions are necessary for constructing economic laws or
principles because they help to reduce the complexities of real
world and give simplified models to explain economic laws.
Therefore, economic laws are statement of certain human
tendencies which mean that human tendencies which mean that
human beings tend to act in a certain way under certain
circumstances or assumptions. In the absence of assumptions,
formulation of reliable economic laws would be difficult.

 Assumptions are initial conditions made before a micro or macro
economic analysis is built.

 Sometimes assumptions are used for simplification.
 Assumptions can be used to isolate the effects of a change in

one variable on another.
 Many assumptions are criticised for being unrealistic.

Economic assumptions are based on certain assumptions.
These assumptions are classified into following four categories.

1) Psychological or Behavioural Assumptions :- These
assumptions are about the individual human behaviour. They refer
to the rational behaviour of individuals like consumers and
producers for e.g. Rational consumer tries to maximise his level of
satisfaction and a rational producer tries to maximise his level of
profit.

2) Institutional Assumptions :- These assumptions in economic
theory relate to social, political and economic institutions. All
economic theories have been developed on the assumption of a
capitalist economy in which the means of production and
distribution are privately owned and used for personal gain. It
assumes stable government and certain socio-economic institutions
which include private property, economic liberalisation, competition
and the price theory. The government’s role is to enforce the “rule
of the game” in the market. These assumptions are the basis of
microeconomic theories.

3) Structural Assumptions :- These assumptions relate to the
nature, Physical structure or topography of the state of. In the short
run, economic theories are based on the assumption of given
resources and technology.
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These assumptions relate to a static economy where there is
movement but no change. But in the long run, labour, capital and
other resources and technology are assumed to change in certain
theories. They relate to a dynamic theory. The structural
assumptions are used in production functions of various types and
in growth theories. Most economic theories are based on the
assumption of static economy.

4) Ceteris paribus Assumption :-This is another important
assumption in economics. Ceteris Paribus means other things
being equal. This is used to simplify reality. In order to consider the
impact of one factor at a time, the other factors are held constant.
In reality or real world, there may be a number of factors operating
simultaneously. If all of them are included in the analysis, then it
would become complex. Thus we assume certain things to remain
constant. for e.g. In low of Demand we state that. When price
rises, demand falls and when price falls, demand rises. But we
assume that the income, taste, preference, habit etc. remains
constant. If we allow these factors to change then the analysis will
become complicated.
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3.3 ECONOMIC MODELS

An economic model is a simplified version of reality that
allows us to observe, understand, and make predictions about
economic behaviour. The purpose of a model is to take a complex,
real-world situation and pare it down to the essentials. If designed
well, a model can give the analyst a better understanding of the
situation and any related problems.

Economists use models as the primary tool for explaining or
making predictions about economic issues and problems.
Economic models can be represented using words, mathematics,
graphs, flowcharts, diagrams etc.

Let us study two basic models.
1) Circular Flow of Income.
2) Production Possibilities Curve.

3.3.1 Circular flow of income:-
The circular flow of Income economy consists of two groups Viz
Household and Firm,
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Figure 3.1

To begin with let us assume that the household sector gives
services to the firm sector (factor services). These are the services
given by land, labour etc. now, firm makes use of these services
and products (goods) are produced. These products are given to
the household sector. This is a real flow where services are
exchanged for goods and goods for services.

Now when the factor services are given by the household
sector to the firm sector then the firm sector gives them their
rewards. For e.g. land gets rent, labour gets wages and so on
(Factor pricing). Similarly when the firm sector then the household
sectors pays the prices of products (product pricing). This is called
as Money flow. In this was expenditure of household is income to
the firm and expenditure of household is income to the firm (one
man’s expenditure is another man’s income).

Figure 3.2
Circular flow with saving, Investment and Government
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We come across say three types of leakages viz. saving, tax
and imports (Payment). But these leakages can be corrected in the
economic system itself such as the saving leakage can be
corrected as investment through financial sector and rate of
interest. When savings take place, the money goes out of
circulation. We can inject it back in the form of investment.

Tax leakage is corrected in the form of public expenditure
through Budget (government) when we pay the tax, once again the
money goes out of circulation. Money leaves individuals pockets
and goes to the government (tax revenue). Later, the government
spends that money on society itself in the form of public
expenditure.

Similarly when we import goods from abroad, the money
goes out of the country (outflow). But we can bring it back through
export earnings (inflow). It is done through foreign sector.

3.3.2 Production possibilities curve (PPC)
PPC is a curve which shows various combinations of the

amounts off two goods which can be produced with the given
resources and technology. A PPC illustrates several economic
concepts such as allocative efficiency, economies of scale,
opportunity cost, productive efficiency and scarcity of resources.
Scarcity of resources is the fundamental economic problem faced
by all societies. The economic problem arises because our wants
are unlimited and the resources at our disposal to satisfy these
wants are limited.

Every economy faces trade-offs. If resources or factors of
production are used to produce a particular commodity then fewer
resources are available for producing other commodity. For e.g. if
we spend more money on education then less amount will be
available for public health services (If we wish to achieve both).

Let us assume that the given resources, man power,
technology, organisational skills are used to produce say the
consumer goods and defence goods. It is explained in the following
table.
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Table 3.1 : Production Possibility Schedule

Production Possibility
Combinations

Consumer Goods
(in thousand units)

Defence Goods
(in thousand units)

P 300 0

Q 250 1

R 200 2

S 150 3

T 100 4

U 50 5

F 0 6

Figure 3.3

In the above diagram we see that if all the productive
resources are used to produce the defence goods then we can
produce 6 units of defence goods (F) and none of consumer goods.
This is one extreme. Similarly, if all the productive resources are
used to produce consumer goods then we can produce 300 units of
it but zero of defence goods (P). This is another extreme. If we join
these two points then we get a curve PF known as PPC. All the
points on this curve are within our given resource.

Let us take p point below the PPS such as w. at this point
the economy will have 2 units of defence and 100 units of
consumer goods. It shows underutilisation of resources. Now if we
use the resources optimally then we can produce either more of
defence goods (T) or more of consumer goods (R) or few more of
defence and consumer goods (S). This is possible by shifting on
the PPC. Any point above the PPC, like M, is beyond the capacity
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of the country as it requires more productive resources than
available.
PPC has 3 important aspects of production.
a) It explains scarcity of resources. It is shown with the point

outside PPC (Point in).
b) It explains the concept of choice to choose among the different

attainable combinations of R and T.
c) It explains opportunity cost i.e. the cost of acquiring more of one

good by sacrificing the other good.

Shift in PPC

Figure 3.4

PF is the original production Possibility Curve, with given
resources. It is achieved with a given technology and skill. But if we
bring a change in technology and skill then with given resources we
get a shift in PPC from PF to PF1. It is also possible due to
innovation. The PPC shifts outward. It shows a larger combination
of the two goods (defence and consumer goods).

3.4 MICRO ECONOMICS AND MACRO ECONOMICS

Economics is a science which deals with the problem of
efficient allocation of scarce resources among alternative uses. The
subject matter of economics is divided into two parts namely
Microeconomics and Macroeconomics. Terms coined by French
economist Ragner Frisch.

3.4.1 Micro Economics :- The term Micro economics is derived
from Greek work ‘micros’ meaning small. Thus micro economics
deals with the behaviour of individual economic units such as
individual consumer or an individual producer. Micro means
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millionth part. It deals with a small part of national economy. Micro
economics gives a microscopic picture of the economy. It is a study
of particular firm, particular households, individual prices, wages,
income. Thus micro economics is a part of a system and not the
whole.

Basic Assumptions of Micro-Economics
1) Economic Manner :- Micro economic assumes that the
individual behaves in an economically rational manner. A rational
consumer tries to maximise his level of satisfaction (within certain
constraints like income and prices) and a rational producer tries to
maximise his profits (with given investment outlay and factor
prices.)

2) Mobile Resources :- Economic units or say factors of
production are free to move. There are no restrictions on the
mobility of the economic units for e.g. labourer is free to move from
one occupation to another or owners of capital are free to invest
their funds in different production activities, which are profitable.

3) Free flow of Information :- Micro economics assumes free flow
of complete and reliable information about market conditions and
varied opportunities. This helps people to make rational decisions.

4) Diminishing Returns :- Micro economics takes note of
diminishing returns – say diminishing marginal product in
production or diminishing marginal utility in consumption. It shows
that additional benefit from additional homogenous commodity
goes on diminishing (Law of Diminishing Marginal Utility)

5) Divisibility :- Micro economics assumes that goods and labour
forces are divisible.

Uses of Micro Economics
1) Micro Economics provides some very important tools for

formulating several economic policies and understanding some
major economic issues. For e.g. the price theory helps us to
understand that how the tax burden of an indirect tax is shared
between buyers and sellers.
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2) Micro economics is useful in the formulation of economic
policies which are essential for the promotion of economic
welfare. For e.g. price policy, tax policy, exchange rate policy
etc.

3) Micro economic theory explains the composition or allocation of
total production. For e.g. why more units of some commodities
are produced than others.

4) Micro economic theory helps us to understand the working of
free private enterprise economy.

5) It explains the working of price or market mechanism. It tells us
that how goods and services produced are distributed amoung
various people.

6) It helps us in finding out the relative prices of various factors and
products.

7) Micro economics is useful in constructing behavioural models
which are useful in understanding complicated and confusing
phenomena.

8) Micro economics is applied to the various branches of
economics such as public finance, international economics etc.

Limitations
1) It is based on unrealistic assumption of full employment.
2) It does not focus on the economy as a whole. It takes care of

individual units only.
3) Description of a large and complex universe of facts like the

economic system is impossible in terms of individual items.

3.4.2 Macro Economics :-
The world Macro Economics is derived from Greek word

‘Makros’ meaning large or aggregate (Ragner Frisch).
Macroeconomics analyses the behaviour of the economy as a
whole, for e.g. study ofNational Income, General Price Level,
National output, Business cycle etc. The credit for the development
of Macroeconomic approach goes to J. M. Keynes.

Macroeconomics deals with economic affairs ‘in the large’; it
concerns the overall dimensions of economic life. It studies the
character of the forest and not only a tree like Micro economics.
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Uses of Macro Economics
1) Macro economic analysis helps us to get an idea of how a

complex economic system functions
2) It is of great significance in formulating suitable economic

policies for eg. Controlof inflation, promotion of economic growth
etc.

3) It helps us in understanding the functioning of an economy as a
whole.

4) It helps us in studying phenomenon of trade cycle or business
cycle.

5) It helps us to evaluate the resources and capabilities of an
economy. It will help us to increase NI, output etc.

6) Macro economics helps us to study the problems related to the
measurement of NI and related concepts

7) It helps us to analyse the problems arising from frequent
changes in the value of money. It helps us to understand the
effects of inflation and deflation.

8) It helps us to use monetary, fiscal policies for the economy as a
whole

3.5 WHAT DO ECONOMISTS DO?

Models used by economists can be broadly classified into
two groups : a) Microeconomic models, which studies, how
households and firms make decisions and the way interact or b)
Macroeconomic models, which look at the economy as a whole.
Microeconomic models study decision making at the level of the
individual or the firm, while macroeconomic models study economic
aggregates like national income, investment etc. economists can
play two distinct but often related roles. One role is of an analyst.
For example, an economist may use an model to analyse a
situation. An economist may use his model to analyse how a
change in the interest rate charged by the American Federal
Reserve will impact the investment level in India. As another
example, an economist might use his model to analyse how the
introduction of UBER taxis in Mumbai will affect the wages of
drivers employed on private cars. When economists use their
models to explain the world in this fashion, they are in the role of
scientists. On the other hand, they might want to use their models
for making specific recommendations. For example, should there
be a subsidy on kerosene in order to reduce the incidence of
poverty is a policy question. When economists are addressing
policy issues of this kind, they are being policy advisors. When
economists analyse a situation as scientists, they are describing
the world “as it is”. Statements that describe the world as it is, are
called “positive statements”, while statements that describe how
things should be, are called “normative statements”. When
economists are describing the world as it is, they are doing positive



28

analysis while when they are prescribing policy measures, they are
engaging in normative discussion. A lot of times, economists do not
always agree with one another. One of the reasons that they may
disagree a great deal is that they may be using models that are
widely different. A model is an abstract representation of reality.
When one is abstracting from reality, one is given particular
importance to some factors while relegating other factors into the
background. The features of the real world that different economists
chooses to ignore (or give importance to) may be different, resulting
in different models. For example, suppose two economists are
studying the determinants of hours worked by a landless
agricultural worker in rural India. One of the economists might
decide to focus on the wage rate obtained by the worker while
another may focus on the fact that because the worker belongs to a
backward caste, he or she is required to work rather hard. The first
model gives particular importance to the wage rate while the
second model gives particular importance to the social status of the
worker. Because the two models are so widely different, the two
economists are bound to disagree. Sometimes, economists
disagree because they have different normative positions. For
example, some economists might argue that taking money away
from the rich by taxing them and redistributing it among the poor is
valid because the income losses of the rich are less hurtful than the
benefits of the income gains of the poor. This is a specific
normative position, because we are making an explicit normative
value judgement here. The value judgment is that it is OK to hurt
the rich in order to benefit the poor. Another economist may
disagree with this value judgment. Such differences in value
judgements are also another reason why economists disagree
among each other.

3.6 POSITIVE ECONOMICS AND NORMATIVE
ECONOMICS

Economics deals with the economic problems. Economic
problem arises due to unlimited wants and scarce resources. The
study of economics leads to deriving economic laws and their
application to solve economic problems. It helps the government to
devise economic policy. In order to understand this role, it is
necessary to study positive and normative economics.

3.6.1 Positive Economics :
Positive economics deals with the objective or scientific

explanations of the working of an economy. It is concerned with
explain what it is. Positive economics is defined as a body of
systematized knowledge relating to or concerning what is. It is
concerned with how the economic problems facing the society are
actually solved.
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In positive economics we derive generalization, theories and
laws following certain rules of logic. These theories, laws and
propositions explain the cause and effect relationship between
economic variables. Positive economics deals with statements that
can be shown to be wrong or correct by appeal of facts. It attempts
to describe and analyse the existing situation, rather than
suggesting how to change it.

Classical and neo-classical economists, considered
Economics as a positive science To Lionel Robbins, economics is a
positive a pure science. It is purely analytical. Its purpose is to
describe and not be prescribed. It is a light-bearing science and not
a fruit bearing one. To Robbins, economics is neutral between
ends. The economist is not concerned with ends as such. He is
concerned with the way in which the attainment of ends is limited.
The ends may be noble or ignoble, good or bad, but if the
attainment of one set of ends involves the sacrifice of others than it
is an economic problem. Economics is morally colorless concept.
Economics is morally colorless concept. Economics studies facts
as they are and does not pass any value judgements.

The aim of positive economics is to explain how society
makes decisions about consumption, production and exchange of
goods.

3.6.2 Normative Economics :- Normative economics offers
prescription or recommendations based on personal value
judgements. It is concerned with what should be or what ought to
be or how the economic problems facing the society should be
solved Normative economics explains us what it ought to be. It has
value judgements and tells us what ought to be.

Normative economics is a regulating science is a body of
systematized knowledge relating to criteria of ‘what ought to be’.
The objective of normative economics is the determination of
ideals. It is also called as prescriptive economics as it explains what
should be the things.

Questions like whether the government should give money
to the poor, whether the budget deficit should be reduced by higher
taxes or lower spending, etc can be solved by value judgements
rather than facts. Economists being a social scientist cannot
overlook the social aspects of the problem. Problems like inequality
of income, poverty, unemployment are to be dealt with normative
approach. Determination of wage rate cannot be entirely left to the
market forces (Demand and supply) as desired by the positive
approach. To avoid exploitation of labourers the normative
approach in the form of say minimum wage rate is essential.
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Economists not only explain how economy actually operates
but they also suggest how it should operate. It is essential for the
problems of national economy.

It is said that no two economists ever agree. They may
agree on a positive economic analysis of how the economy / world /
system work. But there is lot of scope for disagreements on
normative recommendations based on differing value judgements.
Thus, there is a great deal of disagreement between economists in
normative economics.

Positive Economics Normative Economics

1) Concerned with ‘What is’ or
What it is

Concerned with ‘What ought
to be’

2) It describes the Fact It deals with the desirability of
the facts

3) It is not concerned with
value Judgements

It is based on value
judgements

4) It is purely objective in
Approach

It is subjective in
consideration

3.7 QUESTIONS

1) What is scientific method?
2) Explain the difference between positive economics and

normative economics.
3) Discuss the circular flow income.
4) Explain the difference between micro and macro economics.
5) Explain production possibility curve.
6) What are economic models?


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4

TOOLS OF ECONOMIC ANALYSIS

Unit Structure:

4.0 Objectives
4.1 Introduction
4.2 Graphs
4.3 Slope

4.3.1 Positive slope
4.3.2 Negative slope

4.4 Straight lines and curves
4.4.1 Straight Line
4.4.2 Curves

4.5 Direct function
4.6 Questions

4.0 OBJECTIVES

 To understand how to derive the graph
 To study the concepts of slope and curve
 To study the functional relationship

4.1 INTRODUCTION

The tools of economic analysis are found in the realm of
mathematics. Mathematics is being profusely used in modern
economic analysis. Diagrams, graphs provide us with visual impact
and help to understand and learn economics.

4.2 GRAPHS

Graph is the most commonly used tool to present the
functional relationship between two variables. The use of graph
offers a better understanding of the economic generalizations. This
is because it presents a visual picture of an abstract idea. Graphs
can be drawn on a plain paper. But for greater accuracy and
precision a graph paper is used.
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X is a horizontal axis and y is the vertical axis. The space is
divided into for Quadrants

I. Shows both x and y are positive
II. Shows x negative, y positive
III. Shows x negative, y negative (both are negative)
IV. Show x positive, y negative e

4.3 SLOPE

4.3.1 Positive slope :- It gives us the direct relation ship between
two economic variables. For e.g. the graphical presentation of a
supply curve which gives us a direct relationship between price and
supply. (Change in price is cause and change in supply is effed).
Price is shown on the y-axis and supply on the x-axis

Change in value of vertical axis

Change in value of horizontal axis

y
Slope

x


 


Figure 4.1
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Since both BD and CD are positive there is a positive slope.
It is s linear equation y = a + bx

4.3.2 Negative slope – It gives us indirect or inverse relationship
between two economic variables. For e.g. graphical presentation of
a demand curve which gives us inverse / indirect relationship
between price and demand. Price rises, demand falls and price
falls, demand rises.

1

1

CD

DB

PPy
Slope or

x MM


 


Figure 4.2

Slope of a straight Line : (Rise over Run)
A slope can also be defined as the rise over run. The rise is

the vertical distance whereas the run is the horizontal distance
between two variables.

Figure 4.3
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Rise is the vertical distance between A and C
Run is the horizontal distance between C and B

AB is measured as
AB Rise

CB Run





4.4 STRAIGHT LINES AND CURVE

The lines can be divided as linear (Straight line) and non-
linear (curve)

Lines are simple and express a proportionate change or
relationship between two variables. Where as curves are complex
in nature and they explain disproportionate relationship between
two variables.

4.4.1 Straight Line : If the expression of a function is linear using
first degree of variables we get a straight line. The function for
straight line is expressed as follows.

Y = x
Y = 3x
Y = 0.25 x and soon.

Now if we plot the points and a graph of theseequation we
will get three straight lines passing through the origin.

Figure 4.4

If we get the equation y = x and y = a + b x the we get two
straight lines parallel to each other but with different intercept. For
e.g.
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Figure 4.5

4.4.2 Curves :- When the expression of a function is non-linear
then we get a curve. a curve is used to show a complex relationship
between the variables represented by several points on a graph.
The slop goes on changing from point to point. Thus it represents
different marginal value.

Let us take an example of an indifference curve which
slopes downwards from left to right.

Figure 4.6

Points P and Q show different combinations of commodity x
and y. To get more units of one commodity we have to give up /
part with some units of other commodity.
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Figure 4.7

Let us now take a case of direct function.

Function is a numerical relationship between the variables.
Out of the two variables, one variable is a dependent variable and
other is independent variable for e.g. = y = f (x) i.e. y is dependent
variable and x is independent D = f (p) or s = f (p)

4.5 DIRECT FUNCTION

Suppose x and y are both sets that contain number. Let x be
the domain of the function and y be the range of the function. Let us
assume that y = 2 + 3 x X. now assume that x contains elements of
1,2,3,4,5,6.

X y Increase / Decrease
1 2 + 3 x 1 = 2 +3 = 5
2 2 + 3 x 2 = 2 +6 =8 3
3 2 + 3 x 3 = 2 +9 =11 3
4 2 + 3 x 4 = 2 +12 =14 3
5 2 + 3 x 5 = 2 +15 =17 3
6 2 + 3 x 6 = 2 +18 =20 3
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The graphical presentation is as follows.

Figure 4.8

Let us take another example.
Let y = 6 – 2 x X. Value of X is 0,1,2,3,4,5,6,7,8,9,10

X Y Increase / Decrease
0 6 – 2 x X = 6 – 2 x 0 = 6 – 0 = 6
1 6 – 2 x X = 6 – 2 x 1 = 6 – 2 = 4 2
2 6 – 2 x X = 6 – 2 x 2 = 6 – 4 = 2 2
3 6 – 2 x X = 6 – 2 x 3 = 6 – 6 = 0 2
4 6 – 2 x X = 6 – 2 x 4 = 6 – 8 = – 2 2
5 6 – 2 x X = 6 – 2 x 5 = 6 – 10 = – 4 2
6 6 – 2 x X = 6 – 2 x 6 = 6 – 12 = – 6 2
7 6 – 2 x X = 6 – 2 x 7 = 6 – 14 = – 8 2
8 6 – 2 x X = 6 – 2 x 8 = 6 – 16 = – 10 2
9 6 – 2 x X = 6 – 2 x 9 = 6 – 18 = – 12 2
10 6 – 2 x X = 6 – 2 x 10 = 6 – 20 = – 14 2
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Figure 4.9

Now let us take a case of function which is not constant
Y = 2 + 3 xX 2, Let X = 0, 1, 2, 3, 4, 5

x y
0 2 + 3 xX 2 = 2 + 3 x (0)2 = 2 + 3 x 0 = 2 + 0 = 2
1 2 + 3 xX 2 = 2 + 3 x (1)2 = 2 + 3 x 1 = 2 + 3 = 5
2 2 + 3 xX 2 = 2 + 3 x (2)2 = 2 + 3 x 4 = 2 + 12 = 14
3 2 + 3 xX 2 = 2 + 3 x (3)2 = 2 + 3 x 9 = 2 + 27 = 29
4 2 + 3 xX 2 = 2 + 3 x (4)2 = 2 + 3 x 6 = 2 + 48 = 50
5 2 + 3 xX 2 = 2 + 3 x (5)2 = 2 + 3 x 25 = 2 + 75 = 77

Figure 4.10

4.6 QUESTIONS

1) Explain the concept of slope.
2) Write a note on curves.
3) Explain the importance of graph in economics.


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Module 3

5
THE MARKET FORCES OF DEMAND (D)

AND SUPPLY (S)

Unit Structure:

5.0 Objectives
5.1 Market: (Market and Competition)
5.2 Meaning of tem demand
5.3 Determinants of demand
5.4 Law of demand
5.5 Individual demand and market demand
5.6 Changes in demand (Increase and decrease in Demand
5.7 Supply
5.8 Law of supply
5.9 Individual supply and market supply
5.10 Change in supply
5.11 Market equilibrium
5.12 Questions

5.0 OBJECTIVES

1. To study the concept of market
2. To understand law of demand and demand curve
3. To study the concepts of individual demand and market

demand
4. To study the concept of market equilibrium
5. To study the difference between individual supply and

market supply

5.1 MARKET:- (MARKET AND COMPETITION)

Market, in economics, means, a network of dealings
between buyers and sellers irrespective of any geographical
specification. Thus, market brings together the buyers and
sellers of a particular goods or services. Demand and supply
explain the behaviour of people and their interactions with one
another in a competitive market economy. Demand and supply
are the two basic tools which
a) are at the core (centre) of exchange economy
b) make the economies work
c) affect the events and policies in an economy

Depending on the number of buyers and sellers, nature of
the commodity, concept of entry and exit etc. we come across
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different types of markets such as perfect competition,
monopoly, monopolistic competition, Oligopoly, duopoly etc. for
e.g.

 Perfect Competition is a market of large number of buyers
and large number of sellers, selling homogeneous product.
(Seller as Price taker)

 Monopoly is a market of large number of buyers and single
seller, selling homogeneous product (Seller / monopolist as
Price maker)

 Monopolistic competition is a market of large number of
buyers and sufficiently large number of sellers selling
heterogeneous or differentiated product.

 Oligopoly is a market of large number of buyers and few
sellers selling differentiated products (Kinked Demand curve)

 Duopoly is a market of large number of buyers and two
sellers selling differentiated products (Special case of
oligopoly.)

Similarly we also have

 Local Market mainly for perishable goods and services.
 State or National market for durable items. Other case is

Marathi films have bigger market in Maharashtra state. But
Hindi films have national market.

 International Market is for different goods and services like
financial services.

 We also come across share (Stock Market) bullion Market
(for precious metals like gold / silver etc.), Real Estate
market.

We come across competition in the market. Competition
is the effort of two or more parties to ensure their position and
efficiency. Competition brings out the best of quantity and
quality. It ensures the most efficient or optimum allocation of
productive resources.

5.2 MEANING OF TERM DEMAND

In an ordinary language, demand means a desire or a
want for something. But a mere desire or willingness is not a
demand in economics. In economics demand means any desire
or willingness backed by purchasing power. Thus demand =
willingness to Buy + Ability to pay.

E.g. If Mr. X wants to buy BMW car but does not have the ability
then want will not be converted into demand. Similarly Mr. Y
may have the ability to buy chicken but has no desire or
willingness to buy it as he is vegetarian.
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In both the cases there is no demand because
willingness and ability both do not go together.

5.3 DETERMINANTS OF DEMAND

(Factors influencing Demand for a product.)
Demand for a particular commodity or a product depends

on the following factors:-

1) Price of the product (P)
Price is the basic determinant of demand. Demand for

any product depends on the price of that product. Usually, there
is an inverse relationship between the two i.e. higher the price,
lower is the demand and lower the price, higher is the demand.

2) Prices of substitutes (Psub) :
Demand for a particular product depends not only on the

price of that product but also on the prices of other substitutes
available in the market. If ‘X’ and ‘Y’are two substitutes (Pepsi /
coke), then demand for x depends not only on the price of x but
also on the price of Y.

3) Income (Y):
Demand for a product depends on the disposable income

of the individual usually; income and demand are directly
related. Income reveals the purchasing power. Thus higher the
income, greater is the demand and lower the income, lower is
the demand.

4) Taste and Preference (T/P) :
Demo and for several products like ice creams, cakes

etc. depends on the taste of a person. At the same time,
different people have different preferences for different products.
For eg. Non-vegetarian person will give higher preference to
non-veg food than veg. food.

5) Habit (H) :
Demand for a product also depends on the habit. When

the person is habituated to the consumption of a particular
commodity then he creates demand for it. For e.g. Demand for
cigar, tobacco, liquor, pan masala etc.

6) Fashion (F) :
When the consumption or use of a particular product is in

fashion trend, then demand for that product rises. Once the
consumption goes out of fashion the demand decreases.

(7) Expectations about future price change :- (Fp)
If the consumer expects some change in future price then

his present demand for the product gets affected. For e.g. If the
consumer expects that the price is going to rise in future, then
his present demand for the product increases.
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8) Advertising (A) :
In the competitive market, the demand for many products

depends on advertisements and sales propaganda. Demand for
many products such as soaps, toothpastes etc. is determined by
the advertisement

9) Government Policy (GP) :
If a govt. imposes a tax on the commodity then its

demand falls due to increase in price. If the govt. offers the
subsidy on the product then its demand rises.

10) Climate / Season :- (CI)
Demand for certain products depends on the climatic

conditions and seasonal changes. For e.g. Demand for umbrella
in rainy season.

11) Social Factor (S) :
Demand for a commodity is also affected by social factors

like customs, traditions, value system, culture etc. For e.g.
Demand for traditional sweets.

5.4 LAW OF DEMAND

The law of demand establishes a functional relationship
between the price and demand for a commodity.

Demand for any product depends on several factors like
Price of the product, income, taste, habit, fashion etc. But, if we
allow all of them to change then the analysis becomes
complicated. To avoid this we make use of the assumption
‘Ceteris Paribus’ i.e. ‘other things being equal’ or ‘other things
remaining same or constant and take relation between P and D.’
This gives us the law of demand.

The law of demand states that other things being equal,
Quantity demanded of any commodity (say X) varies inversely
with the Price of that commodity (i.e. X). Thus when Price rises,
the demand falls and when price falls, the demand rises.

 
 

, , , , , , ,.....x x

x x

D f P Y Y P H A F

D f P





x xP D  and x xP D 

Demand Schedule :-
Demand schedule is a tabular presentation of a relation

between Price and Quantity demanded. It snows the quantities
of the goods that people plan to buy at various prices.
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Price per Unit (com. x)

(Rs.)

Quantity Demanded (com. x)

(units)

50 8 Q

40 12 R

30 20 S

20 30 T

10 50 U

5 65 V

Table 5.1

The above schedule or table shows an inverse
relationship between price and demand. It shows that when
price falls from Rs. 50 to Rs. 5 per unit, the quantity demanded
rises from 8 units to 65 units. Similarly when price rises from Rs.
5 to Rs. 50 per unit, the quantity demanded falls from 65 units to
8 units. Thus, higher the price (Rs. 50), lower is the demand (8
units) and lower the price (Rs. 5), higher is the quantity
demanded (65 units).

Demand Curve :- Demand curve is a graphical presentation of
a relation between price and quantity demanded.

Figure 5.1

The demand (dependent variable) is shown on the X-axis
and price Independent variable is shown on the Y-axis. DD is a
demand curve which slopes downwards from left to right. It
shows an inverse relationship between price and quantity
demanded. Each and every point on the demand curve gives a



44

specific relationship between price and quantity demanded. For
e.g. At some point ‘T’, the price is Rs. 20 and Quantity
demanded is 30 units. The inverse relationship between price
and demand is true for almost all goods in the economy.

Assumptions of the law of Demand
Law of demand is based on following assumption
1. Income remains constant :- There is no change in income –

i.e. neither increase nor decrease.
2. There is no change in the prices of substitutes.
3. There is no change in the taste and preference of the

consumer.
4. There is no change in fashion and advertisement.
5. No change in govt. Policy. There is neither increase nor

decrease in taxes or subsidies.
6. Consumer does not expect any change in the future price.
7. The quantity of money in circulation remains constant.

Demand function for price
Law of demand explains the functional relationship

between price and quantity demanded.

 x xQ f P

xQ Quantity Demanded of commodity X

f  Functional relationship

 xP Price of commodity X

100 5

x x

x x

Q a bP

Q

 

 

Price Per Unit

`

Quantity Demanded in Unit

100 5x xQ  

0 100

1 95

2 90

3 85

4 80

5 75

Table 5.2

It shows an inverse relationship between price and
quantity demanded.
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Demand
Figure 5.2

 Individual Demand Vs Market Demand is a desire backed by
purchasing power.

5.5 INDIVIDUAL DEMAND AND MARKET DEMAND

Individual Demand:
Individual demand is the demand for a commodity by an
individual buyer, at a particular price and at a particular point of
time in the market. It is a part of market demand.

Individual Demand schedule gives us the tabular presentation
of a relation between price and Quantity demanded by an
individual.

Let us take the price of some commodity X and the
Quantity demanded of commodity X by two individuals, say
individual A and individual ‘B’ separately.

Price of
Com. X

Demand
Individual A

Price of
Com x

Demand
Individual A

50 1 50 2

40 2 40 4

30 3 30 6

20 4 20 8

10 5 10 10

Table 5.3

The above tables show that as the price of commodity x
falls, the demand for commodity x, rises for both the individuals.
From these two schedules we can draw two demand curves for
individual A and B respectively.
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Figure 5.3

In both cases the demand curve slopes downwards from
left to right, indicating inverse relationship between price and
quantity demanded.

Market Demand :
If refers to the sum of (aggregate or total) all the

individuals demand in the market for a particular commodity, at
a particular price and time in the market. Market demand is a
summation of individual demands.

Market Demand scheduler is a tabular presentation of the
relation between quantity demanded and different prices of com.
X by all consumers in the market. It is calculated at a point of
time.

Quantity DemandedPrice of Com. X

Individual A Individual B

Market Demand

50 1 2 03

40 2 4 06

30 3 6 09

20 4 8 12

10 5 10 15

Table 5.4
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Market Demand curve

Figure 5.4
Demand on x axis and price on y-axis

The above diagram shows that the demand curves of
individual A, B and the market demand curve (D x A + B) slope
downwards from left to right. This indicates an inverse
relationship between price and demand. Market demand curve
(D x A + B) being the summation of D x A and D x B is bit flatter.

Variation in Demand and changes in Demand. (Movement
Vs shift in Demand curve)

Variation in demand :- There are many factors that determine
demand. One of the important factors is price. When he demand
changes only due to changes in price then we get variation in
demand. It is explained in two ways namely Extension
(Expansion) and Contraction of demand.

In this we keep all other variables constant and bring
change in price of the product alone.

 
 

, , , , , , , ,.....x x sub

x x

D f P P Y T P H A F

D f P





Figure 5.5

(com-x)
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Demand is shown on the x-axis and price on the y-axis.
DDx is a demand curve which slopes downwards from left to
right. Let us take two points viz. A and B on this demand curve.

At point ‘A’ the price is 1OP and the demand is 1OM . At

point ‘B’ the price is 2OP and the demand is 2OM .

Now when Price falls from 1OP to 2OP then the demand

expands from 1OM to 2OM . The consumer moves from point A

to point B, but remains on the same demand curve DD. This is
called as the Extension or expansion of demand. Similarly when
price rises from 2OP to 1OP , then demand contracts from 2OM to

1OM . The consumer moves from point B to A, but remains on

the same demand curve DD. This is called as contraction of
Demand.

Thus in expansion (extension) and contraction of demand
we get two important things :

1. Change in price of commodity alone. (Keeping other
variables constant.)

2. Movement along a given demand curve

For e.g. If government increases the tax on a soft drink
say ‘Goldy’ to discourage the consumption. Now due to the
imposition of tax the price of ‘Goldy’ drink rises and thus the
demand contracts. But if the tax is removed then the price of
‘Goldy’ falls and the demand expands.

5.6 CHANGES IN DEMAND (INCREASE AND
DECREASE IN DEMAND) (SHIFT IN D
CURVE)

Demand for any product depends on the price of that product
and also on several factors like prices of substitutes, income,
taste, preference etc. In changes in demand we remove the
assumption other things remaining the same and bring a change
in all demand determinants.

Thus the price may or may not change but the change in
factors other than price gives us either increase or decrease in
demand.
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Increase in Demand :

Figure 5.6

In this diagram, the demand is shown on the x-axis and
the price on the y-axis. DD is the original demand curve and op
is the original price.

Now increase in demand is shown in two ways

1. At a higher price (OP1), same quantity is demanded i.e. OM
and

2. At a same price (OP) more quantity is demanded i.e. OM1.

We get a shift in the demand curve from DD to D1D1. The
demand curve shifts to the right of the original demand cure

This happens due to
i) Increase in income ii) change in taste and preference in favour
of that commodity iii) Rise in prices of substitutes iv) Change in
fashion v) Rise in population etc.

Decrease in Demand:-

Figure 5.7
Demand on the x-axis and price on the y axis. DD is the

original demand curve. OP is the original price and OM is the
original quantity demanded. Now the decrease in demand is
shown in two ways.
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3) At same price (OP1) less quantity is demanded i.e. OM2 and.
4) At a lower price (OP2), same quantity demanded i.e. OM1.

In this case, the demand curve shifts from DD to D2D2.
The demand curve shifts to the left of the original demand curve.

This happens due to
i) Fall in income
ii) Change in taste and preference against the commodity
iii) Consumption goes out of fashion.
iv) Fall in prices of substitutes
v) Fall in population etc.

Thus in increase and decrease in demand we get 2
things
I) Change in factors other than price (price may or may not

change)
II) A shift in the demand curve. To the right increase and to the

left decrease.

A combined case (you can draw a linear or non-linear

demand.)

Figure 5.8

Variation in Demand Change in Demand

1) It occurs due to change
in price alone

1) It occurs due change in
factors other than price

2) It gives us movement
along a given demand
curve

2) It gives us a shift in
demand curves

3) It is explained with
Expansion (Extension)
and Contraction of
Demand.

3) It is explained with
increase and decrease
in Demand.
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Figure 5.9

5.7 SUPPLY (S)

The supply side of the market explains the behaviour of
the seller. In economics supply means, the amount of the
commodity which the seller is able and willing to offer for sale at
a particular price, during a particular period of time. Supply is a
relative term. It is always referred in relation to price and time.
Supply & price are directly related.

In economics, supply means. “the amount of the
commodity which the seller (producer) is able & willing to offer
for sale at a particular price, during certain period of time.

Determinants of supply :- (factors influencing supply) Factors
affecting supply of a commodity are –

1) Price of the commodity :- Price is the single largest factor
influencing the supply of a commodity. More is supplied at a
lower price & less at a higher price.

2) Seller’s expectations :- sellers expectations about the
future price affects the supply. If a seller expects the price to
rise in the future, he will with- hold his stock at present and
there will be less supply now.

3) Natural Conditions :- Supply of some commodities such as
agricultural products, depends on the natural environment or
climatic conditions like rain fall, temperature etc. eg. A good
monsoon will produce a good harvest, so the supply of the
agricultural products will increase.

4) Transport Conditions :- There should be well connected
proper approach routes, quick & cheap modes of
transportation & effective and quick communication systems.
This will increase supply.

5) Price of Related products :- Prices of substitutes or related
products also influence the supply of a commodity. If the
price of wheat rises, farmers may grow more of wheat &
wheat & less of rice so supply of wheat will rise.

6) Cost of Production :- When the cost of production rises the
supply decreases. E.g. When factor payments (rent, wages
etc.) increases, the cost of production rises & supply falls.
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7) The state of Technology :-The supply of the commodity
depends upon the methods of production. An improvement in
technique of production reduces cost & so supply increases.

8) Factors outside the Economic sphere :- Fire, wars,
earthquakes etc. may destroy productive assets of the
commodity and restrict future supplies.

9) Govt. policies (Taxes & subsidies) :- With an increase in
the rate of a tax on a commodity, the supply of that
commodity would decrease & vice versa. On the other hand,
with an increase in the amount of a subsidy on a commodity,
its supply would increase and vice versa.

10) Nature of Market :- Supply of a commodity would be higher
when there is a competitive market. But in monopoly, the
supply may be low. This is so because a monopolist may
create artificial scarcity to raise the price.

11) Period of time :- In a very short period, the supply of a
commodity may be fixed, whatever may be the price. But
over a period of time, the supply is adjusted with demand.

12) Self – Consumption :- If a farmer keeps a large stock for
self – consumption then the supply is less.
Sx = f (Px, Psub, Sex p, Mat, Cond, …)

5.8 LAW OF SUPPLY

The law of supply explains the relationship between price
and quantity supplied. The law of supply states that ‘other things
remaining the same, quantity supplied of any Commodity (say x)
varies directly with the price of that commodity (ie x). Thus when
price rises, the supply rises and when the price falls, the supply
also falls.

 
 

, , , , , ,.....

,

x x sub p

x x

x x x x

S f P P I G T G

S f P
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(I = Investment, G = Goal, T = Technology etc.)

Supply Schedule :- Supply schedule is a tabular presentation
of a relation between price and quantity supplied of a particular
commodity. It shows the quantities of the good that the seller
plans to sell at various prices.

Table 5.5

Price () (Com. X) Supply (Com. X)

50 500 T

40 400 U

30 300 V

20 200 W

10 100 X
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The above table (schedule) shows the direct relationship
between the price and Quantity supplied. It shows that when
price falls from Rs. 50/- to Rs. 10/- then the supply also falls
from 500 units to 100 units. Similarly, when the Price rises from
Rs. 10/- to Rs. 50/- then the supply prises from 100 units to 500
units. Thus, higher the price (Rs. 50/-), higher is the supply (500
units) and lower the price (Rs. 10/-), lower is the Quantity
supplied (100 units).

Supply Curve: It is a graphical (diagrammatic) presentation of a
relation between price and quantity supplied.

Figure 5.10
Supply on x–axis and price on the y-axis. SS is the

supply curve which slopes upwards from left to right. It shows a
direct relationship between price and quantity supplied. Each
and every point, on the supply curve gives us a specific
relationship between price and supply at that point. For e.g.
Point ‘V’ shows that the price is Rs. 30/- and the supply is 300
units. This direct relationship between price and supply is true
for almost all goods in the economy.

Assumptions of Law of supply
Assumptions :- The law of supply is based on following
assumptions.

1) Self-consumption :- The law assumes that the producer of
a commodity dose not increase his own consumption of a
commodity.

2) Technology :- The law assumes that there is no change in
the technique of production. The technology or the method of
production remains constant. i.e. absence of technological
change.

3) Cost of Production :- The law of supply assumes that the
cost of production remains constant. There is no change in
the cost of production. E.g. Wages, Interest etc. are
unchanged.
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4) Fixed Scale of Production :- During a given period of time it
is assumed that the scale of production remains constant. If
the scale of production changes, then the level of supply will
also change irrespective of change in the price of the
product.

5) Govt. Policies :- Govt. Policies like taxation policy, trade
policy etc. are assumed to be constant. There is no change
in subsidies also.

6) No change in Transport Cost :- The law assumes that
transport facilities & transport costs are unchanged. There
are given means of transport.

7) No speculation :- The law assumes that the sellers don’t
speculate about the future changes in the price of the
product.

8) Prices of Competitive Goods :- It is assumed that the
prices of all competitive goods which are substitute to a
product remain constant.

9) Weather Conditions :- The law assumes that the weather
conditions are normal e.g. Normal rain fall, absence of
natural calamities etc.

5.9 INDIVIDUAL SUPPLY AND MARKET SUPPLY

Supply is the quantity (amount) of a commodity which the
seller is able and willing to sell at a particular price and at a
particular time in the market.

Individual supply: It is the supply of a commodity by an
individual seller at a particular price and at a particular point of
time in the market.

Individual supply schedule : It gives us the price and quantity
supplied of a commodity by an individual seller.

Let us take the price of some commodity X and the
quantity supplied of commodity X by say two sellers A and B.

Table 5.6

Price of
Com. X

Supply of X
by Seller A

Price of
Com x

Supply of X
by Seller B

50 5 50 10

40 4 40 8

30 3 30 6

20 2 20 4

10 1 10 2
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The above tables show that for both the sellers (A and B),
sell less of X when price falls and supply more of commodity x
when price of commodity x rises.

Individual supply curve :- It is a graphical presentation of a
relation between price and supply.

Supply curve Supply curve
(Seller - A) (Seller - B)

Figure 5.11
Upward sloping supply curve (SxAand S x B) give direct
relationship between price and supply.

Market supply :- It refers to a sum of (aggregate / total) all the
sellers supply in the market of a particular commodity, at a
particular price and time in the market. Market supply is the
summation of all individual supply.

Market supply schedule :- It is a tabular presentation of a
relation between quantity supplied at different prices of com. x
by all the sellers in the market. It is calculated at a point of time.

Quantity SuppliedPrice of Com. X

Seller A Seller B

Market Supply

50 5 10 15

40 4 8 12

30 3 6 9

20 2 4 6

10 1 2 5

Table 5.7
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Total Market supply curve :-

Supply
Figure 5.12

Supply on the x-axis and price on the y-axis. The above
diagram shows that the supply curves of sellers A and B and the
market supply curve (Sx A+B), slopes upwards from left to right.
This shows a direct relationship between price and supply. The
market supply curve (S x A + B) being the summassion of s x A
and S x B is flatter.

 Variation in supply and changes in supply (Movement
V/S shift in supply curve)

Variation in Supply : Supply of any commodity depends on
several factors such as price of that product, prices of
substitutes, investment outlay, goal, technology etc. But in
variation in supply we assume that all other variables remain
constant and we take note of change in price alone that affects
the supply. It is explained in two ways viz. extension
(Expansion) and contraction of supply.

In this case we keep all other variables constant and
bring change in price of the product alone, which affects supply.

 
 
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Figure 5.13
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Supply is shown on the x axis and price on the y-axis.
SSx is he supply curve which slopes upwards from left to right.
We select two points on supply curve as A and B.

At point ‘A’ the price is OP1 and supply is OM1. At point
‘B’, the price is OP2 and the supply is OM2.

Now, when price rises from OP1 to OP2 then the supply
expands from OM1 to M2. The seller moves from point A to B
but remains on the same supply curve i.e. SS. This is called as
Expansion (Extension) of supply.

Similarly, when price falls from OP2 to OP1, the supply
contracts from OM2 to OM1. Now the seller moves from point B
to point A but remains on the same supply curve i.e. SS. This is
called as contraction of supply.
Thus in extension and contraction of supply, we get i) change in
price alone ii) movement along a given a supply.

5.10 CHANGES IN SUPPLY – SHIFT IN SUPPLY
CURVE (INCREASE AND DECREASE IN
SUPPLY)

Supply of any product or commodity depends on the price of
that product and also on the technology, govt. policy, goal or
objective etc. In, changes in supply we remove the assumption
‘other things remaining constant’ and bring a change in all
variables.

Thus the price may or may not change but change in
factors other than price gives us either increase or decrease in
supply. We get a shift in supply curve.

Increase in Supply :

Figure 5.14

Supply on the x-axis and y-axis. SS is the upward sloping
supply Curve (original). The original Prince is OP and Original
Quantity supplied is OM. Now, increase in supply is shown in
two ways.
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1. At same price (OP), more quantity is supplied i.e. OM1 and
2. At a lower price (OP1), same quantity is supplied i.e. OM.

We get a shift in the supply curve from SS to S1S1. The
supply curve shifts to the right of the original supply curve.

This happens due to
i) Fall in cost of production,
ii) Improvement in technology
iii) Favourable change in govt. Policy
iv) Increase in investment etc.

Decrease in supply :

Figure 5.15

SS is the Original supply curve. OP is the original price
and OM is the original quantity supplied. Now increase in supply
is shown in two ways :-

3) At same price (OP), less quantity is supplied i.e. OM2 and
4) At a higher price (OP2), same quantity is supplied, OM.

In this case the supply curve shifts to the left of the
original supply curve (SS to S2 S2)

This happens due to
i) Rise in cost
ii) govt. policy becomes unfavourable
iii) fall in investment outlay
iv) Transport bottleneck etc.

Thus in increase and decrease in supply we get
I) Change in factors other than price
II) Shift in the supply curve – to the right then increase and to
the left then decrease in supply.
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Figure 5.16

Variation in Supply Change in Supply

1) It occurs due to change in
price alone

1) It occurs due change in
factors other than price

2) It gives us movement
along a given supply curve

2) It gives us a shift in
supply curves

3) It is explained with
Extension and Contraction
of supply.

3) It is explained with an
increase and decrease
in supply. If the curve
shifts to the right then
increase and if to the left
then decrease

Figure 5.17

5.11 MARKET EQUILIBRIUM

Market is a network of dealings between buyers and
sellers irrespective of any geographical specification.

Equilibrium is a state of rest or balance where two
opposite forces are balanced with each other in such a way that
any further movement away from that position is not possible as
well as profitable.

As to cut a piece of cloth we need two blades of scissors,
similarly to determine the market price of a commodity we need
two economic variables viz. demand and supply. Demand and
supply together give us the market equilibrium.
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The demand and price are inversely related and the
demand schedule and curve explains the quantities that
individual plan to demand at various prices.

Similarly the supply and Price are directly related and the
supply schedule and supply curve explains the quantities that a
seller plans to sell at various prices.

Price (`) Demand Supply Pressure on Price

50 100 500 Downward

40 200 400 Downward

30 300 300 Neutral

20 400 200 Upward

10 500 100 Upward

Table 5.8

To begin with, let us assume that the price is Rs. 50/- At
this price the supply (500 units) is greater than the demand (100
units). Due to the excess supply we get a downward pressure
on the price (too much of anything reduces its value). Now the
price falls to Rs. 40/- Now there is some increase in demand
and fall in supply, yet the supply is greater than the demand.
Thus we get a further downward pressure on price. The process
continues till we reach equilibrium point i.e. price (Rs. 30/-)
where D = S (300 units).

Similarly at the price Rs. 10/-, we find that the supply (100
units) is less than the demand (500 units). It shows scarcity
(S<D) and scarcity gives higher value to the product. Thus there
is an upward pressure on price. It rises till it reaches the
equilibrium point, i.e. E.

Thus Rs. 30/- is the equilibrium price where D = S. No
further movement is possible as well as profitable. 300 units is
the equilibrium quantity. This equilibrium price is also called a
‘market clearing price’ because at this price everyone in the
market is satisfied.
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It is explained in the following diagram

Figure 5.18

Units of commodity (D and S) are shown on the x-axis
and price on the y-axis. The downward sloping demand curve
DDx cuts the upward sloping supply curve SSx at equilibrium
point ‘E’. At this point the equilibrium price is ‘OP’ (Rs. 30/-) and
equilibrium quantity is OM. (300 units).

Now, let us assume that the price rises from OP to OP1.
Now we find that the supply P b is greater than the demand P1a.
Due to surplus, there is a downward pressure on the price and it
falls back to OP.

Similarly at OP2 price, the supply P2d is less than the
demand P2C. Now, due to scarcity the price rises till it comes
back to the original price OP.

In this way, with the necessary changes in demand and
supply, the system comes back to the original point of
equilibrium (e.g. A ball kept at the bottom of the bowl.)

Example
Equilibrium Price
Demand Equation:-

x xD a bP 

Where xD =Demand for commodity x

a = constant parameter giving Quantity demanded
irrespective of price.

b = Constant parameter giving relation between P x
and xD

xP = Price of Commodity X.

As ‘b’ has negative sign the relationship is inverse.
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Supply Equation:-

x xS c dP 

xS  Supply of commodity x

c  Constant parameter giving quantity supplied
irrespective of price
d = Constant Parameter giving relationship between Px

and Sx

Px = Price of commodity X

Here ‘d’ has a positive sign. Thus the relationship is
direct.

Let us assume that
34 3x xD P  and 6 4x xS P 

Now at equilibrium :

x xD S

34 3 6 4

34 6 4 3

28 7

28

7

4

x x

x x

x

x

x

P P

P P

P

P

P

   

   

 

 

 

Now let us insert price ‘4’ in the equations of demand and
supply.

 

34 3

34 3 4

34 12

22

x x

x

x

x

D P

D

D

D

 

 

 



 

6 4

6 4 4

6 16

22

x x

x

x

x

S P

S

S

S

 

 

 



4xP  is the equilibrium price where Quantity demanded

equals quantity supplied. (i.e. 22 units)

Market Not in Equilibrium :
Market not in equilibrium explains a situation of

disequilibrium in the market. It is a situation where D > S or S <
D. Thus there is either shortage or surplus.

At equilibrium S = D but if S  D then

(I) (II)
S > D S < D

(surplus) (scarcity)
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Figure 5.19

I) In diagram I, we find that at OP1 price the supply P1 b (OM2)
is greater than the demand P1 a (OM1). It shows that there
is surplus in the market. The seller wishes to sell more but
demand is less. Thus to attract the buyers, the seller will
lower the price. The process continues till we reach the
equilibrium point (E), price (OP) and quantity (OM).

II) In diagram II, we find that at OP2 Price, the supply P2d
(OM,) is less than the demand P2C (OM2). It shows that
there is a scarcity or shortage of goods. The buyers are
willing to buy more but the supply is less. Now the seller will
take advantage of this situation and will raise the price. The
process continues till the system reaches the equilibrium
point (E), Price (OP) and quantity (OM).

Thus the activities of buyers and sellers always push the
market price towards the equilibrium price. The shortages and
surpluses are temporary. Reaching equilibrium point (fast or
slow) differs from market to market.

Three steps to analyse changes in Equilibrium :
The position of the demand and supply determines

equilibrium price and quantity. Due to the changes in factors
other than price we get a shift in the demand and supply curves.
These factors are changes in prices of substitutes, income,
investment outlay, govt. policy etc. it gives us either increase or
decrease in demand and supply.

The effects of shift in demand and supply on market
equilibrium are studied in three steps.
a) A change due to shift in demand curve.
b) A change due to a shift in supply curve
c) A change due to shift in both i.e. the demand and supply.
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A) Change in Market equilibrium due to a shift in demand curve.

Figure 5.20

Let us explain the situation with an example of Air-
conditioners (ACs). In the above diagram ‘E’ is the original point
of equilibrium, OP is original equilibrium price and OM is original
equilibrium quantity (D=S).

a) Case of increase in demand :
Let us assume that it is a summer. Due to the rise in heat

we get an increase in demand of ACs in spite of no change in
price. When the demand for ACs increases we get a shift in the
demand curve (to the right) from DD to D1D1. It cuts the supply
curve (SS) at a new equilibrium point E1. Now the price rises
from OP to OP1. This rise in price brings higher supply and at
new equilibrium point, the demand equals supply at OM1.

In this case we get two important things. One is we get a
shift in demand curve from DD to D1D1. i.e. increase in demand.
Another is that at new equilibrium point E1 there is an expansion
of supply as we remain on the same supply curve.

b) Case of Decrease inDemand :-
During winter the demand for ACs falls due to cold. Thus

the demand curve shifts to D2D2 i.e. decrease in demand. It cuts
the supply curve (SS) at new equilibrium point E2. The price falls
to OP2. Now due to fall in price, the seller will contract the
supply. Now the new quantity will be OM2. In this we get
decrease in demand where we shift over to a new demand
curve D2D2. We also get a contraction of supply (movement on
the same supply curve SS).
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B) Change in market equilibrium due to a shift in supply
curve.

Figure 5.21

In both the diagrams DD is the original demand curve
cutting SS which is original supply curve. Original equilibrium
point is E, equilibrium price is OP and equilibrium quantity is
OM.

Let us take e.g. Of production of sugarcane and sugar,
affecting its supply.

a) Increase in supply :-
Let us assume that due to sufficient rainfall, the

production of sugarcane increases. Thus the supply of sugar
increases which results in the fall in price of sugar. Thus the
supply curve shifts to the right S1S1 and cuts the demand curve
at new equilibrium point E1. The price falls from OP to OP and
supply increases to OM1.

Now due to the fall in price of sugar, the demand for
sugar will rise. More sweets will be created due to fall in cost of
input i.e. sugar. Thus higher supply will be matched by higher
demand (OM1) at new equilibrium price OP1. Here (at E1) we
get an increase in supply where supply curve shifts to the right
(S1S1) and expansion of demand i.e. movement along a given
demand curve DD.

b) Decrease in supply :-
Let us assume that due to a bad monsoon, the production

of sugarcane falls. Thus the supply of sugar decreases. The
curve shifts to the left (S2 S2) and we get a new equilibrium
point E2. Now the price rises to OP2. Now new quantity supplied
(OM2) will be matched by contraction of demand to OM2. (fall in
supply of sugarcane reduces the supply of sugar OM2). Thus
price of sugar rises to OP2.
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In this case we get decrease in supply i.e. shift in supply
curve SS to S2S2 and contraction of demand i.e. movement
from E to E2 along a given demand curve DD.

c) Change in market Equilibrium due to a shift in both i.e.
Demand and supply.

In this case we observe and study a simultaneous
increase or decrease in demand and supply. We can explain
this with the help of several situations like increase in supply,
decrease in demand and vice versa and even the change in
extent (more or less).

In this case let us observe two situations with increase in
demand and decrease in supply.

Figure 5.22

In both the cases the original point of equilibrium is E (D =
S), OM is original quantity and OP is original equilibrium price.

a) In this we find that demand increases more than
proportionately. We get a large increase in demand. Thus
demand curve shifts from DD to D1D1 (greater distance). Say
due to festival demand for sugar increases very fast.

But we get a decrease in supply may be due to bad
season. But here supply decreases slightly from SS to S1S1.

Now the new equilibrium point is E1 and price rises
sharply from OP to OP1 due to very high increase in demand.

b) In his case we get a moderate increase in demand from DD
to D2D2. But due to a very bad season the supply of sugarcane
and so sugar decreases sharply from SS to S2S2. Now the price
again rises sharply from OP to OP2 and Quantity falls from OM
to OM2.
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Thus in both the cases, the price rises sharply from OP to
OP1. In one case (a) the quantity rises and in other it falls (b).

5.12 QUESTIONS

1) What is market?
2) What is competition?
3) Write a note on Demand Curve.
4) Explain the difference between Individual demand and

market demand.
5) Explain the difference between individual supply and

market supply.
6) Explain the concept of market equilibrium.
7) Write notes on

 Law of demand
 Law of supply


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6

ELASTICITY OF DEMAND

Unit Structure:

6.0 Objectives
6.1 Elasticity of Demand
6.2 Price elasticity of demand
6.3 Types of price elasticity of demand
6.4 Concept of Revenue
6.5 Tax and its impact
6.6 Uses of the concept of elasticity of demand
6.7 Questions

6.0 OBJECTIVES

 To study the price elasticity of demand
 To understand the relationship between revenue and

elasticity
 To study the impact on price elasticity of demand
 To study tax and its impact

6.1 ELASTICISES OF DEMAND (ED)

The law of demand explains an inverse relationship
between price and quantity demanded i.e. when price rises
(falls), the demand falls (rises). But here we do not measure the
change i.e. how much is the change in price and how much is
the change (response) in demand.

Thus in elasticity of demand we try to measure the
change.

6.2 PRICE ELASTICITY OF DEMAND (PED)

PEd is the degree of responsiveness of quantity
demanded of any commodity (Say x) to change in the price of
that commodity (say x).

It is measured as
Percentage change in Quantity demanded of com x

Percentage change in price of com.x
PEd 
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Px = original price of corn.x
Dx = original Demand for corn.x
Dx = change in demand (New - original)
Px = change in Price (New - original)

Original New
Price Rs. 50 Rs. 48
Demand 100 units 110 units

Pr

50 110 100

100 48 50

50 10

100 2

P D
PEd

D P

P NewD OriginalDemand
PEd

D NewP Original ice

PEd

PEd
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 
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 
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
 



 


550 10

100 2

5

2

PEd

PEd

 




PED = -2.5 (-ve sign shows the inverse relation between P and
D).

6.3 TYPES OF PRICE ELASTICITY OF DEMAND
(PED)

1) Unit Elastic Demand : When change in price brings about
exactly proportionate change in quantity demanded then
demand is said to be Unit elastic. The Ed = 1. For e.g. If price
falls by 10%, then the demand rises by 10% and when price
rises by 10%, the demand falls by 10%.
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10
1

10
PEd  

Figure 6.1

When price falls from OP to OP1 then demand rises from
OM to OM1. Here MM1 (rise in D) = PP1 fall in price. Similarly
when price rises from OP1 to OP, then demand falls from OM1 to
OM. Once again M1M = P1P.

2) Relatively Inelastic Demand :- when change in price brings
about a less than proportionate change in quantity demanded
then demand is said to be relatively inelastic. If price falls by
10%, then the demand rises say by 5% and if price rises by 10%
then demand falls by 5%.

5 1
1

10 2
PED   

PEd is less than one (Ed < 1)

Figure 6.2
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When price falls from OP to OP1 then demand rises from OM to
OM1. Here rise in demand MM1 < fall in price PP1.

We get a steeper demand curve

10% 5%P D  and 5% 10% 5%P 
This happens in case of necessary goods.

3) Relatively Elastic Demand :-
When change in price brings about a more than

proportionate change in quantity demanded then demand is said
to be relatively elastic. For eg. If price falls by 10% then demand
rise by say 20% or when price rises by 10%, demand falls by
20%

1Ed 

10%P  20%D 
20

2 1
10

Ed   

Figure 6.3

When the price falls from OP to OP1 then demand rises
from OM to OM1 Here MM1 i.e. rise in demand is greater than
fall in price PP1 (MM1 > PP1).

The demand curve is flatter. This happens in case of
luxury goods.

4) Perfectly Inelastic Demand :- When change in price brings
out no change in quantity demanded then demand is said to be
perfectly inelastic. Here Ed =0. Here price may fall or rise by
10% but demand remains constant. It does not change.

10%. .0

10%. .0

0
0

10

P D

P D

Ed





 
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Figure 6.4

Though price falls from OP to OP1, yet demand remains
constant i.e. OM. We get a vertical straight line demand curve.
This happens in case of neural goods, for e.g. Salt

5) Perfectly Elastic Demand :- When a slight change in price
brings out infinite (immeasurable) change to quantity demanded

then demand is said to be perfectly elastic demand. Ed 

Figure 6.5

When price falls from PP1, We get infinite change (rise) in
demand.
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We get a horizontal demand curve.

P D Ed

Unit Elastic 10% 10% =1

Relatively Inelastic 10% 5% <1

Relatively Elastic 10% 20% >1

Perfectly Inelastic 10% D.0 =0

Perfectly Elastic  

6.4 CONCEPT OF REVENUE

Let us now study the concept of revenue say the Total
Revenue (TR). Purchase of goods by the consumer involves
payment i.e. Total Expenditure or sell of goods by the seller
involves receipts i.e. Total Revenue.

When the consumer spends (Total Expenditure) then the
seller receives income i.e. Total Revenue. Thus expenditure of
the consumer is income or revenue to the seller.

Thus we get the concept as Total Revenue or Total
Expenditure or Total Outlay.

Now let us find out how change in price brings out
change in demand to measure the change in (TR or TO or TE)
elasticity of demand.

Total Revenue or Total outlay or Total expenditure is
measured as PX Q Dd (i.e. Price multiplied by quantity demand)

1) Unit Elastic Demand :- when change in price brings about
change in demand in such a way that the total outlay remains
constant then demand is said to be unit elastic

Price x Q Dd. = TO / TR / TE
60 100 6000
50 120 6000 Ed < 1
40 150 6000

2) Relatively Inelastic Demand : When change in price brings
about change in demand in such a way that total outlay goes on
decreasing then demand is said to be relatively inelastic or Ed<1

P x QDd = TO or TR or TE
60 x 100 = 6000
50 x 110 = 5500 Ed < 1
40 x 120 = 4800
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3) Relatively Elastic Demand :- when change in price brings
out charge in demand in such a way that the total outlay goes on
increasing then demand is said to be relatively elastic or Ed > 1

Price x QDd = TO or TE or TR
60 x 100 = 6000 Ed > 1
50 x 150 = 7500
40 x 200 = 8000

Eg 1
Change in price Change in Total Expenditure PEd
Fall Constautor No change Ed = 1
Rises constant or No change Ed =1
Falls Rises Ed =1
Rises Falls Ed =1
Falls Falls Ed =1
Rises Rises Ed =1
Eg.2
Price QDol To ed
50 8 400 Relative elastic Ed > 1
40 12 480
30 20 600 unit Elastic Ed =1
20 30 600
10 50 500 Relatively Inelastic Ed =1
5 65 325

E.g.
SR. No. Price P Quantity Demanded TR / TO Price Ed

(P x Q)
1 5 8 40 Unit elastic

8 5 40 Ed =1

2 5 8 40 Relatively
elastic

7 6 42 Ed >1

3 5 8 40 Relatively
Inelastic

4 9 36 Ed <1

*Price ceilings and Floor Taxes and their impact.

*Price ceiling :- Price ceiling is a situation when the price is no
allowed to rise above a certain level. Price ceiling has been
found to be of great importance in many cases e.g. house rent
market.
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Figure 6.6

Government imposes a price ceiling to control the
maximum prices that can be charged by suppliers for the
commodity. This is done to make commodities affordable to the
general public. However, prolonged application of a price-ceiling
can lead to black marketing and unrest in the supply side.

For e.g., : Let’s consider the house-rent market. In the
above graph, a price of Rs. 3/- has been determined as the
equilibrium price with the quantity at 30 homes. Now, the
government determines a price ceiling of Rs. 2/-. At this rate
there is a shortage (demand for 40 houses, but supply is only 20
houses). In the long run, the extra 20 people will try to get a
house on rent, which will eventually give rise to black market
and higher rents.

Price Floor : Price floor refers to a situation in which the price is
not allowed to decrease below a certain level. For e.g.
Government of India announces procurement price for minimum
prices at which the government purchases commodities like
wheat, rice and other agricultural commodities.

Floor price is higher than the market equilibrium prise.

Figure 6.7
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The government in order to increase the supply of rice
declares a floor or minimum price of Rs. OP1 per kg. The
market demand and supply settles on the equilibrium price OP.
Since floor price is higher than market equilibrium price, supply
becomes more than demand resulting in surplus of rice o the
extent of OM2.

6.5 TAX AND ITS IMPACT

Factors Influencing Elasticity of Demand :
The demand for a commodity may be elastic or inelastic

depending upon the following factors.

1) Urgency of wants : One of the most obvious factor
influencing the elasticity of demand is the urgency of wants.

When the desire for a commodity is as strong as a
necessity then the demand for it will tend to be inelastic.
Less strongly felt wants are likely to have an elastic demand

2) Nature of commodity : Goods and services which are
regarded as necessaries of life have generally inelastic
demand. E.g. :- food grains, clothes, salt etc.

Where as, the demand for luxury goods is generally
elastic. E.g. :- Demand for diamonds, jewellery etc.

3) Availability of substitutes : A good which has no
substitutes will have inelastic demand e.g. :- Demand for
salt, onions, chalks etc.

Whereas, goods which have a wide range of substitutes
will have more elastic demand e.g. :- demand for pepsi, case.
Etc.

4) Number of uses of commodity : If a commodity can be put
to several uses then demand for it is reactively elastic. E.g. :-
Multipurpose goods like coal, electricity etc. will have elastic
demand.

5) Income : A consumer having high income displays relatively
inelastic demand for many goods where as a poor consumer
has more elastic demand for the goods in general.

6) Proportion of Income : The proportion of income which is
spent on commodities also influences elasticity of demand. If
this proportion is very small then demand tends to be
inelastic.

7) Influence of Habit : When a person is habituated to the
consumption of certain commodities then his demand for that
commodity will be inelastic. E.g.:- Demand for cigarettes to a
chain smoker is relatively inelastic.
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8) Element of Time : Market demand for any commodity in
general will be less elastic in the short period but it becomes
more elastic in the long period. It is so because.

It requires time in spreading the news of a given change
to all the buyers in the market.

Consumer may expect a further change. This he may not
ract immediately to a given change.

People may not change their habits and preferences
instantaneously.

6.6 USES OF THE CONCEPT OF ELASTICITY OF
DEMAND

1) Fixation of price (product pricing) : The concept of
elasticity of demand is useful to the monopolist in formulating
a suitable price policy. He can charge a higher price if the
demand for his product is relatively inelastic.

2) Formulation of Tax policy : The concept of elasticity of
Demand is useful to the Govt. in formulating an appropriate
policy. Tax cannot be levied heavily on a commodity the
demand for which is elastic. When the seller tries to shift the
burden of tax over to the buyers by charging higher prices
these buyers may immediately reduce the demand for the
product itself. Hence the govt. may not be able to raise
adequate revenue from taxes on such commodities.

3) Price Discrimination : Price discrimination implies the seller
charges different prices to different buyers for the same
product one of the factors underline price discrimination is
differences in elasticity of demand. The seller charger a
higher price to the buyer or in the market where demand for
his product is relatively inelastic & at a lower price to the
buyer oriented market where the demand is relatively elastic.
Thus differences in elasticity of demand for the product
makes price discrimination possible.

4) Factor Pricing : The concept of elasticity of demand is also
useful in determining factor prices. Those factor prices, the
demand for whose services is inelastic command higher
rewards in the factor market. E.g. :- We can well observe that
the demand for highly skilled and specialised labour say air
pilots is relatively inelastic and hence they command higher
wages.

5) Process of Devaluation : The concept of elasticity of
demand is to be carefully applied when the Govt. is planning
to undertake the measure of devaluation of currency.
Devaluation measures reducing the value of a currency in
terms of other currency. This measure is undertaken to
overcome disequilibrium in the counties balance of
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payments. Through devaluation it is expected that the
country’s exports will rise & its imports will decline. But if our
demand for foreign good is inelastic, we will continue to
import goods from abroad & thus our balance of payment will
become more unfavourable.

6) Policy of Nationalisation : The concept of elasticity of
demand is also useful in formulating the policy of
nationalisation. The Govt. tries to take over or nationalisation
the utility whose demand is inelastic. If such concerns are left
in the hands of private sector then the producers would fix
exorbitant prices & thereby exploit the consumers. Thus to
safeguard the interested the consumers, the Govt.
nationalises such industries.

Thus concept of elasticity of demand is useful in policy
formation and has considerable practical utility.

6.7 QUESTIONS

1) What is the price elasticity of demand?
2) Explain the types of price elasticity of demand.
3) Explain the relationship between price elasticity of demand

and total revenue.






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Module 4

7
INTERDEPENDENCE AND TRADE

Unit Structure :

7.0 Objectives
7.1 Specialization and trade

7.2 Meaning of absolute cost advantage

7.3 Meaning of Opportunity cost and comparative cost
advantage

7.4 Comparative advantage and trade

7.5 Application of comparative cost advantage to international
trade

7.6 Gains from trade

7.7 Questions

7.0 OBJECTIVES

 To understand the concept of international trade and
specialization

 To study the concept of absolute cost advantage

 To study the difference between opportunity cost and
comparative cost advantage

 To study the relevance of Comparative advantage and trade

 To understand the applications of comparative cost advantage
to international trade

 To understand the gains from trade

7.1 SPECIALIZATION AND TRADE

International trade refers to trade in goods and services
between the countries of the world. When producers and traders
from one country sell goods and services to other countries, they
are said to be exporting. Similarly, when producers and sellers
from one country buy goods and services from other countries, they
are said to be importing. International trade thus constitutes
exporting and importing of goods and services by countries of the
world. An economy that involves in international trade is called an
open economy and one that does not involve in international trade
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is called a closed economy. The advantages from international
trade are known as gains from trade.

Trade within the country is called domestic trade. Without
domestic trade, each region within the country will have to be self-
sufficient and the country as a whole will have to sacrifice the
benefits of regional specialization. With domestic trade, each
region can specialize in producing those goods and services in
which it has either a natural or an acquired advantage. Nations can
also gain from specialization. Every country produces more of
some goods than their residents wish to consume i.e. they create
an exportable surplus. Every country also consumes more than
what it can produce and hence create an importable deficit.
Surpluses and deficits in consumption give rise to international
trade. International trade is required to enjoy the gains of
specialization. International trade allows each nation to specialize
in producing those goods and services that it produces relatively
efficiently while trading to buy those goods and services that it
would produce relatively less efficiently. There are three main
sources of gains from trade. The first is those differences between
countries of the world in climate and factor endowment that lead to
advantages in producing certain goods and disadvantages in
producing others. The second source is the reduction in the cost of
production of each country as a result of specialization and large
scale production. The third source is international competition
which promotes rapid technological change and economic growth
than what is possible without international competition.

7.2 MEANING OF ABSOLUTE COST ADVANTAGE

The absolute cost advantage theory of international trade
was put forward by Adam Smith in his work “The Wealth of
Nations”. Smith believed that every country has an absolute
advantage in producing some commodity over the others. Thus a
country must import those goods which are relatively cheap in other
countries and export those goods which are cheaply produced
inside the country. Smith advocated a laissez faire economy and
believed in free trade between the countries. Free trade will lead to
specialization, improved productive efficiency and greater economic
welfare of the people in the world. Specialization or international
division of labor would lead to a more efficient labor force and the
excess output produced domestically can be traded internationally
for those goods which the home country is not efficient in producing
it.

According to Smith, a country should specialize in those
products in which it either has a natural or an acquired advantage.
Natural advantage may be available to a country on account of
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climatic conditions, availability of natural resources, abundant
supply of labor etc. However, natural advantage can be exploited
to one’s own advantage only in producing and exporting primary
goods. In value terms, primary goods constitute an insignificant
percentage of world trade the bulk of international trade is carried
out in manufactured goods and services. The competitive
advantage of nations in the export of manufactured goods and
services depends upon acquired advantage. For example, Japan
has an acquired advantage in the production of high quality steel
although she has a natural disadvantage in not having iron and coal
mines. While India has abundant supply of natural resources in
terms of minerals and mines, it can exploit its natural advantage
only exporting iron ore and import value added steel from Japan for
want of an acquired advantage. Rapid technological advances
have replaced old products by new ones and have altered the
competitive advantage of nations in world trade. For instance,
natural yarn such as cotton, silk and wool have been replaced by
synthetic yarn and synthetic rubber have displaced natural rubber.

APPLICATION OF ABSOLUTE COST ADVANTAGE IN
INTERNATIONAL TRADE

The theory of absolute cost advantage can be illustrated with
the example of a two country two commodity model. Let us
assume that the two countries are India and the United States and
the commodities are tea and wheat. Let us also assume that both
the countries have the same quantum of productive resources
available to them to produce the two goods. Both the countries
have 200 units of resources. In the absence of international trade,
both India and the United States decide to allocate her resources
equally between tea and wheat. Accordingly, India would be
producing 12.5 quintals of tea and 5 quintals of wheat, whereas,
United States would be producing 2.5 quintals of tea and 10
quintals of wheat. The total production of tea and wheat will be 15
+ 15 = 30 quintals. The production possibilities of tea and wheat
are given in Table 7.1 below. It is clear from these figures that
India has absolute advantage in the production of tea over the
United States and the United States has absolute advantage in the
production of wheat over India. In India, eight units of resources
are required to produce one quintal of tea as against 20 units to
produce one quintal of wheat. In the United States, 20 units of
resources are required to produce one quintal of tea as against 10
units to produce one quintal of wheat. India can produce one
quintal of tea with only 40% of resources required to produce in the
United States and the United States can produce one quintal of
wheat with only 50 % of the resources required to produce in India.
When both countries decides to specialize as per the principle of
absolute cost advantage and agree to trade in the ratio 1 : 1, India
will produce 25 quintals of tea and the United States will produce
20 quintals of wheat. The total output will now be 45 quintals. The
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world as a whole will be better off because specialization has led to
an increase in output by 50 per cent. Further trading in the ratio
1:1, India will receive 0.6 more wheat for every unit of tea exported
and the United States will receive 0.75 more tea for every unit of
wheat exported.

If the principle of absolute cost advantage is applied to the
countries of the world, it will lead to international division of labor
and specialization. Greater efficiency will improve world output and
the economic welfare of the world as a whole will improve.

7.3 MEANING OF OPPORTUNITY COST AND
COMPARATIVE COST ADVANTAGE

The comparative cost advantage theory of international trade
was put forward by David Ricardo (1772-1823) in his well known
work ‘Principles of Political Economy’, 1817. David Ricardo based
his theory of comparative cost advantage on his labor theory of
value. According to the labor theory of value, the value of any
product can be determined by the labor content or the labor cost
and the exchange of goods take place on the basis of the relative
content of labor in the products. If the prices of products in a given
industry are higher than the labor cost, it will attract labor from other
industries and the supply of products will increase until the prices
become equal to labor cost. The principle of labor cost is based on

Table 7.1 – Absolute Cost Advantage (200 Units of Resources)

India United
States

Absolute cost
ratio

Tea (Quintals) 25 (8
Units)

5 (40
Units)

8/40 = 0.2

Wheat (Quintals) 10 (20
Units)

20 (10
Units)

20/10 = 2.0

Domestic
Exchange Ratio

1 T = 0.4W 1 W = 0.25T

If the terms of trade are set in the ratio 1:1, then India will receive
0.6 more wheat for every unit of tea exported and the United States
will receive 0.75 more tea for every unit of wheat exported. Before
trade, given equal distribution of resources between tea and wheat,
India will produce 12.5 quintals of tea and 5 quintals of wheat
whereas the US will produce 2.5 quintals of tea and 10 quintals of
wheat. Total output of tea and wheat would be 15 quintals each i.e.
30 quintals. Post specialization, India will produce 25 quintals of
tea and the US will produce 20 quintals of wheat. World output will
be 45 quintals. Specialization will therefore lead to improved
economic welfare of the people.
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the assumption that labor is the only productive factor, that it is
homogeneous, perfectly mobile between occupations and regions
within a country and that there is perfect competition in the labor
market. Since the factors of production are immobile between
countries, the labor theory of value was found to be inadequate to
explain international trade. In order to explain the basis of
international trade, David Ricardo put forward the theory of
comparative cost advantage.

According to the doctrine of Comparative Cost Advantage,
international trade takes place because every country has different
advantages in the production of different products. A country will
specialize in the production of that product in which it has a greater
comparative advantage or her comparative disadvantage is the
least. A country will therefore export the product in which it has
comparative advantage and import the products in which it has less
comparative advantage or has a comparative disadvantage.

Opportunity cost is the cost of opportunity lost. Given the
resources and the production possibility frontier, any country can
produce only a given combination of two goods. In order to
produce more of one good, the country will have to sacrifice more
of another good i.e. produce less of another good. If India wants to
produce more wheat, it will have to sacrifice more cloth and vice
versa. The opportunity cost of producing more wheat will be the
additional units of cloth that India will have to sacrifice. The
opportunity cost of production is given by the slope of the PPF. A
straight line PPF indicates constant opportunity cost whereas a
concave PPF indicates increasing opportunity cost.

The principle of ‘comparative cost advantage’ explains
interdependence both within and without the countries of the world
and the gains arising out of specialization. We live in an inter-
dependent world not only in the economic sphere but also every
other sphere of human endeavor. Amongst all the spheres, the
economic sphere of inter-dependence is measurable, factual and
verifiable. Comparative advantage has many practical applications
due to interdependence.

Should Sachin Tendulkar cook his own Food?
Sachin is known to be the greatest batsman in the world

today. He has an incredible record in international cricket. With
more than 100 first class centuries and 15000 plus runs in his
cricketing kitty, his record shall remain unrivalled for many more
years to come. Sachin may be multi-talented and possibly he may
be a good cook. But does it mean that he should spare his time
and energy in cooking food for himself and his family. In order to
answer this question, we take recourse to the concepts of
opportunity cost and comparative advantage. Let us assume that
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Sachin can cook food for himself and his family in three hours. But
in the same three hours, he could film a commercial for any multi-
national product and earn Rs.10 million. In contrast, Sanjay a
professional chef can work in Sachin’s kitchen and earn Rs.2500/-
for four hours of cooking. In the same four hours, Sanjay can work
in Copper & Silver, a Grade-A restaurant and earn Rs.2500.

The opportunity cost of Sachin for cooking is Rs.10 million
and that of Sanjay is Rs.2500. Sachin has an absolute advantage
in cooking because he can do it in three hours i.e. a lesser input of
time. However, Sanjay has a comparative advantage in cooking for
Sachin because he has a lower opportunity cost.

7.4 COMPARATIVE ADVANTAGE AND TRADE

The gains from specialization and international trade depend
upon the comparative cost ratios i.e. trade is possible even when
one country has an absolute advantage in producing both the
commodities. David Ricardo (1772-1823), the English economist
put forward the comparative cost advantage theory of international
trade. In order to understand his theory, let us assume that there
are two countries, the United States and India. Both produce the
same two goods, wheat and cloth. However, the opportunity cost
of producing these two goods is different in these two countries.

Assuming a linear PPF i.e. the opportunity cost is assumed
to be constant, let us assume that the opportunity cost of producing
one kilogram of wheat is 0.60 meter of cloth in USA and two meters
of cloth in the UK. The opportunity cost of cloth and wheat in
respect of the two countries is given in Table 7.2.

Table 7.2 – Opportunity cost of wheat and cloth in India and
the USA

Wheat (Kg) Cloth (Meters)

USA 0.60 m cloth 1.67 kg wheat

UK 2.00 m cloth 0.50 kg wheat

Column one reveals opportunity cost per kilogram of wheat and
column two shows the opportunity cost per meter of cloth. The
USA has comparative advantage in wheat whereas the UK has in
cloth.

Column two shows the opportunity cost of producing cloth in
both the countries. The numbers in column two are the reciprocals
of the numbers in column one (1/0.60 = 1.67 and ½ = 0.5). The
opportunity cost of producing wheat is lower in the USA than the
UK. The world output of wheat will be higher if the USA specialized
in the production of wheat. However, the opportunity cost of
producing one unit of cloth in the UK is lower than USA. World
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cloth output would be higher if the UK produces cloth. The
opportunity cost of producing one unit of cloth is only 0.50
kilograms of wheat in the UK whereas it is 1.67 kilograms of wheat
in the USA. The gains from USA specializing in wheat and the UK
in cloth are shown in Table 7.3.

The advantages of international trade flow from the differing
opportunity costs in the two countries. The following conclusions
are made:

1. Country A has a comparative advantage over country B in
producing a product when the opportunity cost of production in
country A is lower. It means, country A has comparative
disadvantage in the other product.

2. Opportunity costs depend on the relative costs of producing two
products and not on absolute costs.

3. When opportunity costs are the same in both countries, there is
no comparative advantage and there is no gain from
specialization or international trade.

4. When opportunity costs differ in any two countries and both
countries are producing both products, it is always possible to
increase production of both products by reallocating resources
within each country.

7.6 GAINS FROM TRADE

The classical theory of international trade is based on free
trade between countries of the world and that trade benefits all
participants due to comparative cost differences. The main benefits
or gains of international trade are as follows:

1. Maximum Output. Free trade maximizes world output. Trade
enables the developing countries to benefit from technological
development taking place in the advanced countries.

Table 7.3 – Gains from Specialization with different
opportunity costs.

Wheat (Kg) Cloth (Meters)

USA + 1.0 - 0.6

UK - 0.5 + 1.0

Total + 0.5 + 0.4

To produce one more kg of wheat, the USA must sacrifice 0.6 m of
cloth and to produce one more meter of cloth, the UK must sacrifice
0.5 kg of wheat. If USA specializes in wheat and the UK in cloth,
world output of wheat and cloth will increase.
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Developing countries can import the most modern means of
production and maximize their output. Economists G Haberler
and AK Cairncross observes that developing countries need
foreign capital and technological know how for their
development and without earning foreign exchange through
exports, they will not be able to import foreign capital.

2. Enlarged Consumption Basket. International trade helps
countries to import those goods and services which are either
not produced at home because of the higher costs or the factor
endowments of the country are not suitable for the production of
such goods. Countries of the world can therefore enjoy a larger
consumption basket with trade than without trade.

3. Greater Competition and check on Domestic Monopolies.
International trade increases the scope of competition thereby
increasing the efficiency of domestic producers. Further, due to
greater competition, the emergence of monopolies can be
prevented. Greater competition can increase the economic
welfare of the people.

4. Mobility of Goods. International trade in goods and services is
a proxy for factor mobility. The disadvantages of factor
endowments are greatly neutralized and the trading countries
are benefited from international division of labor.

5. Increase in the Size of the Markets and Rise in Real
Incomes. According to Professor Myint, due to specialization,
international trade expands the size of markets and hence
goods and services are produced on a larger scale, thereby
reducing the cost of production. Greater demand for goods and
services not only increases factor prices but also lead to
innovation and reduced cost of production. Thus higher
demand and lower cost would increase the real income of factor
owners.

7.7 QUESTIONS

1. What is specialization and how specialization leads to
international trade?

2. What is absolute cost advantage? Explain the application of the
principle of absolute cost advantage to international trade.

3. What is opportunity cost? Explain the application of the
principle of opportunity cost in every-day life.

4. Explain the applications of the principles of opportunity cost and
comparative cost advantage in international trade.

5. Explain the gains from international trade.


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8
TRADE POLICY PREVIEW

Unit Structure :

8.0 Objectives
8.1 Trade policy

8.2 Free Trade and Protectionism

8.3 Instruments of Trade Policy

8.4 The Policy of Free Trade

8.5 Advantages & Disadvantages of Free Trade

8.6 Protectionist Policy

8.7 Arguments in favor of the Policy of Protectionism

8.8 Questions

8.0 OBJECTIVES

 To understand the meaning of trade policy

 To study the difference between Free Trade and Protection

 To study various instruments of Trade Policy

 To understand the Policy of Free Trade

 To study the advantages and disadvantages of Free Trade

 To understand the meaning of Protectionist policy

 To study the arguments in favor of Protectionist Policy

8.1 TRADE POLICY - INTRODUCTION

Trade policy is also known as commercial policy which is
concerned with international trade between countries of the world.
Exports and imports are the two components of international trade.
Hence, trade policy can be classified into two main policies i.e.
import policy and export policy. Trade policy aims at influencing the
volume; composition and direction of international trade i.e. trade
between one’s own country and the rest of the world. The volume
of trade pertains to the size of imports and exports. The
composition of trade refers to the goods and services imported and
exported and the direction of trade refers to the countries from
which goods and services are imported and the countries to which
goods and services are exported. If a country has balance of trade
problem i.e. when a country has a negative trade balance, its
import policy will be geared to reduce the quantity of imports and its
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export policy will be aiming to increasing exports so that there is
equilibrium on the trade account. Thus countries having a problem
of trade deficit follow a policy of import restriction-cum-import
substitution and export promotion to achieve trade balance.

8.2 FREE TRADE AND PROTECTIONISM

Ideologically speaking, there are two policy options available
to a country in the context of international trade. One is the free
trade policy and the other is the protective trade policy. The policy
of free trade was propagated by classical economists like Adam
Smith and David Ricardo by emphasizing on the allocative
efficiency of free trade. The free trade movement began in the 19th

Century Great Britain with a heavy emphasis on the distributive
efficiency of free trade. David Ricardo had argued that removal of
tariffs on corn would increase the real wages of workers in Great
Britain on account of reduced prices of corn and also increase the
demand for labor on account of higher profits and more
investments made by the capitalist class.

The policy of protection or protective trade policy was
pursued by the United States in the 19th century. Trade policy in
the US was dominated by the ‘Infant Industry Argument’ during the
first half of the 19th century. Alexander Hamilton put forward two
arguments in favor of protection in his ‘Report on Manufactures’.
He argued that infant industries will achieve economies of scale on
account of protection and consequent preferential access to the
domestic market. Further, infant industries will also achieve
economies of experience due to protection which gives them time
to learn by doing.

Towards the end of the 19th century when Europe faced
competition from the United States, Argentina and Russia, the
policy of free trade was gradually replaced by the policy of
protection. Germany was the first European nation to invoke the
policy of protection in 1879. Bismarck, the German Chancellor
introduced tariff law in 1879 by giving more protection to industry
and agriculture. In Germany, Friedrich List was the chief advocate
of the ‘infant industry’ argument. Based on his experience in the
United States and the success of US protectionist trade policies,
Friedrich List passionately argued in favor of protection in
Germany. His main argument against free trade and for protection
was that that free trade is advantageous between equal countries
and that nations should not be influenced by allocative arguments
alone. Nations can prosper by the international division of labor or
free trade only if their domestic industries are developed and are
capable of exporting manufactured goods and not raw materials.
Germany was followed by France with the Meline Tariff Law of
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1892 enacted to promote industrial development in France. By the
middle of the 20th century, free trade policy was completely
replaced by the policy of protection.

However, after the Second World War, the countries
following protectionist trade policy began to realize their mistakes
and started making plans for liberalizing international trade and
payments. The International Monetary Fund (IMF) and the
International Bank for Reconstruction and Development were set
up to manage the international monetary system and encourage
international lending. The movement of free trade was reborn after
the Second Great War and the constitution of GATT in the year
1947. With the formation of GATT, a new era of trade liberalization
began in the world. The GATT (General Agreement for Trade and
Tariffs) was reconstituted into World Trade Organization (WTO) in
the year 1995.

8.3 INSTRUMENTS OF TRADE POLICY

Tariffs, quotas and non-tariff barriers to trade are the
three instruments of trade policy. Tariffs and quotas are imposed
by governments to raise customs revenue, improve terms of trade,
restrict imports and expand exports. When government imposes
tariffs on imported goods which are not domestically produced, it is
aimed at raising revenue from imports. Similarly, tariffs are also
imposed on exports in the form of export duties.

In India, tariffs are imposed on imports whereas exports do
not carry any tariffs because India has been consistently
experiencing a negative trade balance. In India, export promotion
measures are therefore implemented to encourage exports. For
instance, Export Oriented Units, Export Processing Zones,
Electronic Hardware Technology Park and Software Technology
Parks are set up in India amongst other measures to boost exports.

Tariffs on imports and import quotas known as Quantitative
Restrictions are devices used to protect import competing
domestic industries and to accelerate domestic production. Import
duties in particular affect the quantity and direction of international
trade through prices. Subsidies on export are offered to
encourage exports. Although the WTO prohibits the use of
subsidies to encourage exports, many countries subsidized their
exports in more discreet manner by way of charging low interest
rates on export credit, tax concessions, subsiding production of
export industries and by giving various other facilities thereby
imparting a competitive edge. Import quotas or QRs are direct in
their effect in terms of restricting imports. A quota is an absolute
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limit fixed by the government on the quantity of import of a
given commodity.

In India, QRs or import quotas were imposed on a large
number of items. It was only on 01st April 2001 that the QRs were
removed on more than 700 items of imports in pursuant to WTO
agreement. All quantitative restrictions constituting quotas,
licenses and canalization were to be phased out by 2003 as per the
commitment made by India to WTO. India lost the case on QRs
against USA and accordingly on 01 April 2001, quantitative
restrictions on 715 items were removed.

Quotas as an instrument of trade policy have drawbacks
such as allocative inefficiency and corruption. The WTO prohibits
imposition of quotas, save exceptions. However, tariffs, subsidies
and quotas are easily identifiable instruments of trade policy as
against restrictive trade instruments such as environmental
consideration, child labor content, phy7to-sanitary conditions etc.
Other more discreet forms of trade barriers can be explained in
terms of preferential buying of goods and services by the
government agencies from the domestic producer without any
regard to competitive prices. Such practice can be rampant in fairly
mixed economies and not so rampant in capitalist free economies
like the USA.

8.4 THE POLICY OF FREE TRADE

Laissez faire or free trade refers to the free play of market
forces of demand for imports and supply of exports. A free trade
regime is however not free from customs duties. Both imports and
exports do attract custom duties to the extent they do not affect the
competitive advantage of trading nations and that sovereign nations
are enable to earn tax revenue in the same manner as they would
be earning from domestic trade. It only means absence of
restrictive government intervention in the sphere of international
trade. Prohibitive duties and quantitative restrictions are the two
instruments used by governments to restrict international trade.
For Adam Smith, free trade is “that system of commercial policy
which draws no distinction between domestic and foreign
commodities and therefore neither imposes additional burden on
the latter nor grants any special favor to the former”. Under free
trade, there are no trade barriers and there is free movement of
goods and series across the borders. The classical economists
like Adam Smith and David Ricardo propagated globalization in the
form of free trade in the 18th and 19th centuries.
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8.5 ADVANTAGES & DISADVANTAGES OF FREE
TRADE

The arguments made by the classical economists in favor of
free trade are as follows:

Advantages of Free Trade :
1. Greater Gains from Trade : Free trade maximizes allocation

efficiency of scarce resources i.e. resources will be allocated to
their most profitable use. Amongst other factors, trade emerges
between countries on account of comparative cost advantage.
According to David Ricardo, a country should specialize in the
production of those goods and services in which it either enjoys
a comparative cost advantage or has the least comparative cost
disadvantage. Following the dictum of comparative cost
advantage, international division of labor or specialization will
take place and maximum world output can be produced leading
to maximum economic welfare of participating nations.

2. Greater Employment, Greater Income and Greater
Consumption. Due to international division of labor and
specialization, economies of scale will emerge and the cost of
production will be minimized. Markets will be more perfect both
nationally and internationally, each firm will be maximizing
output and minimizing cost resulting in optimum firms with
optimum employment. With maximization of profits, there will
be greater investment, employment, output, income and
consumption.

3. Cheaper and Variegated Imports. Under free trade, every
country would be specializing in those lines of production in
which it has either a comparative cost advantage or a
comparative least cost disadvantage. Every country would
therefore be producing goods and services at relatively least
cost. For instance, let us assume that India emerges a software
giant in the international market, the rest of the world will be in a
position to buy the cheapest software from India and India will
have the access to the world market for its software exports.
Increased income thus generated can be used to make cheap
imports of a variety of consumer goods produced elsewhere in
the world. For instance, a wide variety of consumer durables
could be imported at the cheapest rates, an area in which India
has a comparative cost disadvantage. Thus free trade not only
makes your exports cheaper to the rest of the world but also
makes imports cheaper for you.

4. Greater Competition and Anti-Monopolistic Business
Environment. Free trade contributes to an unfettered
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international market wherein factors of production are freely
mobile between countries and uses. Free trade can thus obtain
maximum allocation and distributive efficiency. Both monopoly
and monopolistic markets fair poorly in terms of allocation and
distribution efficiencies. Mal-allocation of resources and mal-
distribution of income are some of the serious weaknesses of
imperfect markets like monopoly and monopolistic competition
or even oligopoly. Under-utilization of production capacity, want
of specialization and less than optimum employment are other
weaknesses. Since there is unrestricted entry in the markets
and inefficient firms are free to exit, only efficiency is rewarded
under free trade and free markets. Free markets produce the
spirit of innovation and invention and to maintain one’s
competitive edge in the international market there is no
alternative to innovation and invention which are the driving
forces of a market economy.

5. Greater Economic Equality both within and between the
Nations. Free trade promotes and rewards economic
efficiencies leading to every expanding world GDP through
expanding employment, output, income and demand. Since
economic activities will be optimized, there will be little or no
scope for inflation. Both imperfect markets and inflation are
welfare reducing aspects of modern monetary economies.
Sustained economic growth with creeping inflation or constant
price levels will bring about rapid growth in economic welfare of
the people. Further on account of free factor mobility, surplus
labor will be able to move into areas of deficit and similarly
surplus capital will also be able to move into capital deficit
countries. Thus ever expanding economic opportunities and
equal factor rewards promote economic equality both within and
between the nations.

6. Economic Integration and Globalization. Free movement of
factors of production and free movement of goods and services
will bring about rapid economic integration of the world
economy. Free movement of labor, capital and entrepreneurs
will bring about both economic and social integration of the
world economy and the world society. On account of
optimization of economic activities there may be stability in the
price level in the international and national markets. Since
prices will be same both in the national and international
markets, various currencies will have the same purchasing
power which may lead to a single world currency. Thus there
will be not only economic and social integration of the world
economy but also a political integration. The logical conclusion
of economic globalization must necessarily and essentially be
political globalization or the world State.
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Disadvantages of free trade :
The following arguments are made against free trade:

1. Anti-competitive Practices amongst the Trading Countries.
Unilateral protectionist measures adopted by trading countries
would invite counter-imposition of trade barriers. Trade barriers
can be either tariff based or non-tariff based. As a result, there
will be moves and counter moves leading to an environment of
uncertainty and discordance. However, the element of
uncertainty and discordance is due to the absence of a
regulating mechanism or the lack of effectiveness of the existing
trading mechanism.

2. Unfavorable Terms of Trade. Terms of trade refers to the
relationship between the export price and import price of a
country. Terms of Trade are said to be favorable if the export
price of a country is greater than the import price. However,
underdeveloped countries mainly exports primary commodities
and hence have unfavorable terms of trade. Unfavorable terms
of trade occur on account of inefficiencies in production and
other areas of business activities. These inefficiencies can be
corrected by pursuing right agricultural policies and equilibrium
terms of trade can be established.

3. Unfair Competition, Unequal Gains and the Argument of
Dependence. International trade left free to the trading
countries and their exporting firms may give rise to unfair trade
practices. Creation of artificial scarcity, dumping, misuse of
trade-marks and brands, competitive advertising and mal-
information campaigns are all some of the unfair trade practices.
However, unfair trade practices can be regulated and effectively
controlled provided effective supervisory and regulative
mechanism is put in place. Gains of trade are based on
efficiencies in production and marketing. The argument that
under-developed countries are at a competitive disadvantage is
not strong enough because underdevelopment of countries is
on account of lack of or absence of factor mobility. One cannot
unshackle trade in goods and services without unshackling
factor movement. The argument of dependence is not a rational
economic argument. It is more based on emotion and
thoughtless nationalism. Competitive advantage and inter-
dependence are the guiding principles of free trade and they
need to be protected and upheld by all trading countries.

8.6 PROTECTIONIST POLICY

A protectionist policy is adopted by a country to give
protection to domestic or national industries against competition
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from imports. The most common instruments of protection are
import tariffs and import quotas. Other instruments of protection
include exchange control, state trading, subsidies and international
cartels. It was Alexander Hamilton who put forward the argument
for a protectionist trade policy in the 19th Century in the USA. The
famous ‘infant industry argument’ put forward by Alexander
Hamilton dominated trade policy in the United States in the first half
of the 19th century. Germany and France followed protectionist
policy in the last quarter of the 19th century. Although the world as
a whole under the aegis of the World Trade Organization appears
to be moving towards a policy of free trade, almost all the countries
are found to be practicing one or other form of protection.

Arguments put forward in favor of protection can be divided
into economic and non-economic arguments. The economic
arguments are: infant industry argument, diversification of industry
argument, employment promotion argument, balance of payment
and terms of trade arguments, the pauper-labor argument and the
anti-dumping argument. The non-economic arguments constitute
the defense issue, the issue of patriotism and the protection to
categories of people and occupation.

8.7 ECONOMIC ARGUMENTS IN FAVOR OF
PROTECTION

1. The Infant Industry Argument.
A child needs to be nursed and cared to adulthood.

Similarly, a country or a nation needs to be nursed and cared to
independence in the realm of the economy. Industries which are
newly established in a country needs to be protected from
competition from abroad. Alexander Hamilton argued that
protection to the manufacturing industries in the United States will
offer them the benefits flowing from economies of scale and
economies of experience. In Germany, Friedrich List argued that
free trade was advantageous only between equal countries and
hence less developed countries must follow a protectionist policy
until they become equally developed. However, it is obvious from
the arguments made by Hamilton and List that the protectionist
policy must be temporary and therefore transitory. Once the infant
industries become adults, protection must be withdrawn and free
trade should be allowed.

2. The Diversification of Industry Argument.
The Diversification of Industry argument is in fact an

argument in favor of self-sufficiency and independence. The
proponents of this argument believes that international trade based
on international division of labor leads to specialization and
specialization in turn leads to unbalanced growth of national
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economies. Further, there are no safeguards against risks arising
out of specialization and the only safeguard against specialization
IS DIVERSIFICATION OF THE INDUSTRY. Accordingly, a country
should not only develop its industry according to her factor
endowments and competitive advantage but also set up industries
tin which it is a at a competitive disadvantage. However, the
advantage of free trade is in the balanced growth of the world
economy and not national economies. Once the world understands
the importance of maximizing wealth generation, it also learn to
enjoy the fruits of prosperity, I am sure they will not foolishly indulge
in war and destroy wealth.

3. The Employment Promotion Argument.
Countries facing a deficit on the balance of payment account

due to net negative exports along with the problem of
unemployment can promote employment generation by imposing
restrictions on imports and promoting domestic demand. Increase
in domestic demand in a recessionary phase of the trade cycle
would uplift the level of private investment, generate employment,
output, income and demand via the investment multiplier. The
growth in domestic demand by import restriction will however be
offset by a fall in exports due to retaliation by the trading partners,
thereby nullifying the gains of import restriction. Further, imposition
of such tariffs can also open up un-official trade channels in the
form of smuggling activities. Finally, trade policy is not the only
policy option available for employment generation. Both monetary
and fiscal policies are must more efficient and less disruptive in
promoting employment generation in a recessionary period.

4. The Balance of Payments and Terms of Trade Argument.
Countries having a trade deficit can use tariff as a corrective

instrument. Imposition of tariffs on imports will increase the price of
imports and therefore reduce demand. However, the imports on
which tariff is imposed must have elastic demand so that the
expenditure on imports falls down and helps in reducing the trade
deficit. Further, the exporting country may have to share the
burden of tariff wholly or partly depending upon the price elasticity
of demand for imports. If the demand for imports is highly elastic,
the exporting country will have to reduce prices of exports due to
imposition of tariff by the importing country in order to offset the
contraction in demand. How the exporting country responds to a
tariff imposition does not matter to the importing country as long as
increase in tariffs helps the importing country to reduce its trade
deficit.

Tariff as an instrument of correction of trade deficit is only a
short term measure. In the long run, a country will have to improve
its export competitiveness and correct the negative trade balance.
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Sooner or later a country must learn the adult play and cannot
afford to be a child in an indefinite manner.

5. The Cheap Labor Argument.
Labor is believed to be cheap in labor abundant countries

and hence it is assumed that they can produce labor intensive
goods at much cheaper rates. However, labor productivity is also
very low in labor surplus countries. Hence the argument made by
rich countrie3s that cheap labor intensive commodities will flood the
markets of rich countries and will pull down the wage rates or
create unemployment is not economically sound. Cost of
production is not determined by wage rates alone. Amongst other
factors, labor productivity is an important factor determining the
cost of production and if the labor productivity in high wage
countries is sufficiently high enough to off-set the wage differential
between high wage and low wage countries, there is no rationale to
make the cheap labor argument and impose tariffs to protect
domestic industry. And if the labor productivity in hi8gh wage
countries is not high enough to off-set the wage differential, there,
they do not deserve high wages. There is every reason for their
wages to go down and establish the competitive parity.

6. The Anti-dumping Argument.
A firm which has a monopoly in the domestic market may

resort to dumping in the foreign markets with a view to capture the
foreign markets. A monopoly firm or a monopolistic firm or even an
oligopoly firm may resort to dumping provided domestic demand is
sufficiently high enough to off-set any losses that may arise due to
dumping. A firm is believed to be dumping when it sells the
products at a higher price in the domestic market and at a lower
price in the international market. There is no doubt that dumping is
an unfair trade practice and it must be stopped by a countervailing
duty so that the motives of dumping are not realized. However, if
the exporting firm, though selling at a lower price in the foreign
market, is not selling at less than cost price, its action cannot be
considered as one of dumping.

Non-economic Arguments in favor of Protection.
Free trade is only a precursor or a beginning of the historical

process of dismantling national borders and transforms the world
into a borderless globe. Free trade is pregnant with globalization
and globalization cannot be limited to trade in goods and services.
It has to logically extend to land, labor, capital and enterprise.
Given the historical destination of free trade, the arguments both
economic and non-economic logically appear to be stupid except
under exceptional circumstances. Nonetheless, let us have a look
at the non-economic arguments made against free trade.
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The Defense, Patriotism and Culture Argument.
As long as the world is divided into nation states and each

nation state is a closed society, the defense argument is perfectly
correct in pursuing independence in the production of defense
requirements and assigning the necessary protection to defense
industries. However, one must note that cutting-edge technology is
not available in the international market even if you have the foreign
exchange to pay for it. Further, the risk arising out of dependence
on other countries for the supply of essential articles or defense
goods can be easily minimized by diversifying the sources of
supply. Today, no country is militarily independent. If countries
were militarily independent or economically independent, there
would not have been grand military alliances like the NATO or
grand economic alliance like the European Union and other lesser
grand military and economic alliances. It has been more than fifty
years since the colonial countries of Asia and Africa gained
independence and their entire history of military and economic
independence has been one of fighting with each other and
resulting in their common impoverishment. Today, none of these
countries are either militarily independent or economically self-
sufficient. While the rich countries of Europe, America and Asia are
intelligent enough to form grand economic and military alliances,
the poor countries of Asia and Africa seems to be stuck in the muck
of time and space. They are yet to come to terms with nationalism
and fail to understand that nationalism is not the end of evolution of
human societies and that is only an intervening stage continuing its
evolutionary process. Countries and people cannot be evil. It is
individuals at helm of affairs who can be evil and potentially
capable of destroying collectivities of people and wealth. Well
meaning people, institutions and nation states should marshal their
resources to create a defense against evil individuals and save
planet earth and its inhabitants from collective annihilation. The
countries of Asia and particularly the countries of south Asia have
the worst record of human rights violations and particularly
women’s right violations. This has been definitely on account of the
fact that winds of individual freedoms which the west steadfastly
upholds are yet to completely blow over the dark regions of Asia
and Africa. Civil liberties, economic freedoms, individual freedoms
and planet earth as a common abode will become a reality only
though free mobility of products and factors across a borderless
world.

CONCLUSION :
International trade is only half complete without free

international movement of factors of production. Many of the
arguments made against free trade are on account of lack of or the
absence of factor mobility between nation states. Free factor
mobility will help in equalizing product prices and convert
international trade into simply trade. Adequate and effective
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supervisory and regulatory bodies at the international level will
eliminate or control the element of unfair trade practices and ensure
that gains from trade are obtained through real efficiencies.

8.8 QUESTIONS

1. What is trade policy? Explain the arguments made in favor of
free trade policy.

2. Explain the disadvantages of free trade.
3. Explain the instruments of trade policy.
4. Explain the superiority of free trade over protectionist trade.
5. Explain the arguments made in favor of protectionist trade

policy.


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Module 5

9
CONCEPTS AND DEFINITIONS

Unit Structure:

9.0 Objectives

9.1 Introduction

9.2 Importance of Macroeconomics

9.3 Circular flow of income

9.4 Importance of the Circular Flow
9.5 Questions

9.0 OBJECTIVES

 Introduction to macroeconomics
 To acquaint the students with concept of macroeconomics
 to study the scope and importance of macroeconomics
 to understand how circular flow of income takes place in

closed & open economy
 To study leakages & injections of circular flow of income

9.1 INTRODUCTION

Macroeconomics is that part of economic theory which
studies the economy in its totality or as a whole. It studies not
individual economic units like a household, a firm or an industry but
the whole economic system. Macroeconomics is the study of
aggregates and averages of the entire economy. Such aggregates
are national income, total employment, aggregate savings and
investment, aggregate demand, aggregate supply general price
level, etc.

Here, we study how these aggregates and averages of the
economy as a whole are determined and what causes fluctuations
in them. Having understood the determinants, the aim is how to
ensure the maximum level of income and employment in a country.
In short, macroeconomics is the study of national aggregates or
economy-wide aggregates. In a way it is like study of economic
forest as distinguished from trees that comprise the forest. Main
tools of its analysis are aggregate demand and aggregate supply.
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Since the subject matter of macroeconomics revolves
around determination of the level of income and employment,
therefore, it is also known as ‘Theory of Income and Employment’.
These days when the study of lakhs of individual units has become
almost impossible and when government’s participation through
monetary and fiscal measures in the economy has increased very
much, use of macro analysis has become indispensable. Correct
economic policies formulated at macro level have made it possible
to control business cycles (inflation and deflation) and as a result
violent booms and depressions have become things of the past.

In a suitably modified form, macroeconomics is the basis of
all plans of economic development of underdeveloped economies.
Economists are now confidently exploring the possibilities and ways
of maintaining economic growth and full employment. More than
anything else, macroeconomic thought has enabled us to properly
organise, collect and analyse the data about national income and
coordinate international economic policies.

The scope of macroeconomics includes the following parts:

1. Theory of national Income

2. Theory of employment

3. Theory of money

4. Theory of general price level

5. Theory of economic growth

Clearly, the study of the problem of unemployment in India or
general price level or problem of balance of payment is
macroeconomic study because these relate to the economy as a
whole.

9.2 IMPORTANCE OF MACROECONOMICS

1. It helps to understand the functioning of a complicated modern
economic system. It describes how the economy as a whole
functions and how the level of national income and employment is
determined on the basis of aggregate demand and aggregate
supply.

2. It helps to achieve the goal of economic growth, higher level of
GDP and higher level of employment. It analyses the forces which
determine economic growth of a country and explains how to reach
the highest state of economic growth and sustain it.

3. It helps to bring stability in price level and analyses fluctuations in
business activities. It suggests policy measures to control Inflation
and deflation.
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4. It explains factors which determine balance of payment. At the
same time, it identifies causes of deficit in balance of payment and
suggests remedial measures.

5. It helps to solve economic problems like poverty, unemployment,
business cycles, etc., whose solution is possible at macro level
only, i.e., at the level of whole economy.

6. With detailed knowledge of functioning of an economy at macro
level, it has been possible to formulate correct economic policies
and also coordinate international economic policies.

7. Last but not the least, is that macroeconomic theory has saved
us from the dangers of application of microeconomic theory to the
problems of the economy as a whole.

9.3 CIRCULAR FLOW OF INCOME

The circular flow of income is a way of representing the flows
of money between the two main groups in society - producers
(firms) and consumers (households). These flows are part of the
fundamental process of satisfying human wants. As we have
already seen, a free market economy consists of two components,
or sectors, as they are called. These are firms and households.
People in households work for firms (selling their factor services)
and receive wages in exchange. On the scale of the whole
economy, this is known as national income - the total amount of
income earned over a given time period. This money is spent on
food, clothing, transport, entertainment etc, and so it returns to the
firms. This is the circular flow.

Fig.:9.1 Circular flow of Income
We can see this circular flow in Figure 9.1. Households sell

their factor services to firms (in the factor markets) and in exchange
receive wages (the left hand side of the flow). In the meantime,
households spend this income on goods and services (in the goods
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market) and in exchange receive the goods and service themselves
(the right hand side of the flow). Economists call the wages plus the
other forms of income, national income and give it the code 'Y'.
Domestic consumption is given the code 'C'. Not all income is
spent, however. Some is saved. Savings are coded as 'S'. Other
money is used to buy goods or services produced overseas. The
money to buy these goods and services flows out of the country. It
is given the code 'M' for imports. Savings (S) and Imports (M) are
called leakages from the circular flow. The effect of these leakages
can be seen in Figure 9.2.

Fig.: 9.2 Circular flow with Savings & Imports

Leakage: A leakage is any income not passed on in the circular
flow.

On the other hand, some firms make and sell exports
overseas, and others borrow money and invest it in their firms in
the form of capital goods. These are coded 'X' for exports and 'I'
for investment and are called injections as the money returns into
the circular flows. Injection: An injection is any expenditure not
originating in the household sector, including investment,
government spending and exports.

Figure 9.3 Circular flow - two sector, open economy
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This is a 2-sector, open economy. The flow will be balanced
and therefore in equilibrium when the injections are equal to the
leakages. If the leakages are greater than the injections then
national income will fall, while if injections are greater than leakages
national income will rise. This starts to show us some possible
policies to promote growth - policies that help boost exports or
investment will lead to more injections into the circular flow and
therefore boost national income.

We called the economy illustrated in Figure 9.3 an open
economy because it is open to trade with the outside world. If it did
not trade outside of itself, we would call it a 2-sector, closed
economy. In almost all economies, the government plays an active
part. It taxes us, T, and uses this money to finance its spending.
Even though this partly goes to pay themselves and their
bureaucracy, as well as funding schools and hospitals, it finds its
way back into the flow. This spending is coded as 'G' for
government expenditure. Add this to the earlier model and we get
the model of a 3-sector, open economy, the most common type of
economy in the real world. We can see the circular flow for this
economy in Figure 9.4 below.

Figure 9.4 Circular flow in 3 sector open economy

We could also represent the government separately in this
circular flow - here's an alternative representation of Figure 9.4. It
shows exactly the same flows, but represents them a little
differently.

Figure 9.5 Circular flow - 3 sector, open economy
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The leakages from the circular flow are:
 Savings (S)
 Taxation (T)
 Purchase of imported goods and services (M) (goods and

services in but money out –Indian firms pay overseas ones)

The injections are
 Investment (I) - expenditure on capital goods
 Sale of exports (X) (goods and services out, but money now

flows in)
 Government Expenditure (G)

An economy is in equilibrium when injections match the
leakages.

The standard codes used in this model, and in economics in
general are:
Y = National Income
C = Domestic Consumption
S = Savings
M = Imports
T = Taxation
I = Investment
X = Exports
G = Government Spending

The circular flow model of an economy is very useful within
the study of economics. We will be looking at the actions and
behaviour of firms and households, and how governments interact
with them. We will look at how changes in the leakages and
injections affect the stability of an economy.

9.4 IMPORTANCE OF THE CIRCULAR FLOW

The concept of the circular flow gives a clear-cut picture of
the economy. We can know whether the economy is working
efficiently or whether there is any disturbance in its smooth
functioning. As such, the circular flow is of immense significance for
studying the functioning of the economy and for helping the
government in formulating policy measures.

1. Study of Problems of Disequilibrium:
It is with the help of circular flow that the problems of

disequilibrium and the restoration of equilibrium can be studied.

2. Effects of Leakages and Inflows:
The role of leakages enables us to study their effects on the

national economy. For example, imports are a leakage out of the
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circular flow of income because they are payments made to a
foreign country. To stop this leakage, government should adopt
appropriate measures so as to increase exports and decrease
imports.

3. Link between Producers and Consumers:
The circular flow establishes a link between producers and

consumers. It is through income that producers buy the services of
the factors of production with which the latter, in turn, purchase
goods from the producers.

4. Creates a Network of Markets:
As a corollary to the above point, the linking of producers

and consumers through the circular flow of income and expenditure
has created a network of markets for different goods and services
where problems relating to their sale and purchase are
automatically solved.

5. Inflationary and Deflationary Tendencies:
Leakages or injections in the circular flow disturb the smooth

functioning of the economy. For example, saving is a leakage out of
the expenditure stream. If saving increases, this depresses the
circular flow of income. This tends to reduce employment, income
and prices, thereby leading to a deflationary process in the
economy. On the other hand, consumption tends to increase
employment, income, output and prices that lead to inflationary
tendencies.

6. Basis of the Multiplier:
Again, if leakages exceed injections in the circular flow, the

total income becomes less than the total output. This leads to a
cumulative decline in employment, income, output, and prices over
time. On the other hand, if injections into the circular flow exceed
leakages, the income is increased in the economy. This leads to a
cumulative rise in employment, income, output, and prices over a
period of time. In fact, the basis of the Keynesian multiplier is the
cumulative movements in the circular flow of income.

7. Importance of Monetary Policy:
The study of circular flow also highlights the importance of

monetary policy to bring about the equality of saving and
investment in the economy. Figure 2 shows that the equality
between saving and investment comes about through the credit or
capital market.

The credit market itself is controlled by the government
through monetary policy. When saving exceeds investment or
investment exceeds saving, money and credit policies help to
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stimulate or retard investment spending. This is how a fall or rise in
prices is also controlled.

8. Importance of Fiscal Policy:
The circular flow of income and expenditure points toward

the importance of fiscal policy. For national income to be in
equilibrium desired saving plus taxes (S+T) must equal desired
investment plus government spending (I + G). S+ T represents
leakages from the spending stream which must be offset by
injections of I + G into the income stream. If S + T exceed I + G,
government should adopt such fiscal measures as reduction in
taxes and spending more itself. On the contrary.

If I + G exceed S+T, the government should adjust its
revenue and expenditure by encouraging saving and tax revenue.
Thus the circular flow of income and expenditure tells us about the
importance of compensatory fiscal policy.

9. Importance of Trade Policies:
Similarly, imports are leakages in the circular flow of money

because they are payments made to a foreign country. To stop it,
the government adopts such measures as to increase exports and
decrease imports. Thus the circular flow points toward the
importance of adopting export promotion and import control
policies.

10. Basis of Flow of Funds Accounts:
The circular flow helps in calculating national income on the

basis of the flow of funds accounts. The flow of funds accounts are
concerned with all transactions in the economy that are
accomplished by money transfers.

9.5 QUESTIONS

1. Explain the meaning, scope and importance of
Macroeconomics.

2. Discuss the concept of circular flow of national income.
3. What is the importance of circular flow of income?
4. Discuss circular flow of income in a closed economy.
5. Explain the circular flow of income in an open economy.


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10

GROSS DOMESTIC PRODUCT (GDP) &
TRENDS IN GDP’S GROWTH RATE

Unit Structure:

10.0 Objectives

10.1 Introduction

10.2 Definition of GNP

10.3 Key Differences between GDP and GNP

10.4 Net National Product

10.5 GDP Deflator

10.6 Importance of GFP Deflator

10.7 Exchange Rate as Price

10.8 'Purchasing Power Parity'

10.9 Problems of Measuring GDP in PPP

10.10 GDP Growth

10.11 Why GDP Growth Rate is important

10.12 India’s Experience in GDP Growth

10.13 Sector-Wise Contribution of GDP of India

10.14 Questions

10.0 OBJECTIVES

 To familiar with concept of GDP, GNP, NNP, NDP etc.

 To acquaint the students with concept of GDP deflator

 To study the GDP at Purchasing Power Parity& exchange rate
as price

 to understand India’s experience in GDP growth in recent
years

 To study the trends & sectoral composition of GDP in India

10.1 INTRODUCTION

Gross Domestic Product or GDP, is the value of everything
that is produced within the country’s domestic territory in a
particular financial year. During the calculation of GDP, the primary
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focus is to capture the goods produced or services rendered within
the nation’s border, whether the output is produced by the residents
or non-residents of the country. The output produced outside the
geographical boundaries of the country is not included in GDP.

GDP is an indicator of the size of the economy. It reflects the
aggregate of consumption, investments, spending by the
government and net export (export – import). In general, the GDP is
calculated for one year. However, it can also be calculated for any
term to forecast economic trends.

Calculation of GDP:
GDP = Consumption + Investment + Government Spending + Net
Export
GDP = C + I + G+ (X-M)

10.2 DEFINITION OF GNP

Gross National Product or GNP is the total market value of
everything (i.e. goods and services) produced by the residents of
the country during a particular accounting year.

GNP includes the income earned by the country’s nationals
within and outside the country, but it excludes the income earned
by the foreign citizens and companies within the country. You can
understand the statement, through an example: There are many
enterprises which are operating outside the country. Many citizens
of a country work in another country. The income earned by all
these persons is known as factor income earned from abroad.
Likewise, non-residents render factor services within the domestic
territory of the country for which they earn income. When you
deduct the factor income paid to non-residents for rendering
services from factor income received from abroad, the result will be
the Net Factor Income received from Abroad (NFIA).

GNP = GDP +NFIA or GNP = C + I + G+ (X-M) + (R-P)

R= Income received by domestic factors for their contribution to
production abroad;

P= Payments made to the foreign factors for their contribution to
production in the domestic economy.
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10.3 KEY DIFFERENCES BETWEEN GDP AND GNP

Basis for
Comparison

GDP GNP

Meaning The worth of goods and
services produced within the
geographical limits of the
country is known as Gross
Domestic Product (GDP).

The worth of goods
and services
produced by the
country's citizens
irrespective of the
geographical
location is known as
Gross National
Product (GNP).

What is it? Production of products within
the country's boundary.

Production of
products by the
enterprises owned
by the residents of
the country

Basis Location Citizenship

Calculation GDP = Consumption +
Investment + Government
Spending + Net Export

GNP = C + I + G+
(X-M) + ( R-P)

On which scale
productivity is
measured?

On a local scale On international
scale

Focus on Domestic production Production by
nationals

Outlines The strength of the country's
domestic economy.

How the residents
are contributing
towards the
country's economy.

10.4 NET NATIONAL PRODUCT

Net national product (NNP) is the monetary value of finished
goods and services produced by a country's citizens, overseas and
domestically, in a given period (i.e., the gross national
product (GNP) minus the amount of GNP required to purchase new
goods to maintain existing stock (i.e., depreciation).
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Calculating NNP:
The formula for NNP is:
NNP = Market Value of Finished Goods + Market Value of Finished
Services - Depreciation
or, NNP can be calculated as
NNP = Gross National Product - Depreciation

Similarly, net domestic product (NDP) corresponds to gross
domestic product (GDP) minus depreciation.

NDP = GDP – Depreciation

10.5 GDP DEFLATOR

In economics, the GDP deflator (implicit price deflator) is
a measure of the level of prices of all new, domestically produced,
final goods and services in an economy. GDP stands for gross
domestic product, the total monetary value of all final goods and
services produced within the territory of a country over a particular
period of time (quarterly or annually).

Like the consumer price index (CPI), the GDP deflator is a
measure of price inflation/deflation with respect to a specific base
year; the GDP deflator of the base year itself is equal to 100. Unlike
the CPI, the GDP deflator is not based on a fixed basket of goods
and services; the "basket" for the GDP deflator is allowed to
change from year to year with people's consumption and
investment patterns.

The Gross Domestic Product (GDP) deflator is a measure of
general price inflation. It is calculated by dividing nominal GDP by
real GDP and then multiplying by 100. Nominal GDP is the market
value of goods and services produced in an economy, unadjusted
for inflation (It is the GDP measured at current prices). Real GDP is
nominal GDP, adjusted for inflation to reflect changes in real output
(It is the GDP measured at constant prices).

GDP Deflator = Nominal GDP x 100
Real GDP

10.6 IMPORTANCE OF GDP DEFLATOR

There are other measures of inflation too like Consumer
Price Index (CPI) and Wholesale Price Index (or WPI); however
GDP deflator is a much broader and comprehensive measure.
Since Gross Domestic Product is an aggregate measure of
production, being the sum of all final uses of goods and services
(less imports), GDP deflator reflects the prices of all domestically
produced goods and services in the economy whereas, other
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measures like CPI and WPI are based on a limited basket of goods
and services, thereby not representing the entire economy (the
basket of goods is changed to accommodate changes in
consumption patterns, but after a considerable period of time).
Another important distinction is that the basket of WPI (at present)
has no representation of services sector. The GDP deflator also
includes the prices of investment goods, government services and
exports, and excludes the price of imports. Changes in
consumption patterns or the introduction of new goods and services
or structural transformation are automatically reflected in the
deflator which is not the case with other inflation measures.

However WPI and CPI are available on monthly basis
whereas deflator comes with a lag (yearly or quarterly, after
quarterly GDP data is released). Hence, monthly change in inflation
cannot be tracked using GDP deflator, limiting its usefulness.

10.6.1 Statistics
Ministry of Statistics and Programme Implementation

(MOSPI) comes out with GDP deflator in National Accounts
Statistics as price indices. The base of the GDP deflator is revised
when base of GDP series is changed.

India GDP Deflator 2005-2018

GDP Deflator in India increased to 128.80 Index Points in
2018 from 125.10 Index Points in 2017. GDP Deflator in India
averaged 118.39 Index Points from 2005 until 2018, reaching an
all-time high of 146.50 Index Points in 2011 and a record low of 100
Index Points in 2005.

10.7 EXCHANGE RATE AS PRICE

In finance, an exchange rate is the rate at which one
currency will be exchanged for another. It is also regarded as the
value of one country’s currency in relation to another currency. An
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exchange rate is the price of a nation’s currency in terms of another
currency. Thus, an exchange rate has two components, the
domestic currency and a foreign currency, and can be quoted either
directly or indirectly. In a direct quotation, the price of a unit of
foreign currency is expressed in terms of the domestic currency. In
an indirect quotation, the price of a unit of domestic currency is
expressed in terms of the foreign currency. Exchange rates are
quoted in values against the US dollar. However, exchange rates
can also be quoted against another nations currency, which are
known as a cross currency, or cross rate.

Exchange rates can be floating or fixed. A floating exchange
rate is where a currency rate is determined by market forces. This
is the norm for most major nations. However, some nations prefer
to fix or peg their domestic currencies to a widely accepted
currency like the US dollar. Reasons for fixing an exchange rate
can be to reduce volatility or better manage trade relations.

10.8 PURCHASING POWER PARITY

The theory aims to determine the adjustments needed to be
made in the exchange rates of two currencies to make them at par
with the purchasing power of each other. In other words, the
expenditure on a similar commodity must be same in both
currencies when accounted for exchange rate. The purchasing
power of each currency is determined in the process.
Description: Purchasing power parity is used worldwide to
compare the income levels in different countries. PPP thus makes it
easy to understand and interpret the data of each country.

Example: Let's say that a pair of shoes costs Rs 2500 in India.
Then it should cost $50 in America when the exchange rate is 50
between the dollar and the rupee.

There are two ways to measure GDP (total income of a
country) of different countries and compare them. One way, called
GDP at exchange rate, is when the currencies of all countries are
converted into USD (United States Dollar). The second way is GDP
(PPP) or GDP at Purchasing Power Parity (PPP)The concept of
purchasing power parity allows one to estimate what the exchange
rate between two currencies would have to be in order for the
exchange to be at par with the purchasing power of the two
countries' currencies. Using that PPP rate for hypothetical currency
conversions, a given amount of one currency thus has the same
purchasing power whether used directly to purchase a market
basket of goods or used to convert at the PPP rate to the other
currency and then purchase the market basket using that currency.
Observed deviations of the exchange rate from purchasing power
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parity are measured by deviations of the real exchange rate from its
PPP value of 1.
How to Calculate Purchasing Power Parity
The relative version of PPP is calculated with the following formula:

Where:S represents exchange rate of currency 1 to currency 2
P1 represents the cost of good x in currency 1
P2 represents the cost of good x in currency 2

Uses
Purchasing Power Parity (PPP) is measured by finding the

values (in USD) of a basket of consumer goods that are present in
each country (such as pineapple juice, pencils, etc.). If that basket
costs $100 in the US and $200 in India, then the purchasing power
parity exchange rate is 1:2.

10.9 PROBLEMS OF MEASURING GDP IN PPP

1. Purchasing Power Parity. When comparing living standards
between different countries, it is important to take into account
different purchasing power parity’s (PPP) – GDP per capita in $
terms does not necessarily reflect the local purchasing power of
a country.

2. Economic activity not measured. Some countries may have
large ‘black market’ or economic activity that isn’t measured by
official statistics.

3. Externalities of growth. Higher GDP suggests higher living
standards, but higher economic growth may be at the cost of
increased pollution and congestion. This leads to a decline in
living standards (poor health from pollution, time wasted from
congestion).

4. Hours worked Two countries may have similar GDP, but if one
country has an average hourly week of 60 hours worked, this
suggests lower living standards than a country which has an
average of only 40 hours per week.

5. Poverty. Living standards need to take into account how income
and expenditure are distributed through society. A country may
have high GDP per capita but still have significant poverty.
Other measures of living standards, such as Human
Development Index (HDI), try to include these factors.

6. Intangibles. Living standards are not just about consumption of
goods and services. Arguably a key factor in living standards is
issues such as a degree of individual liberty/democracy and
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freedom. This becomes difficult to quantify from an economic
perspective.

7. Literacy. Access to education is considered an important
aspect of living standards. Without education, people will
struggle to obtain their potential and their human capital will be
lower. Education can also improve living standards in non-
monetary ways – enjoying a greater degree of culture

8. What do we mean by living standards? Some may think of living
standards through financial measures (e.g. income etc.). Others
may place less emphasis on this and focus on issues such as
the environment, ‘general well-being’ and levels of happiness.

10.10 GDP GROWTH

The GDP growth rate measures how fast the economy is
growing. It does this by comparing one quarter of the
country's gross domestic product to the previous quarter. GDP
measures the economic output of a nation.

Economic growth is the increase in the inflation-
adjusted market value of the goods and services produced by
an economy over time. It is conventionally measured as the percent
rate of increase in real gross domestic product, or real GDP.

The "rate of economic growth" refers to the geometric annual
rate of growth in GDP between the first and the last year over a
period of time. Implicitly, this growth rate is the trend in the average
level of GDP over the period, which implicitly ignores the
fluctuations in the GDP around this trend.

The GDP growth rate is driven by the four components of
GDP. The main driver of GDP growth is personal consumption.
This includes the critical sector of retail sales. The second
component is business investment, including construction
and inventory levels. Government spending is the third driver of
growth. Its largest categories are Social Security benefits, defence
spending and Medicare benefits. The government often increases
spending to jumpstart the economy during a recession. Fourth is
net trade: Exports add to GDP while imports subtract from it.

10.11 WHY THE GDP GROWTH RATE IS IMPORTANT

The GDP growth rate is the most important indicator of
economic health. It changes during the four phases of the business
cycle: peak, contraction, trough, and expansion. When the
economy is expanding, the GDP growth rate is positive. If it's
growing, so will businesses, jobs and personal income. But if it
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expands beyond 3-4 percent, then it could hit the peak. At that
point, the bubble bursts and economic growth stalls.

If it's contracting, then businesses will hold off investing in
new purchases. They’ll delay hiring new employees until they are
confident the economy will improve. Those delays further depress
the economy. Without jobs, consumers have less money to spend.

If the GDP growth rate turns negative, then the country's
economy is in a recession. With negative growth, GDP is less than
the quarter or year before. It will continue to be negative until it hits
a trough. That’s the month things start to turn around. After the
trough, GDP turns positive again.

Contraction happened most recently in late 2008 and early
2009. U.S. GDP growth was negative for four quarters in a row.
The last time this happened was during the Great Depression. The
growth rate turned positive in Q2 2008. It then turned negative
again, prompting concerns about a double-dip recession. In the
2001 recession, the growth rate had been negative for only two
quarters.

10.12 INDIA’S EXPERIENCE IN GDP GROWTH

National Income Trends:

Features of Growth in the Planning Era:
From the above description, one can point out several

features of growth during the planning period.
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First, the growth rates of national income and per capita
income over the last 58 years have been encouraging, particularly
in the light of the growth rates achieved during the British period.
But, at the same time it is to be noted that the actual performance
has been below the targets set.

Barring the First, Seventh, Eighth, Ninth and Tenth Plan,
actual growth rate remained below the target growth rate. In the
First Plan, actual growth rate (3.6 p.c.) exceeded the targeted (2.5
p.c.) rate. In all the plans, targeted growth rate was kept at 5 p.c. or
5.5 p.c. The actual growth rate achieved in various plans has been
shown in the Table 10.1. As is expected, the economy must grow at
a higher rate as plan period rolls on. The annual growth rate for the
period 1981-91 works out to be 5.75 p.c. and for the period 1993-07
it is 7.5 p.c.

Obviously, if these growth rates are explained in real terms
(i.e., at constant prices) the annual growth would be much below
the targeted rates of 6.0 and 6.5 p.c. Secondly, per capita income is
also very small by current standards though it is rising.
Unimpressive growth rate of national income over the plan period
has resulted in a marginal increase in per capita income. It is
observed that, out of 58 years of economic planning, the rate of
increase in NNP was lower than the population growth rate for
more than 22 years. As a result, per capita income registered a
decline in all these years.

Even there are some years when the country has suffered
economic retrogression. Consequently, levels of living of the poor
have gone down to a low level. This can be evidenced from the fact
that in 2004- 05 27.5 p.c. of total population lived below the poverty
line compared to 36 p.c. in 1993-94.This poverty estimate has been
made on consumption distribution using a 30-day recall—called
Uniform Recall Period (URP). However, poverty estimates based
on Mixed Recall Period (MRP) has declined from 26.1 p.c. in 1999-
2000 to 21.8 p.c. in 2004- 05.

Thirdly, India’s national income, even after 58 years of
planning, is largely dependent on agriculture. Good harvests result
in higher growth rates in income and bad harvests cause a fall or
even negative growth rate. So India’s growth rate of national
income is very much linked with the agricultural growth rate. In
recent years, tertiary sector has been contributing largely. Fourthly,
compared to the growth rates of different countries between 1950-
1980, India’s performance is rather disappointing. At the moment,
world’s highest per capita income country is Norway whose per
capita income was equivalent of $ 66,530 in 2006. India’s per
capita income was of the order of $ 820. Burundi ranked lowest
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among the 133 members of the World Bank with a 2006 annual per
capita income of just $ 100.

Hence the necessity of raising the growth rate arises to close
the increasing gap between developed countries and India and
even between India and other underdeveloped nations of the world
whose growth rates are higher than India. Again, as far as per
capita income trends are concerned, one notices favourable
change also. There was a break in the Sixth Plan when per capita
income rose by 3.1 p.c. p.a. In the Seventh Plan, it rose further to
3.3 p.c. p.a., in the Eighth Plan, to 4.5 p.c. p.a., and to a high of 6.1
p.c. p.a. in the Tenth Plan.

This is not a mean achievement against the background of
population growth rate of approximately 2 p.c. Between 1990-01,
per capita income grew at the rate of 3.14 p.c. p.a. This amounts to
saying that in the 1990s and early 2000s number of people living
below the poverty line is on the decline. Even then roughly after 58
years of planning nearly 260 million population live below the
poverty line by any measure. Sectoral composition of national
income between 1950 and 1980-81 clearly showed predominance
of the primary sector in terms of its contribution towards GDP. Its
share was 38.1 p.c. as contrasted to 36 p.c. of the tertiary sector in
1981.

In 2007-08, the relative share of primary sector declined to
19.4 p.c. of GDP, while the share of the tertiary sector rose to 55.7
p.c. This suggests a progressive development of the Indian
economy. Finally, India’s performance is not altogether
discouraging if she is compared with other nations though India’s
per capita income is one of the lowest in .the world. India’s average
annual GNP per capita between 1985 and 2006 grew at the rate of
7.4 p.c. as contrasted to the U.S.A’s and U.K’s 1.3 p.c.

However, China performed much better than India. Its GDP
per capita during the same period grew at the rate of 9.8 p.c. In
recent years, growth rates in all the economies have slumped down
due to global recession. Now, we may sum up the main points. We
have registered a higher growth rate in national income and per
capita income —an improvement over the Hindu rate of growth of
3.5 p.c. during the previous three decades. The query is whether
such high growth can be sustained or not. Sustainability of higher
growth rate for a long period is of utmost importance.

However, after the initiation of economic reforms process in
1991, the country is poised for higher economic growth. Between
1992-93 and 2001-02, GDP grew at an average annual rate of 6.1
p.c. Although, the GDP growth rate declined to 5.3 p.c. in 2002-03,
it increased to around 8.5 p.c. in 2003-04 and 9.2 p.c. in 2006-
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07.Thus, an air of optimism prevails. It is hoped that sustainable
growth on a long-term basis has been achieved against some
unexpected shocks like the East Asian crisis, global recession,
unprecedented rise in international oil prices, Indo-Pak border
tension, severe natural calamities, the Iraq war, etc.

Above all, there is some sort of macroeconomic stability (like
low rate of inflation, reasonable stable exchange rate, high foreign
exchange reserves, and adequate stocks of food grains even in the
midst of drought). It may not be out of place to point out here that
the primary objective of the New Economic Policy was to put the
Indian Economy on a sustainable high growth path.

Real GDP growth or Gross Domestic Product (GDP) growth
of India at constant (2011-12) prices in the year 2016-17 is
estimated at 7.11 percent as compared to the growth rate of 7.93
percent in 2015-16. Quarterly GDP growth rates are :Q1 (7.2%), Q2
(7.4%), Q3 (7.0%).

Gross Value Added (GVA) growth rates of Agriculture &
allied, Industry, and Services sector are 4.37%, 5.77%, and 7.87%,
respectively. Manufacturing growth is at 7.7%. India has registered
highest growth of 11.2% in 'Public Administration, defence and
other services' sector and lowest 1.3% in 'Mining & quarrying'
sector. At current prices, GDP growth rates for year 2016-17 is
11.52%. Growth for Q1, Q2, Q3 are 10.8%, 11.8%, 10.6%,
respectively. GVA growth rates of Agriculture & allied, Industry, and
Services sector are 9.64%, 8.32%, and 11.87%, respectively. At
constant prices GVA (Gross Value Added), GNI (Gross National
Income), NNI (Net National Income) growth of India is estimated at
6.67%, 7.17% and 7.24%, respectively. At current prices these
figures is 10.43%, 11.60% and 11.61%.

Data from 1950-51 to 2011-12 is from 2004-05 series and
2011-12 to 2014-15 is from 2011-12 series. According to IMF World
Economic Outlook (October-2016), GDP growth rate of India in
2016 is 7.6% and India is 4th fastest growing nation of the world.
Average growth rate from 1980 to 2016 stands at 6.32%, reaching
an all-time high of 10.26% in 2010 and a record low of 1.06% in the
1991.In previous methodology, Average growth rate from 1951 to
2014 stands at 4.96%, reaching an all-time high of 10.16% in 1988-
89 and a record low of -5.2% in the 1979-80. In 4 years, Growth
was negative.
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2011-2012 Series
Year Growth at 2011-12 prices Growth at Current prices

GDP GVA GNI NNI GDP GVA GNI NNI
2016-17 7.11 6.67 7.17 7.24 11.52 10.43 11.60 11.61
2015-16 7.93 7.83 7.93 7.96 9.99 8.56 10.00 10.24
2014-15 7.18 6.94 7.25 7.17 10.65 10.65 10.72 10.71
2013-14 6.54 6.21 6.46 6.16 12.97 12.61 12.89 12.90
2012-13 5.48 5.45 5.17 4.59 13.86 13.55 13.52 13.28

10.13SECTOR-WISE CONTRIBUTION OF GDP OF
INDIA

Indian economy is classified in three sectors — Agriculture
and allied (Primary sector), Industry (Secondary sector) and
Services (Tertiary sector). Agriculture sector includes Agriculture
(Agriculture proper & Livestock), Forestry & Logging, Fishing and
related activities.

Industry includes 'Mining & quarrying', Manufacturing
(Registered & Unregistered), Electricity, Gas, Water supply, and
Construction.

Services sector includes 'Trade, hotels, transport,
communication and services related to broadcasting', 'Financial,
real estate & professional services, 'Public Administration, defence
and other services'.

Services sector is the largest sector of India. Gross Value
Added (GVA) at current prices for Services sector is estimated at
73.79 lakh crore INR in 2016-17. Services sector accounts for
53.66% of total India's GVA of 137.51 lakh crore Indian rupees.
With GVA of Rs. 39.90 lakh crore, Industry sector contributes
29.02%. While, Agriculture and allied sector shares 17.32% and
GVA is around of 23.82 lakh crore INR.At 2011-12 prices,
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composition of Agriculture & allied, Industry, and Services sector
are 15.11%, 31.12%, and 53.77%, respectively.

Sector-wise composition
At Constant Prices (2004-2005) series

Year Primary
sector

Secondary
Sector

Tertiary
Sector

1950-51 53.7 14.4 29.5
1960-61 49.8 18.0 30.2
1970-71 43.9 21.4 33.3
1980-81 38.3 23.0 37.6
1990-91 33.1 24.1 42.5
2000-01 25.2 24.2 50.5
2010-11 16.8 25.6 57.5
2015-16 18.4 28.2 53.4
2016-17 18.1 28.2 53.7

Source: Economic survey, 2016-17

Trends in the Sector-wise contribution:
We can observe the following broad trends in the sector-

wise contribution of GDP :-

1. Declining Agriculture
India’s economy is rooted in a strong agricultural sector

which constituted about 52% of its GDP in 1951. It truly was an
agrarian economy. Over the years, agriculture has slowly declined
as a percentage of the GDP. In the late 1980s, agriculture fell to
just below 30% of the GDP and after 2004, agriculture fell further to
under 20% of GDP. However, agricultural (which includes forestry,
fishing, livestock production and cultivation of crops) still holds huge
importance for the Indian economy. The sector employs about 50%
of the labour force, contributes a declining yet significant share of
17-18% to the GDP and constitutes about 10% of India’s exports.
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In terms of produce, India’s is the among the world's largest
producers of tea, milk, pulses, cashew, spices, jute, rice, wheat,
fruits and vegetables, sugarcane, oilseeds and cotton. The country
accounts for 2.07% of the global agricultural trade. There is
immense potential for improvement and growth in the agricultural
sector and initiatives by the government to boost long-term
investment should help realize those in the coming years.

2. Industry
The share of the industrial sector (which includes

construction, mining, manufacturing, electricity, gas and water) has
hovered between 24%-29% of the GDP for the last three decades
(from 1980 onwards). The sector employs just about 20% of the
labour force In India. The industrial sector has lagged behind in
India’s transformation from an agrarian economy to one being
dominated by the services sector.

The Index of Industrial Production (IIP) is a monthly
assessment by India's Ministry of Statistics and Programme
Implementation (MOSPI) that measures the pulse of short-term
industrial activity in India. The IIP is composed of different sectors--
manufacturing, mining and electricity--and each sector has a
different allocation in the index. Manufacturing contributes 75.52%
while mining and electricity contribute 14.16% and 10.32%,
respectively. The 75% allocation speaks about the importance of
manufacturing in the economy and the dominance of the industrial
sector. However, despite huge potential, the manufacturing sector
is still largely untapped, contributing only about 17% to the
GDP. The graph below shows the trend in the IIP over the years.
It’s been a journey of highs and lows.

The government is making efforts to push the industrial
sector by boosting manufacturing. Under Indian Prime Minister
Narendra Modi’s government, the “Make in India” initiative aims to
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position India as a global manufacturing hub. The initiative hopes to
increase manufacturing by 25% (as measured in percentage of
GDP) over the next 10 years, a task easier said than done. If an
industrial sector, led by manufacturing, gains steam; it would create
millions of jobs, reduce dependence on imports, increase exports
and complement the services sector.

3. The Rise of the Services Sector
Growth in the services sector in India started during the mid-

1980s, but it was the reforms of the 1990s that accelerated this
growth. The services sector is now the largest and fastest growing
sector of the economy, contributing more than 50% to the GDP.
India’s Central Statistics Office classifies the services sector into
four main industries: 1) restaurants, hotels and trade; 2) storage,
communication and transportation; 3) finance, insurance, business
services and real estate; and 4) social, personal and community
services.

The average share of the services sector in India’s GDP was
below 30% during the 1950s. During the 1960s and 70s, services
gradually crossed the 30% mark. The sector then hovered around
40% and 45% in the 1980s and 1990s. After 2000, the contribution
of the services sector to the GDP crossed 50%. From 2000 to
2014, the services sector has grown at a compound annual growth
rate of 8.5%.

According to India’s Department of Industrial Policy and
Promotion, the services sector received the maximum foreign direct
investment, amounting to $41,755 million (or 18%) of the total
foreign inflows from April 2000 to December 2014. While the
services sector has contributed to the country’s growth, critics point
out that the sector has generated relatively few jobs when
compared to its rising importance to the nation’s GDP. It employs a
little more than 30% of the country’s labour force.

The Bottom Line
According to the World Bank, “India carries great promise of

an acceleration in economic growth that is also inclusive and
sustainable.” The fundamentals of the Indian economy are strong. It
has reduced dependence on exports, boasts a high
domestic savings rate and claims a rising middle class and
consumer base. It also possesses enviable demographics: by 2020
India will be home to the largest working-age population in the
world. Nevertheless, the real demographic-dividend can only be
reaped if the government adequately invests in the skill
development and education of its youth. To complement these
basics, the government in power is pushing an ambitious economic
development target and seeks to improve the macroeconomic
environment and boost growth through manufacturing. However,
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India is still challenged by vast unorganized sector of businesses
who operate outside of legal and tax provisions and dodge data
collection. Tax evasion, poverty, structural bottlenecks, corruption,
delays in reforms and inadequate infrastructure are all challenges
to India's economy.

10.14 QUESTIONS

1. Explain the Meaning & nature of Gross Domestic Product
(GDP).

2. Discuss the key differences between GDP & GNP.
3. Explain the Concept of GDP Deflator.
4. Explain the concept of Purchasing Power Parity (PPP).
5. Describe the problems of measuring GDP in PPP.
6. Discuss the Trends in India’s GDP growth
7. Explain the Sector-wise contribution of GDP in India.
8. Why the GDP growth rate is important? – Explain.
9. Discuss experience in GDP growth with reference to India.


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Module 6

11
CONSUMPTION, SAVING AND

INVESTMENT

Unit Structure:

11.0 Objectives
11.1 Introduction : Meaning, Scope of Open & Closed Economy
11.2 Consumption Function
11.3 Saving Function
11.4 Investment Multiplier
11.5 Questions

11.0 OBJECTIVES

 Introduction to National Income identities
 To acquaint the students with National Income identities in

Open & Closed economy
 to study the consumption function & its determinants
 to understand how do Investment Multiplier work
 To study leakages of multiplier process

11.1 INTRODUCTION

The main difference between an open economy and a
closed economy is that in an open economy, the total value of its
consumption may be different from the total value of its GDP.GDP
is divided into four broad categories of spending: consumption (C),
investment (I), government purchases (G) and net exports (X – AT),
where X stands for exports and M for imports.

So we can express GDP as:
Y = C + I + G + (X – M)

This identity is called national income accounts identity for
an open economy. Consumption refers to household expenditure
on various goods and services. Goods are of three types: non-
durables (such as food and cloth), durables (such as cars and
refrigerators) and services (such as haircut, education and medical
care).

Investment refers to capital goods, which are purchased for
producing mainly consumer goods in the economy (although, in
reality, machines are also used to make machines). It may be
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noted, at the outset, that investment does not include purchases of
shares and bonds, which just reallocate existing assets among
different individuals. Investment refers to expenditure on new
capital, which can be used in the future.

Investment is of three main types: business fixed investment,
residential fixed investment and inventory investment. Business
investment is the purchase (acquisition) of new plant, equipment
and machinery by firms.

Residential investment is the purchase of new houses by the
individuals. Inventory investment is the increase in the firm’s stock
of finished goods (although business firms also hold stocks of raw
materials). A fall in inventories implies negative investment and vice
versa.

Government purchases are the various goods and services
purchased by the central, state and local governments (such as
municipalities and panchayats) such as food, books, stationery,
railway wagons, and medicines as also services of government
workers. For example, when an individual is working in a
nationalised bank, the government is buying his service by paying
him salary.

Government purchases does not include transfer payments
made to individuals, such as pensions, interest on government
bonds, unemployment benefit, etc. Those who receive such
transfer payments do not provide anything to the government in
exchange.

This is why they are excluded from GDP. For example,
interest on government bonds is not a part of GDP because
government pays interest on bonds just by taxing people. So, there
is a transfer of income from taxpayers to bondholders but the total
production of goods and services and thus, the flow of income
remains constant. There is just reallocation of existing income
through such transfers. However, interest paid by a company to its
debenture holders is a part of national income because the
company pays such interest from its sales revenue.

Net exports are the difference between exports and imports.
It is the difference between the value of goods and services
exported to the rest of the world and the value of goods and
services imported from the rest of the world. They represent the net
exports by foreigners on domestically produced goods and
services. Such income generates income for domestic producers.

Thus, national income is the sum-total of income earned by
the people of a country through their contribution to the production
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process. It not only includes income earned within the domestic
territory of a country but also any income earned abroad.

We may now refer to the macroeconomic identity for an
open economy.

The National Income Accounts Identity for an Open Economy:
From the expenditure side, national income = total final expenditure
N. I. = C + I + G + X – M
Total final expenditure consists of expenditure that generates
income, or it can be thought of as sources of income.

Now let us consider the expression:
Y = C + S + T. The right hand side of this equation indicates the
use of the income generated in the economy (for consumption, for
saving, and for taxes).

Since uses of income must equal sources of income, we have
the following identity:
C + S + T = C + I + G + X – M
or, S + T = I + G + X – M
or, S + T + M = I + G + X

This implies that the sum-total of leakages from the circular flow of
income = the sum-total of injections into the circular flow.

Another Interpretation of the above Identity:
The above equation can be expressed as:
I + G + X = S + T + M
or, I = S + (T – G) + (M – X)

Total investment = household saving + budget surplus + trade
deficit
or, S = I + (G – T) + (X – M)
or, S – I = (G – T) + (X – M)
or, the difference between S and I = government budget deficit +
trade surplus.

The Twin Deficits:
In an open economy, a fiscal deficit shall spread to a current

account deficit (CAD). The CAD is the excess of I over S plus the
excess of G over T. So as G exceeds T, unless I falls or S rises, the
CAD will widen.

The national income identity in an open economy
Y = C + I + G + NX
or, NX = Y – (C + I + G)
NX = Net Exports, Y= output, (C+I+G) = Domestic Spending;
Trade surpluses and deficits
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NX = EX – IM = Y – (C + I + G )
Trade surplus: output > spending and exports > imports
Size of the trade surplus = NX
Trade deficit: spending > output and imports > exports
Size of the trade deficit = –NX
International capital flows

Net capital outflow = S – I = net outflow of “loanable funds”= net
purchases of foreign assets = the country’s purchases of foreign
assets - foreign purchases of domestic assets
When S > I, country is a net lender
When S < I, country is a net borrower
The link between trade & capital flows
NX = Y – (C + I + G) implies NX = (Y – C – G ) – I = S – I
trade balance = net capital outflow

Thus, a country with a trade deficit (NX< 0) is a net borrower (S < I)
In any Open economy have three possibilities;

1. A country with trade Surplus. 2. A country with balanced trade.
3. a country with trade deficit. The relationship between saving,
investment and international flow of goods and capital is
summarised as follows:-

2.
Trade Surplus Balanced Trade Trade Deficit
Exports > Imports Exports = Imports Exports < Imports
Net exports > 0 Net exports = 0 Net exports < 0
Y > C + I + G Y = C + I + G Y < C + I + G
Savings >
Investment

Savings =
Investment

Savings <
Investment

Net Capital Outflow
> 0

Net Capital Outflow
= 0

Net Capital Outflow
< 0

11.2 CONSUMPTION FUNCTION

11.2.1 Introduction:
Given the aggregate supply, the level of income or

employment is determined by the level of aggregate demand; the
greater the aggregate demand, the greater the level of income and
employment and vice versa.

Keynes was not interested in the factors determining the
aggregate supply since he was concerned with the short run and
the existing productive capacity. We will also not explain in detail
the factors which determine the aggregate supply and will confine
ourselves to explaining the determinants of aggregate demand.
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Aggregate demand consists of two parts—consumption
demand and investment demand. In this article we will explain the
consumption demand and the factors on which it depends and how
it changes over a period of time. Consumption demand depends
upon the level of income and the propensity to consume. We shall
explain below the meaning of the consumption function and the
factors on which it depends.

11.2.2 The Concept of Consumption Function:
Propensity to consume is also called consumption

function. In the Keynesian theory, we are concerned not with the
consumption of an individual consumer but with the sum total of
consumption spending by all the individuals. However, in
generalizing the consumption behaviour of the whole economy, we
have to draw some useful conclusions from the study of the
behaviour of a normal consumer, which may be valid for all
consumers’ behaviour of the economy. Aggregate consumption
depends on consumption function or propensity to consume.

The economic term ‘consumption’ means the amount spent
on consumption at a given level of income. ‘Consumption
function’ or ‘propensity to consume’ means the whole of the
schedule showing consumption expenditure at various levels of
income. It tells us how consumption expenditure increases as
income increases. The consumption function or propensity to
consume, therefore, indicates a functional relationship between the
aggregates, viz., total consumption expenditure and the gross
national income. It is a schedule that expresses relationship
between consumption and disposable income.

According to Keynesian theory, following are the factors that
influence consumption:
(a) The real income of the individual,
(b) The past savings, and
(c) Rate of interest.

11.2.3 Average and Marginal Propensities to Consume:
The average propensity to consume (APC) is a relationship

between total consumption and total income in a given period of
time. In other words, APC is the ratio of consumption to
income. Thus:

C
APC

Y


Where C : Consumption
Y : Income

APC : Average propensity to consume

While, the marginal propensity to consume (MPC) measures
the incremental change in consumption as a result of a given
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increment in income. In other words, MPC is the ratio of change in
consumption to the change in income.

C
MPC

Y





Where ΔC : Incremental change in consumption

ΔY : Incremental change in income
MPC : Marginal propensity to consume

The normal relationship between income and consumption is
that when income increases, consumption also increases, but by
less than the increase in income. In other words, in normal
circumstances, mpc is less than one. It is drawn as a straight-line
with a slope of less than one. This slope indicates the percentage
of additional disposable income that will be spent. It is assumed
that the whole additional income is not spent, i.e., a certain amount
is spent and the remainder is saved. This can be further explained
with the help of following table and diagram:

Income Consumption Saving

100 75 25

120 90 30

140 105 35

180 135 45

220 165 55

Fig 11.1 Income consumption relationship

In the above diagram, OL is the income line and OP is
income consumption curve. The income consumption line OP lies
below the income line OL. The MPC will be measured by the
tangent of the angle that income consumption curve makes with X-
axis.
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The curve as we have drawn turns out to be straight line
rising from the origin, which means that MPC is constant
throughout. This, however, need not be so and the curve may well
become flatter as income rises, for as more and more consumption
needs have been satisfied, a greater share of an increase in
income than before may be saved. The dotted curve OM
represents such a relationship showing that as income rises, MPC
becomes smaller and smaller.

There is a level of disposable income (DI) at which the entire
income is spent and nothing is saved. This point is often known
as ‘point of zero savings’. Below this level of DI, the consumption
expenditure will exceed the DI. There may be cases in which the
consumer has no income at all. In such cases, the income
consumption curve may not rise from the origin but from farther left
showing that when income is zero, consumption is not zero and
that the individual is living on his past savings.

11.2.4 Propensity to Save:

Fig 11.2 saving-income curve

In the above diagram, ON represents the saving-income
curve. Savings at a given level of income can also be read off from
the distance between a point on income-consumption curve and
corresponding point on income curve (See the figure of income-
consumption relationship). The marginal propensity to save (MPS)
can be measured by the slope of income-saving curve
ON. Marginal propensity to save (MPS) is the increment in savings
caused by a given increment in income. The MPS is always equal
to one minus MPC:
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Consumption demand depends on income and propensity to
consume. Propensity to consume depends on various factors such
as price level, interest rate, stock of wealth and several subjective
factors. Since Keynes was concerned with short-run consumption
function he assumed price level, interest rate, stock of wealth etc.
constant in his theory of consumption. Thus with these factors
being assumed constant in the short run, Keynesian consumption
function considers consumption as a function of income. Thus
C= f(Y)

In a specific form, Keynesian function can be written as:
C = a + f(Y) where a and b are constants. While a is intercept term
of the consumption function, b stands for the slope of the
consumption function and therefore represents marginal propensity
to consume.

Keynesian consumption function has been depicted by CC’
curve in Fig. 11.3 in which along the X-axis national income is
measured and along the Y-axis the amount of consumption is
measured. In this figure, a line OZ making 45° angle with the X-
axis, has been drawn. Because line OZ makes 45° angle with the
X-axis every point on it is equidistant from both the X-axis and Y-
axis.

Therefore, if consumption function curve coincides with 45°
line OZ it would imply that the amount of consumption is equal to
the income at every level of income. In this case, with the increase
in income, consumption would also increase by the same amount.
As has been said above, in actual practice consumption increases
less than the increase in income. Therefore, in actual practice the
curve depicting the consumption function will deviate from the 45°
line. If we represent the above consumption schedule by a curve,
we would get the propensity to consume curve such as CC in
Fig. 11.3.

It is evident from this figure that the consumption function
curve CC’ deviates from the 45° line OZ. At lower levels of income,
the consumption function curve CC lies above the OZ line,
signifying that at these lower levels of income consumption is
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greater than the income. It is so because at lower levels of income,
a nation may draw upon its accumulated savings to maintain its
consumption standard or it may borrow from others. As income
increases, consumption also increases and at the income level
OY0, consumption is equal to income.

Fig 11.3 Keynesian Linear Consumption function

Beyond this, with the increase in income, consumption
increases but less than the increase in income and therefore,
consumption function curve CC lies below the 45° line OZ beyond
Y0. An important point to be noted here is that beyond the level of
income OY0, the gap between consumption and income is
widening. The difference between consumption and income
represents savings. Therefore, with the increase in income, saving
gap also widens and as we shall see later, this has a significant
implication in macroeconomics.

11.2.5 Keynes’ Law of Consumption:
Keynes propounded a law based on the analysis of

consumption function. This law is known as ‘Fundamental Law of
Consumption’ or ‘Psychological Law of Consumption’. It states that
aggregate consumption is a function of aggregate disposable
income.

Propositions of the Law:

This law consists of three propositions:

(a) When aggregate income increases, consumption expenditure
will also increase but by a somewhat smaller amount.

(b) When income increases, the increment of income will be divided
in same proportion between saving and consumption.
Consumption and saving go side by side. What is not
consumed is saved. Savings is, thus, the complement of
consumption.
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(c) As income increases, both consumption spending and saving
go up. An increment in income is unlikely to lead either to less
spending or less savings than before. It will seldom happen that
a person may decrease his consumption or his savings when he
has got more income.

11.2.6 Assumptions:

(a) Habits of people regarding spending do not change or that the
propensity to consume remains the same or stable.

(b) The economic conditions remain normal. There is no hyper-
inflation or war or other abnormal conditions.

(c) The economy is a free-market economy. There is no
government intervention.

(d) The important characteristic of the slope of consumption
function is that the marginal propensity to consume (MPC)
will be less than unity. This results in low-consumption and
high-saving economy.

11.2.7 Implications:
According to Keynesian theory, the mpc is less than unity,

which brings out the following implications:

(a) Since consumption largely depends on income and
consumption function is more or less stable, it is necessary
to increase investment fill the gap of declining consumption as
income increases. If this is not done, the increased output will
not be profitable.

(b) When the income increases, and the consumption are not
increased, there is a danger of over-production. The
government will have to step in to remedy the
situation. Therefore, the policy of laissez-faire will not work
here.

(c) If the consumption is not increased, the marginal efficiency
of capital (MEC) will diminish. The demand for capital will
also diminish, and all the economic progress will come to a
standstill.

(d) Keynes’ Law explains the turning points in the business
cycle. When the trade cycle has reached the highest point of
prosperity, income has gone up. But since consumption does
not correspondingly go up, the downward cycle starts, for
demand has lagged behind. In the same manner, when the
business cycle has touched the lowest point, the cycle starts
upwards, because consumption cannot be diminished beyond a
certain point. This is due to the stability of MPC.
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(e) Since the MPC is less than unity, this law explains the over-
saving gap. As income goes on increasing, consumption does
not increase as much. Hence saving process proceeds
cumulatively and there arises a danger of over-saving.

(f) This law also explains the unique nature of income
generation. If money is injected into the economic system, it
will increase consumption but to a smaller extent than increase
in income. This again is due to the fact that consumption does
not increase along with increase in income.

11.2.8 Factors Influencing Consumption Function:

There are certain factors affecting the propensity to consume
in the long-run:

1. Objective Factors:

(a) Distribution of income: It is generally observed that the
average and marginal propensities to consume of the poor are
greater than those of the rich. This is because the poor has a lot of
unsatisfied wants and he is likely to seize every opportunity that
comes his way to satisfy them. On the other hand, the rich have
already a high standard of living and relatively less urgent wants
remain to be satisfied, so that in their case, an addition to their
incomes is more likely to be saved than spent on consumption.

(b) Fiscal policy: Fiscal policy of the government will also
influence the consumption behaviour of an economy. A reduction
in taxation will leave more post-tax incomes with the people and
this will stimulate higher expenditure on consumptions. Similarly,
an increase in taxes will depress consumption.

(c) Changes in business expectations: Business expectations
by affecting the incomes of certain classes of people affect
consumption function.

(d) Windfall gains and losses: The windfall losses and gains
arising out of changes in capital values affect the ‘saving brackets’
mostly and not the spending sections. Hence, their influence on
consumption function is not so well marked.

(e) Liquidity preferences: Another factor is the people’s liquidity
preferences. If people prefer to keep their income in liquid ford,
consumption is reduced correspondingly.
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(f) Substantial changes in the rate of interest.

2. Subjective Factors:

(a) Individual motives to save:

(i) Building of reserves for unforeseen contingencies as illness or
unemployment,

(ii) To provide for anticipated future needs such as daughter’s
wedding, education, etc.

(iii) To enjoy an enlarged future income by investing funds out of
current income, etc.

(b) Business motives:
(i) The desire to expand business,
(ii) The desire to face emergencies successfully,
(iii) The desire to have successful management,
(iv) The desire to ensure sufficient financial provision against

depreciation and obsolescence.

11.2.9 Measures for Raising Consumption:
1. Redistribution of income in favour of poor where propensity to

consume is greater.
2. Comprehensive social security measures like unemployment

doles, old-age pension, sickness insurance, etc.
3. Liberal wage policy, and
4. Credit facilities for middle and poor classes for purchasing more

consumer goods.

11.2.10 Importance of Consumption Function:
1. Important tool of macro-economic analysis.
2. Value of the multiplier gives us a link between changes in

investment and changes in income.
3. Consumption function invalidates the Say’s Law, which states

that supply creates its own demand, because this theory does
not hold accurate in the real world.

4. It shows the crucial importance of investment.
5. It explains the reasons of declining MEC.
6. It explains the turning points of business cycle.

11.3 SAVING FUNCTION

As mentioned above, consumption increases as income
increases but less than the rise in income. We will now explain
what happens to saving when income increases. Saving is defined
as the part of income which is not consumed because disposable
income is either consumed or saved.
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Thus,
Y = C + S
S = Y – C
where Y = Disposable income, C = Consumption, S = Saving
Like consumption, saving is also a function of income. Thus, saving
function can be written as
S= f(Y)

Saving function is a counterpart of a consumption function,
Therefore, given a particular consumption, function, we can derive
the corresponding saving function. Let us take the Keynesian
consumption, namely, C = a + bY. We can derive saving function
corresponding to it.

Since Y = C + S
S = Y – C

Now, substituting the above Keynesian function for C in (i) we have
S = Y – (a + bY)
= Y – a – bY
= – a + Y – bY
= – a + (1 – b) Y

Note that (1 – b) in the above saving function in (ii) is the
value of marginal propensity to save where b is the value of
marginal propensity to consume.

11.3.1 Average propensity to save:
An important relationship between income and saving is

described by the concept of average propensity to save. (APS).
Average propensity to save is the proportion of disposable income
that is saved (i.e. not consumed). Mathematically
APS = Savings/Disposable Income = S/Y

Like the average propensity to consume (APC) average
propensity to save also generally varies as income increases. As
seen above, average propensity to consume (APC) falls as income
increases. This implies that average propensity to save will
increase as income rises.

Let us derive an important relationship between average propensity
to consume and average propensity to save.

Restating below the relation that income is either consumed or
saved:
C + S = Y
Dividing both sides by disposable income Y we have
C/Y + S/Y + Y/Y = 1
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Since C/Y is average propensity to consume and S/Y is average
propensity to save, we have
APC + APS = 1
or APS = 1 – APC

Fig 11.4 saving Function derived from Consumption function

1.3.2 Marginal Propensity to Save (MPS):
Whereas average propensity to save indicates the proportion

of income that is saved, marginal propensity to save represents
how much of the additional disposable income is devoted to saving.
The marginal propensity to save is therefore change in savings
induced by a change in the disposable income.

Thus,
MPS = ΔS/ΔY

For example, if disposable income increases from rupees
10,000 to 12,000 and this causes planned savings to increase
by Rs. 500 crores, marginal propensity to save is:
MPS = 500/2000 = 1/4 = 0.25
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Since the additional income is either consumed or saved, the sum
of marginal propensity to consume and marginal propensity to save
is equal to one.
MPC + MPS = 1
This can be mathematically proved as under
From C + S = Y, it follows that any change in income (AF) must
induce either change in consumption (AC) or change in saving
(AS). Thus.
ΔC + ΔS = ΔY

Dividing both sides by ΔY we have
ΔC/ΔY + ΔS/ΔY = ΔY/ΔY = 1
MPC + MPS = 1

The concept of marginal propensity to save is graphically
shown at the bottom of Fig. 6.6. It will be seen from this figure that
when disposable income increases from OY1 (say Rs. 10,000) to
OY2 (say Rs. 12,000), that is, ∆Y = Rs. 2000, the saving increases 
by Y2T, (Rs. 500), that is, ΔS is Rs. 500. Thus marginal propensity 
to save (MPS) is
ΔS/ΔY = Y2T/Y1Y2 = 500/2000 = 1/4 = 0.25

Conclusion:
In the work of Keynes, Fisher, Modigliani and Friedman, we

have seen a progression of views on consumer behaviours. Keynes
proposed that C depends largely on current Y. Since then,
economists have argued that consumers face an inter-temporal
decision. Consumers look ahead to their future resources and
needs, implying a more complex Consumption function, than the
one proposed by Keynes. Keynes suggested a Consumption
function of the form: C = f (current Y).

Recent work suggests instead that C = f (Current Y, Wealth,
Expected Future Y, Interest Rates).

Economists continue to debate the relative importance of
these determinants of C. There remains disagreement on the effect
of interest rates and the prevalence of borrowing constraints. One
reason economists sometimes disagree about the effects of
economic policy is that they are assuming different Consumption
functions.

11.4 INVESTMENT MULTIPLIER

11.4.1 Introduction
The theory of multiplier occupies an important place in the

modern theory of income and employment. The concept of
multiplier was first of all developed by F.A. Kahn in the early 1930s.
But Keynes later further refined it. F.A. Kahn developed the concept
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of multiplier with reference to the increase in employment, direct as
well as indirect, as a result of initial increase in investment and
employment. Keynes, however, propounded the concept of
multiplier with reference to the increase in total income, direct as
well as indirect, as a result of original increase in investment and
income.

In practice, it is observed that when investment is increased
by a certain amount, then the change in income is not restricted to
the extent of the initial investment, but it changes several times the
change in investment. In other words, change in income is a
multiple of the change in investment. Multiplier explains how many
times the income increases as a result of an increase in the
investment.

Multiplier (k) is the ratio of increase in national income (∆Y) due to 
an increase in investment (∆I).
K= ∆Y/∆I

Suppose an additional investment (∆I) of RS 4,000 crores in an 
economy generates an additional income (∆Y) of Rs 16,000 crores. 
The value of multiplier (k), in this case will be:
k =16,000/4,000 = 4
It means, income increased 4 times with a single increase in
investment.

11.4.2 Multiplier and MPC:
There exists a direct relationship between MPC and the

value of multiplier. Higher the MPC, more will be the value of
multiplier, arid vice-versa. The concept of multiplier is based on the
fact that one person’s expenditure is another person’s income.
When investment is increased, it also increases the income of the
people. People spend a part of this increased income on
consumption. However, the amount of increased income spent on
consumption depends on the value of MPC.

1. In case of higher MPC, people will spend a large proportion of
their increased income on consumption. In such case, value of
multiplier will be more.
2. In case of low MPC, people will spend lesser proportion of their
increased income on consumption. In such case, value of multiplier
will be comparatively less.

Thus, the value of multiplier depends upon the MPC
The algebraic relation between Multiplier and MPC can be
derived in the following manner:
We know, at equilibrium, income (Y) is the sum total of
consumption (C) and investment (I).
Y = C + I
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Similarly, any change in income (∆Y) will also be equal to (∆C + ∆I).
∆Y = ∆C + ∆I

Multiplier is directly related to MPC and inversely related to
MPS:

The value of multiplier depends upon the value of marginal
propensity to consume. Multiplier (k) and MPC are directly related,
i.e., when MPC is more, k is more and vice-versa. On the contrary,
higher the MPS, lower will be the value of multiplier and vice-versa.

11.4.3 Maximum Value of Multiplier:
The maximum value of multiplier is infinity when the value of

MPC is 1. MPC = 1 indicates that the economy decides to consume
the whole of its additional income. Here, not even a bit of the
additional income is saved. It will lead to a continuous increase in
the consumption expenditure and value of multiplier will be infinity.

11.4.4 Minimum Value of Multiplier:
The minimum value of multiplier is one when the value of

MPC is zero. MPC = 0 indicates that the economy decides to save
the whole of its additional income and nothing is spent as
consumption expenditure. So, there will be no further increase in
income. As a result, the total increase in income (∆Y) will be equal 
to the increase in investment (∆I), i.e., ∆Y = ∆I Here, the value of 
multiplier is equal to 1.

11.4.5 Working of Multiplier:
The working of multiplier is based on the fact that ‘One

person’s expenditure is another person’s income’. When an
additional investment is made, then income increases many times
more than the increase in investment. Let us understand this with
the help of an example.
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1. Suppose, an additional investment of Rs 100 crores (AI) is
made to construct a flyover. This extra investment will generate
an extra income of Rs100 crores in the first round.

2. If MPC is assumed to be 0.90, then recipients of this additional
income will spend 90% of Rs 100 crores, i.e. Rs 90 crores as
consumption expenditure and the remaining amount will be
saved. It will increase the income by Rs 90 crores in the second
round.

3. In the next round, 90% of the additional income of Rs 90 crores,
i.e. Rs 81 crores will be spent on consumption and the
remaining amount will be saved.

4. This multiplier process will go on and the consumption
expenditure in every round will be 0.90 times of the additional
income received from the previous round.

Table No. 11.1
Thus, an initial investment of Rs 100 crores leads to a total
increase of Rs 1,000 crores in the income. As a result, Multiplier (K)
= ∆Y/∆I= 1,000/100 = 10

Diagrammatic Presentation of Multiplier:
The multiplier can also be shown graphically using the AD

and AS approach. In Fig. 8.7, income is taken on the X-axis and
aggregate demand on the Y-axis. Suppose, the initial equilibrium is
determined at point E where AD curve intersects the AS curve. The
equilibrium level of income is OY. Now, suppose that the
investment increases by ∆I / so that the new aggregate demand 
curve (AD1) intersects the aggregate supply curve (AS) at point ‘F’.

Thus, the new equilibrium level of income is OY1. The income rises
from OY to OY1, in response to an initial increase in investment
(∆I ). It is clear from the figure that the increase in income (YY1 or
∆Y) is greater than increase in investment (∆I ). The value of 
multiplier is given by
K=∆Y/∆I
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Fig 11.5

11.4.6 The Reverse Investment Multiplier:
The multiplier process also works for a fall in investment with

a subsequent fall in income. If MPC = 4/5 and investment falls by
Rs. 1000 crores national income will fall by Rs. 5000 crores. This
will reduce the level of saving by Rs. 1000 crores because MPS =
1/5. So the new level of equilibrium will be reached when S = I =
Rs. 4000 crore or where the desire to save and the desire to invest
are once again equal.

11.4.7 Assumptions of the Multiplier
The theory of the multiplier is based on the following assumptions:-

1. The consumer goods are available in sufficient quantities.
2. The multiplier period is absent.
3. There exists unemployment in the economy.
4. Resources required for production are available.
5. The MPC is constant.
6. There exists excess capacity in the consumer goods industries.
7. The economy is a closed economy.
8. There should be a net increase in investment.

11.4.8 Limitations of the Multiplier

In practice there are many difficulties due to which a given increase
in investment may be lower than the desired one:-

1. If there is a shortage of consumer goods, the income recipient
wont able to spend on consumption and hence MPC may fall &
lowers the multiplier.

2. The net increments in the investments are to be repeated in
regular intervals of time otherwise income will fall back to
original level.
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3. The time lag between receipt of income & its expenditure (
multiplier period) should be minimum otherwise value of the
multiplier will be lower.

4. Once the full employment level is reached, the alue o the
multiplier will not increase.

5. If there is shortage in availability of resources, the value of the
multiplier will be low.

11.4.9 Leakages in the working Multiplier
The most important leakages from the circular flow of income
are the following:
i. Saving:

It is the most important leakage. If MPC = 1 and MPS = 0 the
numerical value of the multiplier would approach infinity. This
means that if the entire new income created by an act of investment
at each stage of the income generation process were spent by the
people on buying consumer goods, then even a once-for-all
increase in investment would go on creating extra income until the
economy reached the stage of full employment. But MPC is rarely
equal to 1.In practice people hardly spend their entire income on
consumption goods. They save a certain portion. The portion they
save (i.e., do not spent) disappears from the circular flow, thus
reducing the value of the multiplier. Thus the stronger the MPS of
the people, the smaller will be the value of the investment multiplier.

ii. Debt Repayment:
James Duesenberry has pointed out people do not spend

their entire extra income on consumption good. They use a part of it
to repay their past debt. As a result, the value of the multiplier gets
reduced.

iii. Accumulation of Idle Cash Balances:
People often save money by keeping idle cash balances in

banks. This idle money does not come into circulation and is
unlikely to lead to an increase in consumption spending.

iv. Stock Exchange Transactions:
It is often observed that a major portion of the new income

generated in the economy is utilised to buy old bonds and
securities from others. Most people sell these long-term credit
instruments when in distress and incur capital losses. So such
transactions are unlikely to raise society’s total consumption
appreciably.

v. Imports:
No country in the world is self- sufficient. Therefore, a

country has to spend some money on imports. However imports do
not add to domestic expenditure and is unlikely to have any income
and employment effect.
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To the extent we spend a certain portion of our new income
on imported goods, money leaks out of the country. In other words,
the value of imports peters out of the income-stream, thus limiting
the value of the multiplier.

vi. Price Inflation:
During inflation money income may rise but real income falls.

Thus real consumption spending (which determines the value of the
multiplier) will fall. In other words, a major portion of increased
money income will be neutralised by price inflation, instead of
stimulating consumption and creating jobs and incomes in the
process.

vii. Taxes:
If the government taxes away a certain portion of the extra

income generated in the economy the value of the multiplier will fall.
So like savings, taxes also act as a leakage from the circular flow.
Taxes are contractionary in their effects in-as-much as they reduce
real consumption spending by reducing disposable income.

viii. Corporate Savings:
Moreover companies do not always distribute their entire net

profit (gross profits less corporation tax) as dividend. They retain a
certain portion for expansion and diversification. To the extent they
follow the policy of saving a certain portion of their net profits the
consumption spending of shareholders fails to increase
correspondingly. Therefore the value of the multiplier will be less
than otherwise.

Conclusion:
There is no denying the fact that due to such leakages the

process of income generation slows down after some time. If such
leakages in income stream did not exist, the process of income
generation would come to a halt only when a state of full
employment was reached. In fact, the process of income
propagation could go on until there was the end of full employment
or the beginning of inflation.

11.4.10 Importance of Multiplier:
Keynes’ principle of multiplier has a great role in removing

the Great Depression of 1929-34. These days governments are
actively interfere in the economic affairs of the community through
multiplier. Its importance is further explained as below:

1. The multiplier principle focuses on the importance of public
investment, which is the key to remove unemployment during
the days of depression. An investment of Rs. 1 million can
create income and employment worth many times, and can help
the government to remove unemployment from the country.
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2. During the days of depression, the private entrepreneurs are
discouraged to invest in the economy. Therefore, to fill this
gap, the government comes forward and undertakes the
investment in her own hands. Hence, the demand for
consumer goods increases and also the level of NI and
employment increases on account of the working of the
multiplier.

3. When the demand for goods increases and incomes rise owing
to government investment, the profit expectations of the
entrepreneurs go up and as a result the MEC rises.

4. When the government makes investment in public works to fight
depression and unemployment, private investment is
encouraged on account of the operation of the multiplier. The
confidence of private investors is restored, and hence helps in
further removing the economic depression of the country.

Moreover, background knowledge of the multiplier is of
paramount importance not only in analysing business cycle
movements but in formulating an appropriate counter-cyclical fiscal
policy which seeks to achieve economic stability.

11.5 QUESTIONS

1. Explain the meaning and scope of Closed and Open economy.

2. Discuss the concept of consumption function.

3. Explain the Keynes’ Law of consumption.

4. What are the factors influencing consumption function?

5. Differentiate between Marginal Propensity to Consume and
marginal Propensity to save.

6. Explain the working of investment multiplier.

7. What are the leakages in the working of multiplier process?


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12

MARGINAL EFFICIENCY OF CAPITAL,
ACCELERATOR, SAVINGS & CAPITAL

FORMATION IN INDIA

Unit Structure:

12.0 Objectives

12.1 Introduction

12.2 Meaning of Marginal Efficiency of Capital (MEC)

12.3 Relative Role pf MEC and the Rate of Interest

12.4 Factors affecting Marginal Efficiency of Capital (MEC)

12.5 Accelerator Principle

12.6 Meaning of Accelerator Principle

12.7 Assumption of Accelerator

12.8 Implications of the Accelerator Effect

12.9 Saving and Capital Formation In India

12.10 Composition of Domestic Savings

12.11 Questions

12.0 OBJECTIVES

 Introduction to the concept of Marginal Efficiency of
Capital(MEC)

 to study the relationship between MEC and Rate of Interest
 To acquaint the students with MEC schedule
 To study the determinants affecting MEC
 To study and understand the meaning and working of

accelerator
 To study the role of savings in capital formation of India

12.0 INTRODUCTION

Businessmen and entrepreneurs are induced to make an
investment when the return on investment is attractive. Before
investing, businessmen compare the yield from the investment and
the cost incurred in making the investment. It is only when the
return is greater than cost, investment is made. Producing in a
capitalist economy, profit is the primary objective of business firms
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and manufacturing companies. So in order to maximize their profit,
they seek to invest in those ventures that yield higher profit. Keynes
introduced the concept of marginal efficiency of capital in order to
analyze the profitability of the prospect ventures.

12.2 MEANING OF MARGINAL EFFICIENCY OF
CAPITAL (MEC)

MEC refers to the expected profitability of a capital asset. It
may be defined as the highest rate of return over cost expected
from the marginal or additional unit of a capital asset. First we must
go to the marginal unit of the capital asset and secondly its cost has
to be deducted from its return.

Now the MEC in its turn, depends on two factors: the
prospective yield of the capital asset and the supply price of the
capital asset. The MEC is the ratio of these two factors. The
prospective yield of a capital asset is the total net return from the
asset over its life time.

Generally, marginal efficiency of capital or MEC refers to the
expected rate of profit or the rate of return from investment over its
cost. Marginal efficiency of a given capital asset is the highest
return that can be yielded from the additional unit of that capital
asset. Keynes defined MEC as ‘The rate of discount which
makes the present value of the prospective yield from the
capital asset equal to its supply price’.

Thus, Keynes’ marginal theory of capital is bases on two factors
that include

1. Prospective yield from capital assets
The term prospective yield is the aggregate net return the

investor expects to receive on the sale of capital assets after the
deduction of running costs incurred for the purchase of capital
assets considering its total expected life. Usually, when the total
expected life of the capital asset is divided into a series of periods,
generally years, the annual return is determined. This is
represented as Q1, Q2, Q3… Qn and are termed as annuities.

2. Supply price of this asset
The investor has to consider the supply price of asset that he

is planning on investing. Supply price of asset refers to the cost
incurred for the acquisition of the capital asset. Here, the cost
incurred is for the purchase of or production of a new asset and not
the price of any of the existing assets. The present value of a series
of expected income from the invested capital asset throughout its
life span is expressed as
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Where,
SP= Supply price of new capital asset;

R1 + R2 + … + Rn = Return received annually;

r= Rate of discount applied each year;

R/ (1+r) = Current value of annuity discounted at rate r.

The concept of marginal efficiency of capital can be illustrated with
a numerical.

For instance,

Expected lifespan of capital asset= 2 years

Supply price of capital asset= Rs. 3000

Expected Yield (first year) =Rs.1100

Expected Yield (Second year) = Rs.1210

Then, marginal efficiency of capital (r) is calculated as

SP= R1/ (1+r) + R2/ (1+r)2

2000/ (1+r) = 1100/ (1+e)2 + 1200

Thus, r= 10%

Taking r= 1/10

SP= 1100 + 1100/ (1+1/10) = 1000 + 1000/ (1+1/10)2 = 2000

From the above calculation, we can it may be observed that
1. When the expected yield increases to Rn, rate of discount

increases

2. Rate of discount or MEC decreases when supply price of capital
asset increases with a given amount of expected annual return
on capital asset, and vice versa.

Thus, prospective yields have a direct effect on MEC
whereas, supply price has an inverse effect. This means that the
rate of return over cost may vary as a result of changes in cost or
change in the amount of return. Investors would be willing to make
investments only when the return from prospective capital
investment is greater than the supply price.

SCHEDULE OF MEC
According to J.M. Keynes, the behaviour of investment in

respect of new investment depends upon the various stock of
capital available in the economy at a particular period of time. As
the stock of capital increases in the economy, the marginal
efficiency of capital goes on diminishing. The MEC curve is
negatively sloped as a shown in the figure
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Investment
(Rs in Billion)

Marginal Efficiency of Capital

(MEC)

20 10%

25 9%

40 7%

70 5%

100 2%

Fig 12.1 Volume of Investment

In the above table, it is shown when stock of capital is equal
to $20 billion, the marginal efficiency of capital is 10% while at a
capital stock of $100 billion, it declines to 2%. This investment
demand schedule when depicted graphically in figure 30.7 gives us
the investment demand curve which goes on sloping downward
from left to right.

12.3 RELATIVE ROLE OF MEC AND THE RATE OF
INTEREST

The MEC and the rate of interest are the two important
factors which affect the volume of new investment in a country. An
investor while making a new investment weighs the MEC of new
investment against the prevailing rate of interest. As long as the
MEC is higher than the rate of interest, the investment will be made
till the MEC and the rate of interest are equalized.
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For example, if the rate of interest 7%, the induced
investment will continue to be made till the MEC and the rate of
interest are equalized. At 7% rate of interest, the new investment
will be $40 billion. In case, the rate of interest comes down to 2%,
the new investment in capital assets will be $100 billion.

To finance investment, firms will either borrow or reduce
savings. If interest rates are lower, it’s cheaper to borrow, or their
savings give a lower return making investment relatively more
attractive.

Fig 12.2

 A cut in interest rates from 5% to 2% will increase investment
from 80 to 100.

 The alternative to investing is saving money in a bank; this is
the opportunity cost of investment.

 If the rate of interest is 5%, then only projects with a rate of
return of greater than 5% will be profitable.

 How responsive is Investment to Interest Rates?

 In Keynesian investment theory, interest rates are one important
factor. However, in a liquidity trap, investment may be
unresponsive to lower interest rates. In some circumstances,
demand for investment is very interest inelastic.

In a liquidity trap, business confidence may be very low.
Therefore, despite low-interest rates, firms don’t want to invest
because they have low expectations of future profits.
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12.4 FACTORS AFFECTING MARGINAL EFFICIENCY
OF CAPITAL (MEC)

The various factors that bring about shifts in MEC are short
run or endogenous factors and long rim or exogenous factors.

12.4.1 The short run factors are:
1. Expected demand:

If the demand for the product is expected to be high in
future, the MEC will be high and the investment will increase. On
the other hand if the demand for the product is expected to decline
in future the MEC will be low and investment will fall.

2. Costs and prices:
If the costs are expected to decline and if the prices are

expected to increase, the expectation of the producer will go up. On
the other hand if the costs are expected to go up and prices are to
decline the MEC will receive a set back and the investment will be
less.

3. Propensity to consume:
If the propensity to consume is more than the volume of

investment will be more and vice versa.

4. Changes in income:
An increase in the level of income will stimulate investment

while a decrease in the level of income will discourage investment.

5. Current state of expectation:
Businessmen while making expectations take into account

the current state of affairs regarding costs, prices, returns etc. If
they are high the MEC is bound to be high for new projects of
investment.

6. Level of confidence:
During period of optimism the businessmen over estimate

and boost the MEC of capital assets. During period of pessimism
they under estimate and reduce the MEC of capital assets.

12.4.2 The long run factors which influence the MEC are as
follows:

1. Population growth:
A rapidly growing population means a rapid increase in the

demand for all types of goods and hence investment rises and
conversely, a decline in population will decrease the demand
investment.
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2. Development of new areas:
When a new area is developed heavy investments in all

fields such as agriculture, industries, electricity, housing etc., are to
be undertaken.

3. Technological factors:
New invention or new discovery may necessitate the

installation of new machineries in the industrial enterprise and
encourage investment.

4. Productive capacity of the Industry:
If the existing capacity is fully utilised then any further

increase in demand will be met with by making fresh investment on
new capital equipment.

5. Level of current investment:
If the existing level of investment is already high there will be

little scope for further investment and vice versa.

Thus the concept of marginal efficiency of capital is very
important for business world.

12.5 ACCELERATOR PRINCIPLE

12.5.1 Introduction
The multiplier describes the relationship between investment

and income, i.e., the effect of investment on income. The multiplier
concept is concerned with original investment as a stimulus to
consumption and thereby to income and employment. But in this
concept, we are not concerned about the effect of income on
investment. This effect is covered by the ‘accelerator’. The
term ‘accelerator’ should not be confused with the accelerator in
cars. It does not make the investment to grow faster and faster.
The term ‘accelerator’ is associated with the name of J.M. Clark in
the year 1914. it has been proved a powerful tool of economic
analysis since then. Keynes, astonishingly, has altogether ignored
this concept. That is why, the concept of accelerator is not
considered the part of Keynesian theory.

The multiplier and the accelerator are not rivals: they are
parallel concepts. While multiplier shows the effect of changes in
investment on changes in income (and employment), the
accelerator shows the effect of a change in consumption on private
investment.
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12.6 MEANING OF ACCELERATOR PRINCIPLE

The idea underlying the accelerator is of a functional
relationship between the demand for consumption goods and the
demand for machines which make them. The acceleration
coefficient is the ratio between induced investments to a given net
change in consumption expenditures.
v = ∆I / ∆C

Symbolically where v stands for acceleration coefficient; ∆I 
denotes the net changes in investment outlays; and ∆C denotes the
net change in consumption outlays. Suppose an additional
expenditure of Rs. 10 crores on consumption goods leads to an
added investment of Rs. 20 crores in investment goods industries,
then the accelerator is 2. The actual value of the accelerator can be
one or even less than that.

In actual world, however, increased expenditures on
consumption goods always lead to increased expenditures on
capital goods. Hence acceleration coefficient is usually greater than
zero. Where a good deal of capital equipment is needed per unit of
output, the acceleration coefficient is very much more than unity.

In exceptional cases, the accelerator can be zero also.
Sometimes it so happens that production of increased consumer
goods (as a result of a rise in their demand) does not lead to an
increase in the demand for capital equipment producing these
goods.

The principle of acceleration is basically a concept related to net
investment. Therefore, we must derive an expression linking the
accelerator with net investment. We know that gross investment
has two components: net investment plus replacement of capital
wearing out due to depreciation. We can write
Gross Investment = Igt= V(Yt-Yt-1) +R

This means that the quantum of gross investment in period t
depends upon the value of acceleration effects of the change in
income in the previous period and the need for replacement of
capital.

Inet =V(Yt-Yt–1)
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Thus, net investment in period t is which means that net investment
depends only on the rate of change of income and the accelerator
(V).

12.7 ASSUMPTIONS OF THE ACCELERATOR

1. Under the principle of accelerator, it is assumed that there is no
excess capacity existing in the consumer goods
industries. No machines are lying idle and shift working is not
possible.

2. In capital goods industries, it has been assumed that there
is an existence of surplus capacity. If there is no excess
capacity in capital goods industries, increased demand for
machines could not lead to increase in the supply of machines.

3. Output is flexible. The machine-making industry or capital
goods industry can increase its output whenever desired.

4. The size of the accelerator does not remain constant over
time. It value will be affected by the businessmen’s calculations
regarding the profitability of installing new plants to make more
machines on the basis of their probable working life.

5. The demand for machines will remain stable in the
future, although the increase in demand has suddenly cropped
up.

Working of the Accelerator:
It is interesting to analyse the working of the Principle of

Acceleration.
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Accelerator depends primarily upon two factors:
(i) The capital-output ratio, and
(ii) The durability of the capital equipment.

A numerical example will clarify the dependence of
acceleration value on the durability of the machine, capital-output
ratio being given.

The following table 11.1 is meant to make two things clear
about the accelerator:
(i) Given the same percentage change in consumption, the
percentage change in induced investment depends directly on the
durability of the machine. Greater is the life (durability) of the
machine, greater the value of the accelerator;

(ii) Accelerator does not depend upon the change in the absolute
level of consumption; it depends upon the rate of change of
consumption.

In Case I in the Table, we assume that we need 100
machines to produce 1000 consumer goods (capital-output ratio
being 1:10). Further we presume that the life of the machine
(durability) is 10 years. Thus, after 10 years, the machine has to be
replaced and 10 machines have to be replaced in each period in
order to maintain the flow of 1000 consumer goods. This is called
‘Replacement Demand.’

Now suppose there are 10% rise in the demand for
consumer goods in period I (as shown in case I); the change in
consumption will be of 100 such goods and we will need 110
machines to produce these goods (at the constant capital- output
ratio of 1: 10). Thus, we need 20 machines in all, 10 machines
being the addition to the stock of capital and 10 machines for
replacement. Thus, a 10% rise in the demand for consumer goods
leads to a 100% rise in the demand for investment goods
(machines). This is what the principle of acceleration is intended to
show. Accelerator shows that a small increase in consumption is
likely to result in manifold increase in investment (called induced
investment).

Value of the Accelerator Depends on the Durability of the
Investment Goods and the Rate of Change of Consumption
Expenditure
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Assumptions: (i) Capital-output ratio 1: 10 for all the Cases.

Table 12.1

Now in case II, where the life of the machine is 20 years,
other things being the same, a rise in the demand for consumer
goods in the first period leads to 200% increase in gross
investment.

Further, in case III, when the life of machine is 5 years, a
10% rise in the demand for consumer goods results merely in an
increase of 50% in gross investment. It is, therefore, clear that:

Greater the durability (life) of the machine, the greater the
value of the accelerator and higher the acceleration effect; smaller
the durability, lower the value of the accelerator and lower are the
acceleration effects.
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In case IV, where we presume the life of the machines to be
10 years and capital-output ratio constant at 1: 10 (i.e., we need
100 machines to produce 1000 goods), we find that a 10% rise in
demand in period I in consumption goods sector leads to 100%
increase in gross investment, whereas in period V, when the
demand for consumer goods does not rise and remains constant at
1000, there is a decline of 50% in gross investment.

Thus, we find that, even when there is no decrease in the
demand for consumer goods, there is likely to be a decline in gross
investment. The case demonstrates the sensitivity of investment to
a cessation of economic activity. It is to be noted that it is the falling
off in the rate of increase in consumption and not a decline in the
absolute level of consumption which causes the contraction in the
demand for machines.

Further, in case V, presuming the life of the machine to be
10 years, we find that we need machines to produce 1000
consumer goods. But when there is a fall in the demand for
consumer goods to the extent of 10% in period I, we need 90
machines to produce 900 consumer goods.

There is 100% fall in the net investment caused by 10% fall
in consumption. If, however, the demand for consumer goods falls
by 20%, we would need 20% less machines and correspondingly
we can expect the rate of investment to fall by 200%. But there is a
saving grace. At the most what the producers can do is to produce
no new machines at all, i.e., not to replace existing machines. They
may allow some of the existing plants and equipment to wear out.
Thus, when the economy is moving downwards, the fall in
investment becomes confined to the demand for replacement and
that can at the most fall to zero.

In other words, value of the accelerator during downward
swing is limited by the inability of the demand for investment goods
to fall below the value of replacement (depreciation) demand.

12.8 IMPLICATIONS OF THE ACCELERATOR EFFECT

 Investment tends to be more volatile than economic growth

 The rate of economic growth stays the same. Investment levels
will also stay the same

 Investment spending can fall even when GDP is rising. This is
because if there is a fall in the rate of economic growth firms
may invest less.

 If GDP falls, investment spending can fall very significantly.
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 Accelerator Coefficient. This is the level of induced investment
as a proportion of a rise in National income accelerator
coefficient = Investment/change in income.

Limitations of the accelerator effect

 Time lags in investment. Once a project is started, a firm will
tend to want to complete it – even if demand slows down.

 Investment is affected by many other factors, such as investor
confidence and the “animal spirits” of firms.

 It depends whether firms are optimistic about their industry. For
example, a bookshop may be more nervous about investing in
increasing capacity because they fear changing conditions.
Whereas an online store may be more optimistic about the long-
term future of their industry.

Despite these limitations, the principle of accelerator makes
the process of income propagation more realistic. It explains
volatile fluctuations in capital goods industries. However, in order to
measure the total effect of an initial investment on income we must
combine the accelerator and the multiplier analysis. The combined
analysis is known as Super- Multiplier. It serves as a useful tool for
business cycle analysis and as a helpful guide to stabilization
policy.

12.9 SAVING AND CAPITAL FORMATION IN INDIA

12.9.1 Domestic Savings in India:
In India, domestic saving has been considered as one of the

major sources of capital formation. The Central Statistical
Organisation (CSO) has been preparing the estimates of domestic
saving for the entire planning period of the country.

Saving has been defined by CSO, “The excess of current
income over current expenditure and is the balancing item on
the income and outlay accounts of producing enterprise and
households, government administration and other final
consumers.”

For the estimation of domestic savings, the whole economy
is broadly classified into three institutional sectors.

These include:
(a) Household,
(b) Private corporate and
(c) Public or Govt. sector

The saving of the household sector can be measured by:
(i) Total financial saving and
(ii) Saving in the form of physical assets.
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The financial saving includes possession of currency, net
deposits, investment in shares, debentures and government
securities and small savings whereas, the physical assets include
machinery, equipment, construction, inventories etc. held by
individuals.

Secondly, the saving of the private corporate sector
constitutes the net saving of non-government, non-financial
companies, private financial institutions and co-operative
institutions as revealed from the profit and loss accounts placed in
the balance sheet of these companies.

Thirdly, the saving of the public sector includes the net
savings of both departmental and non- departmental enterprises
and savings of administrative departments shown as the excess of
current receipts over current expenditures of the government.

Rate of Saving:
Rate of saving is measured as a proportion of GDP at

market prices. The rate of saving in India in 1950-51 was 10.2 per
cent of the GDP. Over the next twenty years, its trend varied
marginally, to touch a rate of 16.3 per cent in the year 1972-73.
During the decade of 1970s, there was a significant improvement in
the savings rate which rose to 26.0 per cent in 1979-80. In light of
this, the late 1970s was referred to as the golden era in the Indian
savings scene. These rates of saving were not, however, sustained
as it dropped substantially during the 1980s: it fell to 18.2 per cent
in 1984-85. In the subsequent years, although it recovered
somewhat to reach 22 per cent in 1992-93 arid reached its late
1980s level of 26.9 per cent in 1995-96, it declined again to below
25 per cent mark in late 1990s. The saving rate began to increase
steadily in the 2000s with the Tenth Plan average (for 2002-07)
registering 31.4 per cent.

India's Gross Savings Rate was measured at 30.0 % in Mar
2017, compared with 31.3 % in the previous year. India Gross
Savings Rate is updated yearly, available from Mar 1951 to Mar
2017, with an average rate of 18.8 %. The data reached an all-time
high of 36.8 % in Mar 2008 and a record low of 8.0 % in Mar 1954.
CEIC calculates Gross Domestic Savings Rate from annual Gross
Domestic Savings and annual Nominal GDP. Central Statistics
Office provides Gross Domestic Savings in local currency and
Nominal GDP in local currency based on SNA 2008, at 2011-2012
prices. Gross Domestic Savings Rate prior to 2012 is based on a
combination of SNA 2008 and SNA 1993, at 2004-2005 prices.
Gross Domestic Savings Rate is annual frequency, ending in March
of each year.
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The growth in saving is attributed to factors like:
i. Rising per capita income;
ii. Continued deepening of the financial system; and
iii. The diminishing share of agriculture in GDP.

12.9.2 Savings in India and selected countries in world.
India’s savings performance has been quite impressive but it

is much lower than that of China, Malaysia & Singapore. But it is
much higher than many advanced and emerging market
economies. Further, the gross domestic savings rates of India,
China and Singapore continue to show an upward trend.

Gross Domestic Savings in India & selected countries ( % of GDP)

Country 1990 2005 2009

India 22.8 33.5 33.8

China 39.1 47.6 52.1

Indonesia 32.3 29.2 33.8

Malaysia 34.5 42.8 36.0

Pakistan 11.1 15.2 111.4

Thailand 33.8 30.3 32.4

Singapore 44.0 47.1 N.A.

United
States

16.3 14.1 11.4

World 23.2 21.7 18.9

Source: Reserve Bank India

India’s savings performance over five year plans:

Five Year Plan Gross Domestic Saving Rate ( %)

First Plan ( 1951-56) 9.2

Second Plan ( 1956-61) 10.6

Third Plan (1961-66) 12.1

Fourth Plan ( 1969-74) 14.7

Fifth plan (1974-1979) 18.6

Sixth Plan (1980-85) 17.9

Seventh Plan (1985-90) 20.0

Eight Plan (1992-97) 22.9

Ninth Plan (1997-2002) 23.6

Tenth Plan (2002-2007) 31.3

Eleventh Plan (2007-12) 33.7

Table No. 12.2 Source: RBI, Report of the working group on
savings during the twelfth FYP(2012-17)

In above table, India’s Gross domestic Saving rate has
increased over the five year plans from 9.2 % in 1950-51 to 33.7%
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in 2007-12. After 1991, the introduction of economic reforms and
financial liberalisation were the main reasons for growth in savings
rate.

12.10 COMPOSITION OF DOMESTIC SAVINGS

The Gross Domestic savings of India consist of savings of
public, private corporate and household sectors. Their trends are
shown in the following table 12.3:-

Trends in savings rates ( % of GDP at current Market Prices)

1950-
51

1990-
91

2007-
08

2011-
12

2015-
16

Gross Domestic Savings 9.5 18.5 36.8 34.6 32.3

Public Sector 2.1 1.8 5.0 1.5 1.3

Private Sector 0.9 2.6 9.4 9.5 11.9

Household Sector 6.5 22.9 22.4 23.6 19.2

12.10.1 Capital Formation in India: Trends and Composition
Capital formation or investment is the kingpin of economic

development. Or one can also say that an important element in the
growth process of developing countries like India is the rate of
saving or the saving-income ratio.

Gross capital formation (GCF) refers to the aggregate of
gross additions to fixed assets (i.e., fixed capital formation) and
change in stocks during the counting period. Fixed assets comprise
construction and machinery and equipment (including transport
equipment and breeding stock, draught animals, dairy cattle and
the like). Construction for military purposes (other than construction
or alteration of family dwellings for military personnel) defence
equipment, increase in the stocks of defence materials and durable
goods in the hands of the households are excluded from the scope
of capital formation.

It is because the accumulation of capital perhaps the most
important source of growth in such countries depends on the rate of
savings.

Savings-and investment are, thus, crucial to capital
formation. One of the basic goals of Indian planning is the step-up
of the rate of capital formation. In fact, the rate of capital formation
or investment has risen substantially during nearly six decades
(1951-2007) of planning.

Gross domestic savings increased from 8.9 p.c. of GDP in
1950-51 to 24.8 p.c. of GDP in 2006-07. Net domestic capital
formation increased from 5.2 p.c. to 28.4 p.c. during this time. Table
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12.4 shows growth of domestic savings and capital formation in the
period 1950-2007.

Table No. 12.4

In the 1980s, the performance of the Indian economy in
relation to saving-investment rate was respectable by international
standards and was certainly high for a market economy and in an
unregimented society like India. At present, gross domestic savings
stands out around 35 p.c., though less than the level attained in the
late 70s.Meanwhile, capital-output ratio of 2.6 in the 1950s rose to
almost 6.21 in the late 1970s. This high capital-output ratio
indicates declining productivity of investment (largely due to an
inefficient pattern of investment and under-utilisation of production
capacity), which largely explains India’s unimpressive growth
performance.

Thus, saving-investment problem of the country in the
1970s, on a closer scrutiny, appears to be unsatisfactory.
Obviously, the country could not register a higher growth rate.

Still then, gross and net saving rates standing around 35 p.c. and
27 p.c. in 2007 were definitely on the high side and comparable to
the advanced nations of the world. Needless to say, adequate
domestic saving is not an end in itself. What is required is how this
increased saving is invested.

It is said that high rates, of investment are critical for rapid
growth. Investment rate in the Eighth Plan averaged 24.4 p.c. and it
remained almost unchanged in the Ninth Plan. After then it rose
and in the Tenth Plan (2002-07), it accelerated to nearly 36 p.c. It is
hoped by the planners that such high ratio of investment would be
helpful to attain the growth rate of 9 p.c. during the Eleventh Plan
(2007-2012).
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12.10.2 Gross Fixed Capital Formation
The trends and composition of gross fixed capital formation

in India is given in the following table:-

Capital Formation ( as % of GDP at current market prices)

Item 1990-
91 to
1999-
2000

2000-
01 to
2003-
04

2004-
05 to
2007-
08

2011-
12

2014-
15

2015-
16

Gross Fixed
Capital
Formation

23.1 24.0 30.8 34.3 30.8 29.3

1.Public
Sector

8.6 6.7 7.6 7.3 7.5 7.4

2.Private
sector

6.7 5.5 11.9 11.2 12.3 21.9

3.Household
sector

7.9 11.8 11.3 15.7 11.0 --

Table no. 12.5 Source: Economic Survey 2013-14 to 2016-17

The gross fixed capital formation averaged 23.5 % over the
period 1990-91 to 2003-04. It rose to 30.8 % during 2004-05 to
2007-08 and further to 34.3 % in 2011-12 and declined to 30.8% in
2014-15.

Investment by Private corporate sector: The rise in private
sector investment is due to impact of reforms introduced by govt. in
1990s. The private sector has improved its productivity and
efficiency with the help of technology to face global competition.

Investment by Public corporate sector: The dominance of public
sector investment declined in the post reform period as compared
to its dominant position in pre reform period due to non-acceptance
of changing global situation except few PSUs.

Investment by Household sector: Household investment consists
of physical assets, household construction, their possession of
machinery and equipment and valuables. It increased on account of
rise in per capita income and savings.

Conclusion: The gap between domestic savings and domestic
investment is financed by net capital inflows from abroad. Thus the
household financial savings need to be raised to keep the saving-
investment gap at acceptable levels.
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12.11 QUESTIONS

1. Explain the concept of Marginal efficiency of Capital.

2. Discuss the relationship between MEC and Rate of interest.

3. What are the factors affecting Marginal Efficiency of Capital?

4. Explain Principle of Acceleration.

5. Explain the trends and composition of Capital formation in India.

6. Discuss the trends and composition of Savings in India.


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Module 7

13
GOVERNMENT

Unit Structure:

13.0 Objectives

13.1 Introduction

13.2 Policing- IS Policing a Public Good?

13.3 Why are Public Goods an Example of Market Failure?

13.4 Public Revenue

13.5 Public Expenditure

13.6 Questions

13.0 OBJECTIVES

 Introduction to Public Goods and Merit Goods

 To acquaint the students with concepts of tax and non-tax
revenue

 To study the merits & demerits of direct & Indirect taxes

 To understand Impact, shifting and Incidence of Tax.

 To study causes of growth if public expenditure

13.1 INTRODUCTION

Public goods are defined as products where, for any given
output, consumption by additional consumers does not reduce the
quantity consumed by existing consumers. There are very few
absolutely public goods, but common examples include law, parks,
street-lighting, defence etc. As there is no marginal cost in
producing the public goods, it is generally argued that they must be
provided free of charge, because otherwise the people who benefit
less than the cost of using the public good, will not use it. That will
lead to a loss of welfare. Also the goods are mostly non-excludable,
that means that if once provided everybody can use them, which
when charged will lead to "free-riding". So these goods will not be
provided by free markets as there is no way to charge for the
usage, the solution is, that state must provide these goods and
finance them from taxes collected from everybody.

In Economics, a public good is a good that is both non-
excludable and non-rivalrous in that individuals cannot be
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effectively excluded from use and where use by one individual does
not reduce availability to other.
The characteristics of pure public goods are the opposite of private
goods:

1. Non-excludability: The benefits derived from pure public goods
cannot be confined solely to those who have paid for it. Indeed
non-payers can enjoy the benefits of consumption at no
financial cost – economists call this the 'free-rider' problem. With
private goods, consumption ultimately depends on the ability to
pay.

2. Non-rival consumption: Consumption by one consumer does
not restrict consumption by other consumers – in other words
the marginal cost of supplying a public good to an extra person
is zero. If it is supplied to one person, it is available to all.

3. Non-rejectable: The collective supply of a public good for all
means that it cannot be rejected by people, a good example is a
nuclear defence system or flood defence projects.

There are relatively few examples of pure public goods
Examples include flood control systems, some of

the broadcasting services provided by the Door-Darshan, public
water supplies, street lighting for roads and motorways, lighthouse
protection for ships and also national defence services.

13.2 POLICING- IS POLICING A PUBLIC GOOD?

The general protection that the police services provide in
deterring crime and investigating criminal acts serves as a public
good. But resources used up in providing policing means that fewer
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resources are available elsewhere. Private protection services such
as private security guards, privately bought security systems and
detectives are private goods because the service is excludable and
rival in consumption and people and businesses are often prepared
to pay a high price.

13.3 WHY ARE PUBLIC GOODS AN EXAMPLE OF
MARKET FAILURE?

 Pure public goods are not normally provided by the private
sector because they would be unable to supply them for a
profit.

 It is up to the government to decide what output of public
goods is appropriate for society.

 To do this, it must estimate the social benefits from making
public goods available.

13.3.1 What is meant by the Free Rider Problem?

 Because public goods are non-excludable it is difficult to
charge people for benefitting form a good or service once it
is provided.

 The free rider problem leads to under-provision of a good
and thus causes market failure.

13.3. What are Quasi-Public Goods?

A quasi-public good is a near-public good i.e. it has many but not all
the characteristics of a public good. Quasi-public goods are:-

1. Semi-non-rival: up to a point, extra consumers using a
park, beach or road do not reduce the space available for
others. Eventually beaches become crowded as do parks
and other leisure facilities. Open access Wi-Fi networks
become crowded.

2. Semi-non-excludable: it is possible but often difficult or
expensive to exclude non-paying consumers. E.g. fencing a
park or beach and charging an entrance fee; building toll
booths to charge for road usage on congested routes.

The air waves – a public good or quasi -public good?
 The airwaves used by mobile phone companies, radio

stations and television companies are owned by the
government.
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 Do they count as a pure public good? One person's use of
the airwaves rarely limits how other people can benefit from
utilising them.

 At peak times, the airwaves become crowded.

 The government also controls the issue of licences needed
to operate mobile phone services using the airwaves in the
India. In 2000, they auctioned off five licences for 3rd
generation mobile phone services and raised billion rupees
in doing so. In 2016, the government auctioned off super-fast
4G mobile phone spectrums.

13.3.3 The case for government intervention with public goods
Overcoming the Free-Rider:-

1. Direct provision of a public good by the government can help to
overcome the free-rider problem which leads to market failure.

2. The non-rival nature of consumption provides a strong case for
the government rather than the market to provide and pay for
public goods.

3. Many public goods are provided more or less free at the point of
use and then paid for out of general taxation or another general
form of charge such as a licence fee.

4. State provision may help to prevent the under-provision and
under-consumption of public goods so that social welfare is
improved.

5. If the government provides public goods they may be able to do
so more efficiently because of economies of scale.

6. Merit goods on the other hand are products generally not
distributed by means of the price system, but based on merit or
need, because people although having perfect knowledge would
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buy the wrong amount of them. These goods can be supplied
by free market, but not on the right quantity. Merit goods are, for
example, education and to some extent the health-care. They
are provided by state as "good for you”.

7. Merit goods are those goods and services that the government
feels that people will under-consume, and which ought to
be subsidised or provided free at the point of useso that
consumption does not depend primarily on the ability to pay for
the good or service.

8. The concept of a merit good introduced in economics by
Richard Musgrave (1957, 1959) is a commodity which is judged
that an individual or society should have on the basis of some
concept of need, rather than ability and willingness to pay.

Why does the government provide merit goods and services?

1. To encourage consumption so that positive externalities of merit
goods can be achieved for example free inoculation against
infectious diseases.

2. To overcome the information failures linked to merit goods.

3. On grounds of equity – because the government believes that
consumption should not be based solely on the grounds of
ability to pay for a good or service.

13.4 PUBLIC REVENUE

13.4.1 Meaning of Public Revenue:
Public finance is a concept that includes Public expenditure,

public debt and public revenue and income. Public revenue is
exactly income generated from sources of government in order to
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meet requirements of expenses of public. The income of the
government through all sources is called public income or public
revenue.

The revenues from different sources received by the
government are called public revenues. Some are regularly
collected whereas some are irregularly collected. Revenues are not
repayable. Some of them are obtained from the sale of public
utilities whereas some are obligatory payments to the government.
Public revenue generally refers to government revenue. Some
important sources or concepts that are included in public revenue
consist of taxes, fees, sale of public goods and services, fines,
donations, etc.

13.4.2 The main sources of public revenue are: Tax and Non-
tax revenue Sources of Public Revenue

A) Tax Revenue:
The chief source of public revenue is Tax. To define tax, it is

said that tax is a mandatory imposition of duty on public authority
by government organizations to meet requirements of general
public as a whole.

Therefore, with the above defined term, some points are highlighted
as below:

i) A Tax is a compulsory duty levied by the government. If any
individual refuses to comply with tax payments, he can be
punished or penalized

ii) Tax basically involves some understanding and sacrifice on the
basis of a tax payer.

iii) Tax is a duty and not a penalty.
iv) Most part of revenue income is generated from tax by the

central government.

13.4.3 Broad classification of taxes is: Direct and Indirect
Taxes

1. Direct taxes:
Direct taxes are levied on wealth and income of individuals

or organizations. These taxes are personal income tax, corporate
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tax, and gift or wealth tax. The impact of direct taxes is on the same
person.

Direct taxes are developing in nature and the tax rate
increases along with the tax base.

Progressive direct taxes are involved in falling income
discrimination especially in rising countries.

Following major direct taxes are stated:

1. Personal Income Tax:
Personal income tax is duty imposed on an individual or

group of individuals after specific permissible deductions.

2. Corporate Tax:
Corporate tax is a duty that has to be paid on the profits

registered corporate firms.

Corporate tax is direct tax because the company is given legal
entity.

Present corporate tax rates are:
1. For Indian Organization – 30% + 7.5% surcharge.
2. For Foreign organization – 40% + 2.5% surcharge.

In the year 2009-2010, Corporate Tax added to 40% of the
Total Tax Revenue.

3. Other Direct Taxes:
List of other direct taxes include, Wealth tax, Interest tax, gift

tax, Expenditure tax, etc.

The share of these taxes is unimportant.

2. Indirect taxes
Indirect taxes are imposed on goods & commodities. These

taxes include sales tax, excise duty, service tax, customs duty,
VAT, etc. The impact of indirect taxes may be implied on different
people.

In direct taxes are not progressive but regressive in nature.
Here, the burden to pay duties is indirectly or directly bearded by
the consumer irrespective of their income level. Indirect taxes are
of utmost importance for countries that are developing and face low
income levels.
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Major Indirect Taxes:

a) Excise Duty :
These taxes are levied on manufactured goods and consumable
goods in India

Excise duty is the chief and single largest source to generate
revenue income

Rates of excise duty faces a declining trend

b) Customs Duty:
This duty is imposed on exports of selective range and imports with
revenue point of view, Custom duty has less importance. Peak rate
of custom levy is 10%

c) Service Tax:
This tax is imposed by specific category of firms, agencies or
persons. Rate of service taxes have been increased progressively.

d) Goods and Service Tax
Goods and service tax includes range of all taxes like excise duty,
service tax, goods tax, VAT, etc. It covers goods and service
charges in mostly all sectors. It generally simplifies the complexity
of charges on good and services.

13.4.4 Non-Tax revenues

Non Tax Revenue comprises all revenues apart from taxes
accumulated to the Government.
Non tax revenues are funds that are generated from internal
sources.

Important sources of Non tax revenues include:-

a) Special Assessment:
This can be called as betterment charge. This tax is imposed

to a certain category of members of a community who are generally
benefited from governmental activities or public functions like
constructions of road, railways, parks, etc. Therefore, government
imposes special charges on such properties.

b) Surplus of Public Enterprises
The government has arranged public sector enterprises that

are concerned in commercial activities. The surpluses generated of
these enterprises are a significant source of non-tax revenue.
These incomes are in the form of profits that are known as
commercial revenues.
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c) Fees:
A fee is a significant source of managerial non-tax revenue

charged by Government authorities for depiction services to the
members of the public. There is no compulsion to pay fees. All
those utilize services may pay fees. Fees may be charged for
getting licenses, passports or registrations, filing of court cases, etc.

d) Fine and Penalties
These are general sources of administrative non tax

revenues. These may be applied on public for non-compliance with
certain rules and regulations. These are not considered as the
major source of revenue for the government.

e) Grants and Gifts
Grants are financial support.

These are provided to public authority to perform certain
social activities. These are generated by higher public authority to
lower ones. e.g. World bank gives grants to State bank. There is no
repayment compulsion. Gifts and donations are voluntarily made by
individuals, organizations or foreign governments to the Central
Government. These gifts are made by natural feeling in case of
disasters or natural calamities. Gifts are not considered as a source
of income.

Therefore, tax plays an important part in generating
government revenue. Non-tax revenue is important in developing
revenue.

13.4.5 Distinction between Direct and Indirect Taxes

1. A direct tax is not intended to be shifted, whereas an indirect tax
is so intended.

2. Taxes on commodities are generally called indirect taxes as
they completely or partially shifted consumers. But it should be
remembered that all the commodity taxes are not indirect
taxes. A tax is said to be indirect if its burden is shifted finally to
the consumer.

3. Direct tax is the tax in which the commodity is taxed by the
government, yet its price remains unaffected or changed. In this
case the tax is not shifted to consumer and the tax will be called
direct tax. If the tax is shifted, the tax is indirect, otherwise
indirect.
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Merits and Demerits of Direct and Indirect Taxes

Merits of Direct Tax:
1. Equitable, i.e., the principle of progression is applied
2. Economical, i.e., the cost of collection is small
3. Certain, i.e., the direct tax can be calculated with a fair degree

of precision
4. High degree of elasticity, i.e., the direct tax can be raised

much easily
5. Civic consciousness, direct tax creates civic consciousness

among tax-payers
6. Reduction of inequalities, i.e., the objective of direct tax is to

reduce economic inequalities by taxing higher income earners
at progressive tax rates.

Demerits of Direct Tax:
1. Inconvenient: for the tax payer to pay and file the income

tax return
2. Unpopular tax system
3. Tax evasion is common
4. Arbitrary tax rates

Merits of Indirect Tax:
1. Convenient: for the tax payer to pay and it requires no filing

of returns
2. No tax evasion
3. Unified tax rate
4. Beneficial social effects (in case of harmful drugs and

intoxicants)
5. Capital formation
6. Re-allocation of resources
7. Wide coverage

Demerits of Indirect Tax:
1. Uncertain
2. Regressive
3. No civic consciousness
4. Inflationary
5. Loss of economic welfare

Thus direct and indirect taxes form major sources of Public
revenue.

13.4.6 Impact, Shifting and Incidence of Tax
Taxation is the process through which the government raises its
revenue. The government charges various taxes among them
income taxes, VAT, customs duty, exercise duty, among others.
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Meaning of Incidence:
The problem of the incidence of a tax is the problem of who

pays it. Taxes are not always borne by the people who pay them in
the first instance. They are sometimes shifted on to other people.
They are sometimes shifted on to other people. Incidence means
the final resting place of a tax. The incidence is on the man’ who
ultimately bears the money burden of the tax.

The impact of the tax: is on the person who pays it in the first
instance and the incidence is on the one who finally bears it. If an
excise duty is imposed on sugar, it is paid in the first instance by
the sugar manufacturers; the impact is on them. But the duty will be
added to the price of the sugar sold, which, through a series of
transfers, will ultimately fall on the consumer of sugar. The
incidence is, therefore, on the final consumer.

It is, thus, easy to distinguish between the impact and
incidence of taxation:
1. Impact refers to the initial burden of the tax, while incidence
refers to the ultimate burden of the tax.

2. Impact is at the point of imposition, incidence occurs at the point
of settlement.

3. The impact of a tax falls upon the person fr6m whom the tax is
collected and the incidence rests on the person who pays it
eventually. For example, suppose a tax — excise duty — is
imposed on soap.

Its impact is on the producers, in the first instance, as they
are liable to pay it to the government. But, the producers may
succeed in collecting it from the consumers by raising the price of
soap by the amount of tax. In that case, consumers eventually pay
the tax and so the incidence falls upon them.

4. Impact may be shifted but incidence cannot. For, incidence is the
end of the shifting process. Sometimes, however, when no shifting
is possible, as in the case of income tax or such other direct taxes,
the impact coincides with incidence on the same person.

Shifting of Tax:
Tax shifting refers to the transfer of the burden of tax from the
impact to the incidence. This may be through forward shifting or
backward shifting.

Incidence is Different from Shifting:
Incidence is final resting place of a tax while shifting is process of
transferring money burden of tax to someone else. Shifting finally
ends in incidence. When a person on whom tax is levied tries to
shift tax on to the other, he may succeed in shifting tax completely,
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partly, or may not succeed at all. Shifting of tax can take place in
two directions, forward and backward. If tax is shifted, from seller to
consumer, it is a case of forwarding shifting. Forward shifting refers
to an instance whereby a seller transfers the tax charge to the
consumer. In such an instance the consumer bears the tax burden
by paying a higher price for a good or service. In this case, the
incidence is the impact is the seller but he transfers the tax burden
to the buyer (incidence).

Backward shifting: takes place when consumers do not purchase
commodities at increased prices. Sellers are then forced to cut
down prices and bear burden of tax themselves. Backward shifting
is thus performed by buyers. Backward shifting employs a reversal
approach whereby a seller, for example, buys goods or services at
a lower price from the supplier.

Importance of incidence:
The study of incidence is very-important. The tax system is not
merely aimed at raising a certain amount of revenue, but the aim is
to raise it from these sections of the people who can best bear the
tax. The aim, in short, is to secure a just distribution of the tax
burden.

This obviously cannot be done unless an effort is made to trace the
incidence of each tax levied by the State. We must know who pays
it ultimately in order to find out whether it is just to ask him to pay it,
or whether the burden imposed on him is according to the ability of
the tax-payer or not.

Factors determining Tax Incidence

(a) Elasticity: While considering incidence we consider both
elasticity of demand and elasticity of supply. If the demand for the
commodity taxed is elastic, the tax will tend to be shifted to the
producer but in case of inelastic demand, it will be largely borne by
the consumer. In case of elastic supply, the burden will tend to be
on the purchaser and in the case of inelastic supply on the
producer.

(b) Price: Since shifting of the tax burden can only take place
through a change in price, price is a very important factor. If the tax
leaves the price unchanged, the tax does not shift.

(c) Time: In short run, the producer cannot make any adjustment
in plant and equipment. If, therefore, demand falls on account of
price rise resulting from the tax, he may not be able to reduce
supply and may have to bear the tax to some extent. In the long
run, however, full adjustment can be made and tax shifted to the
consumer.
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(d) Cost: Tax raises the price; rise in price reduces demand and
reduced demand results in the reduction of output. A change in the
scale of production affects cost and the effect will vary according as
the industry is decreasing, increasing or constant costs
industry. For instance, if the industry is subject to decreasing cost,
a reduction in the scale of production will raise the cost and hence
price, shifting the burden of the tax to the consumer.

(e) Nature of tax: The incidence of taxation will definitely depend
on the nature of tax. For example, an indirect tax’s burden is fall on
the consumer.

(f) Market form: Another factor determining the incidence of
taxation is the market form. Under perfect competition, no single
producer or single purchaser can affect the price; hence shifting of
tax in either direction is out of the question. But under monopoly, a
producer is in a position to influence price and hence shift the tax.

Commodity Tax:
1. Taxes on commodities may take several forms:

(a) Tax on manufacture or production of a commodity called
excise duties,

(b) Tax on sale of a particular commodity known as sales
tax, and

(c) Import or export of commodities known as custom
duties.

2. The commodity tax is tended to be shifted to the consumer
and from consumer to the producer

3. Tax on production tends to raise the price and will therefore
be normally borne by the consumer

4. But the consumption tax is likely to check consumption and
tends to be shifted backward to the producer.

5. Therefore, the tax on commodity will be partly borne by the
producer and partly borne by the consumer.

6. The portions of commodity tax to be borne by the producer
and consumer depends on the degree of elasticity of
demand and supply:

Elasticity Incidence
Elastic demand More tax burden on the supplier / producer
Inelastic demand More tax burden on the buyer / consumer
Elastic supply More tax burden on the buyer / consumer
Inelastic supply More tax burden on the supplier / producer

7. As a rule, the consumer bears a smaller part of the tax when
the demand is more elastic than the supply
This may happen that the price may not rise at all. This is

because the consumers have been able to discover an untaxed
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supply of the commodity or substitute. In this case, the tax burden
will fall on the producer.

13.5 PUBLIC EXPENDITURE

Public expenditure refers to Government expenditure i.e.
Government spending. It is incurred by Central, State and Local
governments of a country.Public expenditure can be defined as,
"The expenditure incurred by public authorities like central, state
and local governments to satisfy the collective social wants of the
people is known as public expenditure."

Throughout the 19th Century, most governments followed
laissez faire economic policies & their functions were only restricted
to defending aggression & maintaining law & order. The size of
public expenditure was very small. But now the expenditure of
governments all over has significantly increased. In the early
20th Century, John Maynard Keynes advocated the role of public
expenditure in determination of level of income and its distribution.
In developing countries, public expenditure policy not only
accelerates economic growth & promotes employment
opportunities but also plays a useful role in reducing poverty and
inequalities in income distribution.

13.5.1 Classification of Public expenditure

Classification of Public expenditure refers to the systematic
arrangement of different items on which the government incurs
expenditure. Different economists have looked at public
expenditure from different point of view. The following classification
is a based on these different views.

1. Functional Classification
Some economists classify public expenditure on the basis of

functions for which they are incurred. The government performs
various functions like defence, social welfare, agriculture,
infrastructure and industrial development. The expenditure incurred
on such functions fall under this classification. These functions are
further divided into subsidiary functions. This kind of classification
provides a clear idea about how the public funds are spent.

2. Revenue and Capital Expenditure
Revenue expenditure are current or consumption

expenditures incurred on civil administration, defence forces, public
health and education, maintenance of government machinery. This
type of expenditure is of recurring type which is incurred year after
year.
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Public expenditure has been classified into various
categories. Firstly, Government expenditure has been classified
into revenue expenditure and capital expenditure. Revenue
expenditure is a current or consumption expenditure incurred on
civil administration (i.e., police, jails and judiciary), defence forces,
public health and education. This revenue expenditure is of
recurrent type which is incurred year after year.

On the other hand, capital expenditures are incurred on
building durable assets, like highways, multipurpose dams,
irrigation projects, buying machinery and equipment. They are non-
recurring type of expenditures in the form of capital investments.
Such expenditures are expected to improve the productive capacity
of the economy. Capital expenditure is incurred on building durable
assets. It is a non-recurring type of expenditure. Expenditure
incurred on building multipurpose river projects, highways, steel
plants etc., and buying machinery and equipment is regarded as
capital expenditure.

Comparison between Revenue Expenditure and Capital
Expenditure

Revenue Expenditure Capital Expenditure

1. It is incurred for normal
running of government
departments and maintenance.

1. It is incurred for acquisition of
capital assets.

2. It does not result in creation of
assets.

2. It results in creation of assets.

3. It is recurring in nature and
incurred regularly.

3. It is non-recurring in nature.

4. It is short period expenditure. 4. It is generally a long period
expenditure.

5. For example, expenditure on
medicines and salaries of
doctors for rendering services.

5. For example, construction of
a hospital building is capital
expenditure.

3. Transfer and Non-Transfer Expenditure

A.C. Pigou, the British economist has classified public expenditure
as :-

1. Transfer expenditure
2. Non-transfer expenditure

Transfer Expenditure:-
Transfer expenditure relates to the expenditure against

which there is no corresponding return.
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Such expenditure includes public expenditure on :-
1. National Old Age Pension Schemes,
2. Interest payments,
3. Subsidies,
4. Unemployment allowances,
5. Welfare benefits to weaker sections, etc.

By incurring such expenditure, the government does not get
anything in return, but it adds to the welfare of the people,
especially belong to the weaker sections of the society. Such
expenditure basically results in redistribution of money incomes
within the society.

Non-Transfer Expenditure:-
The non-transfer expenditure relates to expenditure which

results in creation of income or output. The non-transfer
expenditure includes development as well as non-development
expenditure that results in creation of output directly or indirectly.

1. Economic infrastructure such as power, transport, irrigation,
etc.

2. Social infrastructure such as education, health and family
welfare.

3. Internal law and order and defence.
4. Public administration, etc.

By incurring such expenditure, the government creates a
healthy conditions or environment for economic activities. Due to
economic growth, the government may be able to generate income
in form of duties and taxes.

13.5.2 Productive and Unproductive Expenditure

This classification was made by Classical economists on the basis
of creation of productive capacity.

Productive Expenditure:-
Expenditure on infrastructure development, public

enterprises or development of agriculture increase productive
capacity in the economy and bring income to the government. Thus
they are classified as productive expenditure.

Unproductive Expenditure:-
Expenditures in the nature of consumption such as defence,

interest payments, expenditure on law and order, public
administration, do not create any productive asset which can bring
income or returns to the government. Such expenses are classified
as unproductive expenditures.
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13.5.3 Development and Non-Development Expenditure

Modern economists have modified this classification into
distinction between development and non-development
expenditures.

Development Expenditure:-
All expenditures that promote economic growth and development
are termed as development expenditure. These are the same as
productive expenditure.

Non-Development Expenditure:-
Unproductive expenditures are termed as non development
expenditures.

5. Grants and Purchase Price

This classification has been suggested by economist Hugh Dalton.

Grants:-
Grants are those payments made by a public authority for

which their may not be any quid-pro-quo, i.e., there will be no
receipt of goods or services. For example, old age pension,
unemployment benefits, subsidies, social insurance, etc. Grants are
transfer expenditures.

Purchase prices:-
Purchase prices are expenditures for which the government

receives goods and services in return. For example, salaries and
wages to government employees and purchase of consumption
and capital goods.

6. Classification According to Benefits

Public expenditure can be classified on the basis of benefits
they confer on different groups of people.

1.Common benefits to all : Expenditures that confer common
benefits on all the people. For example, expenditure on
education, public health, transport, defence, law and order,
general administration.

2.Special benefits to all : Expenditures that confer special
benefits on all. For example, administration of justice, social
security measures, community welfare.

3.Special benefits to some : Expenditures that confer direct
special benefits on certain people and also add to general
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welfare. For example, old age pension, subsidies to weaker
section, unemployment benefits.

7. Hugh Dalton's Classification of Public Expenditure

Hugh Dalton has classified public expenditure as follows :-
1.Expenditures on political executives: i.e. maintenance of

ceremonial heads of state, like the president.

2.Administrative expenditure: to maintain the general
administration of the country, like government departments and
offices.

3.Security expenditure: to maintain armed forces and the police
forces.

4.Expenditure on administration of justice : include
maintenance of courts, judges, public prosecutors.

5.Developmental expenditures : to promote growth and
development of the economy, like expenditure on infrastructure,
irrigation, etc.

6.Social expenditures : on public health, community welfare,
social security, etc.

7.Public debt charges : include payment of interest and
repayment of principle amount.

13.5.4 Causes of rising Public expenditure:
There are several factors that have led to enormous

increase in public expenditure through the years

1) Defence expenditure - due to modernization of defence
equipment by navy, army and air force to prepare the country for
war or for prevention causes-for-growth-of-public-expenditure.

2) Population growth – It increases with the increase
in population, more of investment is required to be done
by government on law and order, education, infrastructure, etc.
investment in different fields depending on the different age group
is required.

3) Welfare activities – welfare, mid-day meals, pension provisions
etc.
 Provision of public and utility services – provision of basic public

goods given by government (their maintenance and installation)
such as transportation.

 Accelerating economic growth – in order to raise the standard of
living of the people.
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 Price rise – higher price level compels government to spend
increased amount on purchase of goods and services.[6]

 Increase in public revenue – with rise in public revenue
government is bound to increase the public expenditure.

 International obligation – maintenance of socio economic
obligation, cultural exchange etc. (these are indirect expenses
of government)

4) Wars and social crises – fighting amongst people and
communities, and prolonged drought or unemployment,
earthquake, hurricanes or tornadoes may lead to increase in public
expenditure of a country. This is because it will involve
governments to re-plan and allocate resources to finance the
reconstruction.

5) Creation of super national organizations – E.g., the United
Nations, NATO, European community and other multinational
organizations that are responsible for the provision of public goods
and services on an international basis, have to be financed out of
funds subscribed by member states, thereby adding to their public
expenditure.

6) Foreign aid – Acceptance by the richer industrialised countries
of their responsibility to help the poor developing countries has
channelled some of the increased public expenditure of the donor
country into foreign aid programmes.

7) Inflation – This is the general rise in price level of goods and
services. It increases the cost of all activities of the public sector
and thus a major factor in growth in money terms of public
expenditure.

Thus, in modern era, government’s responsibility has been
continuously increasing resulting in rising public expenditure.

13.5.5 Trends in Revenue and Capital Expenditure of Central
government of India
Per cent in GDP

Heads of
Expenditure

2010-11 2014-15 2015-16 2016-17 2017-18

1. Revenue
Expenditure

13.4 11.8 11.2 11.1 10.9

2. Capital
Expenditure

2.0 1.6 1.8 1.9 1.8

Total
Expenditure

(1+2)

15.4 13.4 13.0 13.0 12.7

Source: Economic Survey of India 2016-17
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1. The revenue expenditure of the central government has been
increased from Rs. 144.10 billion in 1980-81 to Rs. 15,476
billion in 2015-16.

2. The share of revenue expenditure in the total expenditure of
the central government increased from 63.3% in 1980-81 to
86.7% in 2015-16.

Revenue expenditure of central government in India ( Rs. in
Billion)

Heads of Expenditure 1980-81 1990-91 2015-16

Revenue Expenditure of
which

144.10 735.15 15476.73

a) Defence
expenditure

32.78 108.74 1432.36

b) Interest
payments

26.04 214.98 4426.20

c) Subsidies 20.28 121.50 2578.01

3. The major part of the revenue expenditure consists of defence
expenditure, interest payments and subsidies. They together
account for 54.5% of total revenue expenditure.

The share of capital expenditure in the total expenditure has
come down from about 37% in 1980-81 to about 13% in 2015-16.

13.6 QUESTIONS

1. What is the difference between Public goods and Merit goods?
2. Public goods are an example of market failure – Explain why?
3. Explain in detail the classification of Public revenue.
4. What are the different types of direct taxes?
5. What are the various types of Indirect taxes?
6. Explain the merits and demerits of taxation.
7. What is Impact, shifting and incidence of tax?
8. Explain classification of public expenditure.
9. What are the causes of rising public expenditure in India?


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14
SUBSIDIES, DEFICITS AND GOODS &

SERVICES TAX (GST)

Unit Structure:

14.0 Objectives
14.1 Subsidies
14.2 Deficit financing
14.3 Goods and Services Tax (GST)
14.4 Questions

14.0 OBJECTIVES

 Introduction to different types of Subsidies
 To acquaint the students with importance of Subsidies in India
 To study the different types of deficits in budget
 To understand revenue, budgetary, Fiscal & primary deficits
 To study the reforms introduced through GST

14.1 SUBSIDIES

Subsidy is a transfer of money from the government to an
entity. It leads to a fall in the price of the subsidised product. The
objective of subsidy is to bolster the welfare of the society. It is a
part of non-plan expenditure of the government. Major subsidies in
India are petroleum subsidy, fertiliser subsidy, food subsidy,
interest subsidy, etc. The Indian government has, since
independence, subsidized many industries and products, from
petrol to food. Loss-making state-owned enterprises are assisted
by the government and farmers are given access to free electricity.
Overall, a 2005 article by International Herald Tribune stated that
subsidies amounted to 14% of GDP. As much as 39% of
subsidized kerosene is stolen.

On the other hand, India spends relatively little on education,
health, or infrastructure. Urgently needed infrastructure investment
has been much lower than in China. According to the UNESCO,
India has the lowest public expenditure on higher education per
student in the world.
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14.1.1 Different types of subsidies
1. Cash Subsidy: Providing food or fertilizer to consumer at lower

price.
2. Interest or credit subsidies
3. Tax subsidies
4. In kind subsidies
5. Procurement subsidies
6. Regulatory subsidy

14.1.2 Classification of Subsidy

Merit I: Elementary education, primary health centres, prevention
and control of diseases, social welfare and nutrition, soil and water
conservation, and ecology and environment.

Merit II: Education (other than elementary), sports and youth
services, family welfare, urban development, forestry, agricultural
research and education, other agricultural programmes, special
programmes for rural development, land reforms, other rural
development programmes, special programmes for north-eastern
areas, flood control and drainage, non-conventional energy, village
and small industries, ports and light houses, roads and bridges,
inland water transport, atomic energy research, space research,
oceanographic research, other scientific research, census surveys
and statistics, meteorology.

Non-Merit: All others.
Aggregate central budgetary subsidies in 1998-99 are estimated to
be Rs. 79828 crore, amounting to 4.59 per cent of GDP, and
constituting 53.40 per cent of the net revenue receipts of the centre,
which is the highest draft of subsidies on revenue receipts recorded
so far.
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Apart from the above, the subsidies can also be divided
into broad subsidies and narrow subsidies. The most common
forms of subsidies are those to the producer or the consumer.
Producer/Production subsidies ensure producers are better off by
supplying market price support, direct support, or payments to
factors of production. Consumer/Consumption subsidies commonly
reduce the price of goods and services to the consumer.

14.1.3 Difference between Subsidies and Taxes
Subsidies are the opposite of taxes because government

gives money to individuals or firms, instead of collecting money
from individuals or firms. A subsidy in its simplest form is a negative
tax – a reverse flow (transfer) from the government to the public –
or an income/consumption supplement for individuals. Further,
Subsidies, like taxes, may thus be lump sum, proportional (ad
valorem or specific) or progressive. Subsidies are as much an
economic tool as are taxes to facilitate smooth functioning of the
economy.

Subsidies are commonly used by governments to promote
general welfare (eg. housing, education, sustenance). However,
they can also be used as tools of political and corporate cronyism
or to erect barriers to trade.

14.1.4 Difference between Subsidy and Transfer Payments
Transfer payments refer to the payments that are made

without any exchange of goods or services. The generally result in
the redistribution of income. A subsidy is a type of transfer
payment. Other examples are welfare expenditures and social
security contribution by the government in pension schemes.
Estimation of Subsidy on Public Goods, Merit Goods and Non-Merit
classification

The estimation of the subsidies is done by the standard
classification into public, merit and non-merit goods. A brief
description of the same is given below:

Public Goods
 Public good is a good in that individuals cannot be effectively

excluded from use and where use by one individual does not
reduce availability to others. Examples of public goods include
fresh air, national defence, flood control systems, public transport
and street lighting. Since these services are available to all, they
are normally characterised by non-rivalry and non-excludability in
consumption. Since these services are available to all citizens,
they do not exclude anyone. Thus, such goods cannot be priced
and hence are not included in the calculation of subsidies.
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Merit Goods
 Merit goods are those goods whose consumption leads

to positive externalities. This implies that when a merit good is
consumed, the public benefit is greater than the private benefit.
For example, vaccination against a contagious disease is a merit
good. Similarly, other merit goods are environmental protection
and minimum level of education (primary education), for all. The
social benefit resulting from these goods/services is much greater
than the sum of private benefits to individual consumers. This is
because these goods contain elements of ‘externality’ beneficial to
the society as a whole. Other examples of merit goods are roads
and bridges, flood control and research pertaining to agriculture,
space, atomic energy, etc. The availability of benefits in the form
of externality justifies the subsidies on these goods.

Non-Merit Goods
 The non-merit goods are those goods whose consumption

leads to negative externalities. In consumption of such goods,
the benefit of subsidies provided on such goods accrues to the
individual consumers. In case of non-merit goods, the cost of
providing the commodity/service to the society is higher than the
price fixed for providing it to the consumer. These subsidies result
in the transfer of benefits to the individual consumer in a number
of ways as follows:

 Cash subsidies – Providing food or fertilisers to the consumer
at prices lower than those at which the government procures the
commodities.

 Interest or credit subsidies : Loans given at rates lower than
market rates. This takes the form of concessional credit to small
scale industries or priority sector loans to individuals to buy a
taxi, an auto-rickshaw or to set up some small enterprise by
buying some equipment.

 Tax subsidies: Tax exemption of medical expenses,
postponing collection of tax arrears

 In-kind subsidies: Provision of free medical services though
government dispensaries, provision of equipment to physically
handicapped persons.

 Procurement subsidies: Purchase of food-grains at an
assured price which is intended to be higher than the prevailing
market price.

 Regulatory subsidies: Fixation of prices of goods produced by
the public sector at less than the cost with a view to providing
inputs to industry or helping certain other categories of
consumers. Examples are making steel, coal or other minerals
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available to industry, providing electricity to farmers at a rate
much lower than the cost.

14.1.5 Budgetary Subsidies
The subsidies which are provided in the Budget are

budgetary subsidies. The estimation of budgetary subsidies are
computed as excess of the cost of providing a service over the
recoveries from the service. These costs are taken as the sum of
the following:

 Revenue expenditure on the concerned service;

 Annual depreciation on cumulative capital expenditure for the
creation of physical assets in the service; and

 Interest costs of the cumulative capital expenditure, equity
investment in public enterprises, and loans given for the service
concerned including those to public enterprises.

14.1.6 Direct and Indirect Subsidies
Direct subsidies are given in terms of cash grants, interest-

free loans and direct benefits. The direct subsidies boost the
purchasing power of the beneficiary and may help in raising the
standard of living. In case of agriculture, direct subsidies help the
farmers to purchase required inputs from markets. Proper
identification of beneficiaries is a big challenge in disbursement of
direct subsidies. Indirect subsidies are given in terms of tax
rebates, insurance premium, low interest loans, depreciation write
offs etc. The cheap loans provided to farmers for agriculture is an
example of indirect farm subsidy.

14.1.7 Effects of subsidies

Economic effects of subsidies can be broadly grouped into:-

1. Allocative effects: these relate to the sectoral allocation of
resources. Subsidies help draw more resources towards the
subsidised sector

2. Redistributive effects: these generally depend upon the
elasticities of demands of the relevant groups for the subsidised
good as well as the elasticity of supply of the same good and
the mode of administering the subsidy.

3. Fiscal effects: subsidies have obvious fiscal effects since a large
part of subsidies emanate from the budget. They directly
increase fiscal deficits. Subsidies may also indirectly affect the
budget adversely by drawing resources away from tax-yielding
sectors towards sectors that may have a low tax-revenue
potential.
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4. Trade effects: a regulated price, which is substantially lower
than the market clearing price, may reduce domestic supply and
lead to an increase in imports. On the other hand, subsidies to
domestic producers may enable them to offer internationally
competitive prices, reducing imports or raising exports.

14.1.8 Subsidies may also lead to perverse or unintended
economic effects. They would result in inefficient resource
allocation if imposed on a competitive market or where market
imperfections do not justify a subsidy, by diverting economic
resources away from areas where their marginal productivity would
be higher. Generalised subsidies waste resources; further, they
may have perverse distributional effects endowing greater benefits
on the better off people. For example, a price control may lead to
lower production and shortages and thus generate black
markets resulting in profits to operators in such markets
and economic rents to privileged people who have access to the
distribution of the good concerned at the controlled price.

Subsidies have a tendency to self-perpetuate. They create
vested interests and acquire political hues. In addition, it is difficult
to control the incidence of a subsidy since their effects are
transmitted through the mechanism of the market, which often has
imperfections other than those addressed by the subsidy. On 29
June 2012, C Rangarajan, Chairman of the Prime Minister's
Advisory Council in view of present difficult economic position,
advocated cutting down of fuel and fertiliser subsidies to keep the
fiscal deficit within the budgeted level of 5.1 per cent.

14.1.9 Future of Subsidies in India
The study brings to the fore the massive magnitude of

subsidies in the provision of economic and social services by the
government. Even if merit subsidies are set aside, the remaining
subsidies alone amount to 10.7% of GDP, comprising 3.8% and
6.9% of GDP, pertaining to Centre and State subsidies
respectively. The average all-India recovery rate for these non-
merit goods/services is just 10.3%, implying a subsidy rate of
almost 90%.

The macroeconomic costs of unjustified subsidies are
mirrored in persistent large fiscal deficits and consequently higher
interest rates. In addition, unduly high levels of subsidisation
reflected in corresponding low user charges produce serious micro-
economic distortions as well. Its prime manifestations include
excessive demand for subsidised services, distortions in relative
prices and misallocation of resources. These are discernible in the
case of certain input based subsidies. These problems are further
compounded where the subsidy regime is plagued by leakages
which ensure neither equity nor efficiency.
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The agenda for reforms should therefore focus on:
 Reducing the overall scale of subsidies
 Making subsidies as transparent as possible
 Using subsidies for well-defined economic objectives
 Focusing subsidies to final goods and services with a view to

maximising their impact on the target population at minimum
cost

 Instituting systems for periodic review of subsidies

14.2 DEFICIT FINANCING

Deficit financing is the budgetary situation where expenditure
is higher than the revenue. It is a practice adopted for financing the
excess expenditure with outside resources. The expenditure
revenue gap is financed by either printing of currency or through
borrowing.

Nowadays most governments both in the developed and
developing world are having deficit budgets and these deficits are
often financed through borrowing. Hence the fiscal deficit is the
ideal indicator of deficit financing.

In India, the size of fiscal deficit is the leading deficit indicator
in the budget. It is estimated to be 3.9 % of the GDP (2015-16
budget estimates). Deficit financing is very useful in developing
countries like India because of revenue scarcity and development
expenditure needs.

Various indicators of deficit in the budget are:
1. Budget deficit = total expenditure – total receipts
2. Revenue deficit = revenue expenditure – revenue receipts
3. Fiscal Deficit = total expenditure – total receipts except

borrowings
4. Primary Deficit = Fiscal deficit- interest payments
5. Effective revenue Deficit-= Revenue Deficit – grants for the

creation of capital assets
6. Monetized Fiscal Deficit = that part of the fiscal deficit

covered by borrowing from the RBI.

Simply budget deficit is printing money to finance a part of the
budget. In India, there is no budget deficit at present. Hence one
there is no budget deficit entry in Government’s budget. Another
absent deficit identity is monetized fiscal deficit. This is borrowing
by the government from RBI to finance the budget. Such a
borrowing practice is not adopted in India from 1997 onwards.
Hence the monetized fiscal deficit is also not there.
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14.2.1 Types of Budgetary Deficit
The different types of budgetary deficit are explained in

following points :-

1. Revenue Deficit
Revenue Deficit takes place when the revenue expenditure

is more than revenue receipts. The revenue receipts come from
direct & indirect taxes and also by way of non-tax revenue.The
revenue expenditure takes place on account of administrative
expenses, interest payment, defence expenditure & subsidies.

Table below indicate revenue deficit of the central
government of India.

From the above table it is clear that revenue deficit was Rs.
18,562 crores in 1990-91 and Rs. 94,644 crores in 2005-06. As
proportion of GDP, revenue deficit increased from 1.5% in 1980-81
to 3.3% in 1990-91 and declined to 2.7% in 2005-06. The decline is
due to the passing of the Fiscal Responsibility and Budget
Management Act in 2002.

2. Budgetary Deficit
Budgetary Deficit is the difference between all receipts and

expenditure of the government, both revenue and capital. This
difference is met by the net addition of the treasury bills issued by
the RBI and drawing down of cash balances kept with the RBI. The
budgetary deficit was called deficit financing by the government of
India. This deficit adds to money supply in the economy and,
therefore, it can be a major cause of inflationary rise in prices.
Budgetary Deficit of central government of India was Rs. 2,576
crores in 1980-81, it went up to Rs. 11,347 crores in 1990-91 to Rs.
13,184 crores in 1996-97.

The concept of budgetary deficit has lost its significance
after the presentation of the 1997-98 Budget. In this budget, the
practice of ad hoc treasury bills as source of finance for
government was discontinued. Ad hoc treasury bills are issued by
the government and held only by the RBI. They carry a low rate of
interest and fund monetized deficit. These bills were replaced by
ways and means advance. Budgetary deficit has not figured in
union budgets since 1997-98. Since 1997-98, instead of budgetary
deficit, Gross Fiscal Deficit (GFD) became the key indicator.
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3. Fiscal Deficit
Fiscal Deficit is a difference between total expenditure (both

revenue and capital) and revenue receipts plus certain non-debt
capital receipts like recovery of loans, proceeds from disinvestment.
In other words, fiscal deficit is equal to budgetary deficit plus
governments market borrowings and liabilities. This concept fully
reflects the indebtedness of the government and throws light on the
extent to which the government has gone beyond its means and
the ways in which it has done so. in 1980-81, fiscal deficit was Rs.
7,733 crores. Between 1980-81 and 1990-91 it increased 5 times to
Rs. 37,606 crores. Since the introduction of economic reforms in
1991-92, the government has tried to restrict the growth of fiscal
deficit. As percentage of GDP fiscal deficit declined from 6.2% in
2001-02 to 4.1% in 2005-06.

4. Primary Deficit
The fiscal deficit may be decomposed into primary deficit

and interest payment. The primary deficit is obtained by deducting
interest payments from the fiscal deficit. Thus, primary deficit is
equal to fiscal deficit less interest payments. It indicates the real
position of the government finances as it excludes the interest
burden of the loans taken in the past.

Table below indicate primary deficit as a Percentage of GDP.

Primary deficit of the central government of India was 16,108 crores
in 1990-91, it reduced to 14,591 crores in 2005-06.

5. Monetised Deficit
Monetised Deficit is the sum of the net increase in holdings

of treasury bills of the RBI and its contributions to the market
borrowing of the government. It shows the increase in net RBI
credit to the government. It creates equivalent increase in high
powered money or reserve money in the economy.

Conclusion
All these budgetary deficit reveal fiscal imbalance. Fiscal

imbalance & budget deficit result in harmful consequences like
mounting inflation, deficit in balance of payment, etc. It has also
adversely affect the growth of the economy. The government must
introduce fiscal correction policies to overcome the deficit budget
and fiscal crisis.
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14.3 GOODS AND SERVICES TAX (GST)

14.3.1 Genesis:
The idea of moving towards GST was first mooted by the

then Union Finance Minister in his Budget speech for 2006-07.
Initially, it was proposed that GST would be introduced from 1st
April 2010.The Empowered Committee of State Finance Ministers
(EC) which had formulated the design of State VAT was requested
to come up with a roadmap and structure for GST. Joint Working
Groups of officials having representatives of the States as well as
the Centre were set up to examine various aspects of GST and
draw up reports specifically on exemptions and thresholds, taxation
of services and taxation of inter-State supplies. Based on
discussions within and between it and the Central Government, the
EC released its First Discussion Paper (FDP) on the GST in
November, 2009. This spelt out features of the proposed GST and
has formed the basis for discussion between the Centre and the
States so far.

The introduction of the Goods and Services Tax (GST) is a
very significant step in the field of indirect tax reforms in India. By
amalgamating a large number of Central and State taxes into a
single tax, GST will mitigate ill effects of cascading or double
taxation in a major way and pave the way for a common national
market. From the consumer’s point of view, the biggest advantage
would be in terms of reduction in the overall tax burden on goods,
which is currently estimated to be around 25%-30%. It would also
imply that the actual burden of indirect taxes on goods and services
would be much more transparent to the consumer. Introduction of
GST would also make Indian products competitive in the domestic
and international markets owing to the full neutralization of input
taxes across the value chain of production and distribution. Studies
show that this would have a boosting impact on economic growth.
Last but not the least, this tax, because of its transparent and self-
policing character, would be easier to administer. It would also
encourage a shift from the informal to formal economy. The
government proposes to introduce GST with effect from 1st July
2017.

GST is one indirect tax for the whole nation, which will make
India one unified common market. GST is a single tax on the supply
of goods and services, right from the manufacturer to the
consumer. Credits of input taxes paid at each stage will be
available in the subsequent stage of value addition, which makes
GST essentially a tax only on value addition at each stage. The
final consumer will thus bear only the GST charged by the last
dealer in the supply chain, with set-off benefits at all the previous
stages.
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GST is one indirect tax for the whole nation, which will make India
one unified market.
 GST is a comprehensive value added tax on goods and

services
 In a GST regime, goods and services are not differentiated for

taxation
 Destination based consumption tax
 Multi-point taxation along the supply chain of goods of services

14.3.2 Some of the key features of GST are listed as below:
1.Dual Tax Structure
 Centre and State both will levy tax on every transaction

related to supply of goods/ services
 Tax to be levied by Centre and States to be called Centre

GST (‘CGST’) and State GST (‘SGST’)

2.Inter-State Transactions and the IGST Mechanism:
The Centre would levy and collect the Integrated Goods and

Services Tax (IGST) on all inter-State supply of goods and
services. The IGST mechanism has been designed to ensure
seamless flow of input tax credit from one State to another. The
inter-State seller would pay IGST on the sale of his goods to the
Central Government after adjusting credit of IGST, CGST and
SGST on his purchases (in that order). The exporting State will
transfer to the Centre the credit of SGST used in payment of IGST.
The importing dealer will claim credit of IGST while discharging his
output tax liability (both CGST and SGST) in his own State. The
Centre will transfer to the importing State the credit of IGST used in
payment of SGST.

3. Destination-Based Consumption Tax: GST will be a
destination-based tax. This implies that all SGST collected will
ordinarily accrue to the State where the consumer of the goods or
services sold resides.

4. Computation of GST on the basis of invoice credit
method: The liability under the GST will be invoice credit method
i.e. cenvat credit will be allowed on the basis of invoice issued by
the suppliers.

5. Payment of GST: The CGST and SGST are to be paid to the
accounts of the central and states respectively.

6. Goods and Services Tax Network (GSTN):A not-for-profit,
Non-Government Company called Goods and Services Tax
Network (GSTN), jointly set up by the Central and State
Governments will provide shared IT infrastructure and services to
the Central and State Governments, tax payers and other
stakeholders.
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7. INPUT TAX CREDIT (ITC) SET OFF : ITC for CGST & SGST
will be taken for taxes allowed against central and state
respectively.

8. GST on Imports : Centre will levy IGST on inter-State supply of
goods and services. Import of goods will be subject to basic
customs duty and IGST.

9. Maintenance of Records : A taxpayer or exporter would have to
maintain separate details in books of account for availment,
utilization or refund of Input Tax Credit of CGST, SGST and IGST.

10. Administration of GST : Administration of GST will be the
responsibility of the GST Council , which will be the apex policy
making body of the GST. Members of GST Council comprised of
the Central and State ministers in charge of the finance portfolio.

11. Goods and Service Tax Council: The GST Council will be a
joint forum of the Centre and the States. The Council will make
recommendations to the Union and the States on important issues
like tax rates, exemption list, threshold limits, etc. One-half of the
total number of Members of the Council will constitute the quorum
of GST council.

14.3.3 The benefits of GST can be summarized as under:
A. For business and industry
1. Easy compliance: A robust and comprehensive IT system

would be the foundation of the GST regime in India. Therefore,
all tax payer services such as registrations, returns, payments,
etc. would be available to the taxpayers online, which would
make compliance easy and transparent.

2. Uniformity of tax rates and structures: GST will ensure that
indirect tax rates and structures are common across the
country, thereby increasing certainty and ease of doing
business. In other words, GST would make doing business in
the country tax neutral, irrespective of the choice of place of
doing business.

3. Removal of cascading: A system of seamless tax-credits
throughout the value-chain, and across boundaries of States,
would ensure that there is minimal cascading of taxes. This
would reduce hidden costs of doing business.

4. Improved competitiveness: Reduction in transaction costs of
doing business would eventually lead to an improved
competitiveness for the trade and industry.
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5. Gain to manufacturers and exporters: The subsuming of
major Central and State taxes in GST, complete and
comprehensive set-off of input goods and services and phasing
out of Central Sales Tax (CST) would reduce the cost of locally
manufactured goods and services. This will increase the
competitiveness of Indian goods and services in the
international market and give boost to Indian exports. The
uniformity in tax rates and procedures across the country will
also go a long way in reducing the compliance cost.

B. For Central and State Governments

1. Simple and easy to administer: Multiple indirect taxes at the
Central and State levels are being replaced by GST. Backed
with a robust end-to-end IT system, GST would be simpler and
easier to administer than all other indirect taxes of the Centre
and State levied so far.

2. Better controls on leakage: GST will result in better tax
compliance due to a robust IT infrastructure. Due to the
seamless transfer of input tax credit from one stage to another
in the chain of value addition, there is an in-built mechanism in
the design of GST that would incentivize tax compliance by
traders.

3. Higher revenue efficiency: GST is expected to decrease the
cost of collection of tax revenues of the Government, and will
therefore, lead to higher revenue efficiency.

C. For the consumer

1. Single and transparent tax proportionate to the value of
goods and services: Due to multiple indirect taxes being levied
by the Centre and State, with incomplete or no input tax credits
available at progressive stages of value addition, the cost of
most goods and services in the country today are laden with
many hidden taxes. Under GST, there would be only one tax
from the manufacturer to the consumer, leading to transparency
of taxes paid to the final consumer.

2. Relief in overall tax burden: Because of efficiency gains and
prevention of leakages, the overall tax burden on most
commodities will come down, which will benefit consumers.

14.3.4 Various GST Tax Slabs in India

No Tax
 Goods - No taxes will be levied on goods like sanitary

napkins, deities made of stone, marbles or wood, Rakhis
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without any precious metals like gold, silver, raw material
used in brooms, Saal leaves and fortified milk ,fruits,
vegetables, bread, salt, bindi, curd, sindoor, natural honey,
bangles, handloom, besan, flour, eggs, stamps, printed
books, judicial papers, and newspapers.

 Services - All hotels and lodges who carry a tariff below ₹
1,000 are exempted from taxes under GST.

GST Tax Slab of 5%
 Goods - The goods which will attract a taxation of 5% under

GST include skimmed milk powder, fish fillet, frozen
vegetables, coffee, coal, fertilizers, tea, spices, pizza bread,
kerosene, ayurvedic medicines, agarbatti, sliced dry mango,
insulin, cashew nuts, unbranded namkeen, lifeboats ,
Ethanol- Solid biofuel pellets- Handmade carpets and other
handmade textile floor coverings (including namda/gabba)-
Hand-made braids and ornamental trimming in the piece

 Services - Small restaurants along with transport services
like railways and airways, Standalone ACs non-ACs
Restaurants and those which serve liquor, Takeaway Food,
Restaurants in hotels with a room tariff less than ₹7,500 (no
input credit for these restaurants), will come under this
category.

GST Tax Slab of 12%
 Goods - Items coming are the tax slab of 12% include frozen

meat products, butter, cheese, ghee, pickles, sausage, fruit
juices, namkeen, tooth powder, medicine, umbrella, instant
food mix, cell phones, sewing machine, man-made yarn, -
Handbags including pouches and purses; jewellery box,
Wooden frames for painting, photographs, mirrors etc,
Ornamental framed mirrors, Brass Kerosene Pressure
Stove, Art ware of iron, etc.

 Services - Business class air tickets will attract a tax of 12%
under GST.

GST Tax Slab of 18%
 Goods - As mentioned above, most of the items are part of this

tax slab. Some of the items are flavoured refined sugar,
cornflakes, pasta, pastries and cakes, detergents, washing and
cleaning preparations, safety glass, mirror, glassware, sheets,
pumps, compressors, fans, light fitting, chocolate, preserved
vegetables, tractors, ice cream, sauces, soups, mineral water,
deodorants, suitcase, brief case, vanity case, oil powder,
chewing gum, hair shampoo, preparation for facial make-up,
shaving and after-shave items, washing powder, Refrigerators,
Water Heaters, Washing Machines, Televisions (up to 68 cm),
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Vacuum Cleaners, Paints, Hair Shavers, Hair Curlers, Hair
Dryers, Scent Sprays, Lithium-ion batteries, detergent, stones
used in flooring, marble & granite, sanitary-ware, leather
clothing, wrist watches, cookers, stoves, cutlery, telescope,
goggles, binoculars, oil powder, cocoa butter, fat, artificial fruits,
artificial flowers, follage, physical exercise equipment, musical
instruments and their parts, stationery items like clips, some
diesel engine parts, some parts of pumps, electrical boards,
panels, wires, razor and razor blades, furniture, mattress,
cartridges, multi-functional printers, door, windows, aluminium
frames, .

 Services - Restaurants located inside hotels with tariffs of
`7,500 and above, outdoor catering(input tax credit to be
available) , Actual bill of hotel stay below `7,500, IT and
Telecom services and financial services along with branded
garments will be part of this tax slab.

GST Tax Slab of 28%
 Goods - Over 200 goods will be taxes at a rate of 28%. The

goods which will be part of this category under GST are
sunscreen, pan masala, dishwasher, weighing machine,
paint, cement, vacuum cleaner. Other items include
automobiles, hair clippers, motorcycles.

 Services - As mentioned above, five-star hotels, whose
actual bill of hotel stay above `7,500, racing, movie tickets
and betting on casinos and racing will come under this
category.

14.3.5 Evaluation of (GST)
One year into the goods and services tax (GST) regime,

early-day jitters have given way to general acceptance that this
may not be the most perfect single tax system, but it’s working.
There are many issues that remain to be addressed, but the fact
that some of the knotty ones have been resolved gives rise to
confidence that even these will be sorted out. Here’s how the past
year panned out.

1. Inflation rate didn’t rise: GST, it was widely feared, would
cause inflation to rise, as with many countries that launched a
single tax regime. That hasn’t happened in India. The recent spike
in consumer inflation has been due to high food and fuel prices,
unrelated to GST. What helped? The much-criticised multi-slab
structure. It ensured the levy was as close as possible to the
existing rate, which meant the incidence of tax didn’t rise. The
second factor was the anti-profiteering authority. Though the body
was set up after the GST rollout, the prospect of its establishment
was enough to ensure businesses did not abuse the transition.
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2. Single national market: Long queues of trucks at state borders
disappeared as check posts were dismantled, creating a seamless
national market. These barriers had restricted movement of goods
across the country, leading to huge delays and increasing
transaction costs for the logistics sector, eventually translating into
higher costs for consumers.

3. One tax nationally: A consumer in Kanyakumari now pays the
same tax on an item as one in Jammu & Kashmir. GST has also
allowed businesses to streamline distribution systems—production,
supply chain, storage—to make them more efficient, having
previously been forced to design them keeping state taxes in mind.

4. Formalisation kicks off, tax base begins to widen: One of the
expected benefits was that GST would encourage formalisation of
the economy. Evasion would stop making sense, thanks to
transparent digital processes and incentive of input credit and
invoice matching. With number of registrations crossing 10 million,
it seems more businesses are signing up for GST. Rise in the
Employees’ Provident Fund Organisation subscriber base provides
further evidence of the same More people filing income tax returns
could also have something to do with GST.

5. Everyone wins: As many as 17 taxes and multiple cesses were
subsumed into GST, aligning India with global regimes. Central
taxes such as excise duty, services tax, countervailing duty and
state taxes — including value added tax, Octroi and purchase tax
— were all rolled into one. The new regime provided for free flow of
tax credits and did away with cascading due to tax on tax, boosting
company financials and resulting in reduced prices for consumers.
It also ensured a single law for the whole country with uniform
procedures and rules, which reduces compliance burden and
business complexity. The government sacrificed revenues, but
improved compliance should cover any gap.
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The government should bring down the slabs from four to
three as collections have been above the mark and accordingly rate
moderation should be warranted, encouraging certain sectors
boosting the economy.

Undoubtedly, GST has received positive as well as negative
responses as befits its characterisation as a toddler. However,
further steps will bring out the true sense of One Nation One Tax.

14.4 QUESTIONS

1. Explain the meaning and types of subsidies.
2. Write a note on Classification of subsidies.
3. Explain economic effects of subsidies.
4. Discuss the meaning and types of deficit financing.
5. Write a brief note on Goods and Services Tax.
6. Explain the impact and evaluation of GST.






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Module 8

15
EXTERNAL SECTOR

Unit Structure :

15.0 Objectives

15.1 Concept of Balance of Payments

15.2 Structure of Balance of Payments

15.3 Types of Disequilibrium in Balance of Payments

15.4 Causes of Disequilibrium

15.5 Measures to correct disequilibrium

15.6 Source of Data

15.7 Questions

15.0 OBJECTIVES

 To study the concept of Balance of Payments

 To understand the concept of Balance of Payments

 To study different types of disequilibrium in Balance of
Payments

 To study various causes leading to disequilibrium in Balance of
Payments

 To Understand the measures to correct disequilibrium in BOP

15.1 CONCEPT OF BALANCE OF PAYMENT

The Balance of Payment is defined as “a systematic
record of all economic transactions between the residents of a
country and residents of foreign countries during a certain
period”.

 Systematic record refers to the system of double entry book
keeping system.

 Economic transactions include all such transactions that involve
the transfer of title or ownership.

 The term ‘resident’ refers to the nationals of the reporting
country. For example, tourists, diplomats, military personnel,
temporary and migratory workers and the branches of foreign
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companies operating in the reporting country do not fall in the
category of residents.

 The time-period is generally one year.

Usefulness of the Concept of Balance of Payment.

 The Balance of Payment data is useful in policy formulation for
the external sector.

 To study the strengths and weaknesses of a country in the field
of international trade.

 Inter-temporal study helps in knowing the Balance of Payments’
position of the country.

 Study of other countries’ Balance of Payments’ position helps in
identifying threats and opportunities that exist in the
international arena for a given country.

 Study helps in converting weaknesses into strengths and
threats into opportunity.

 It helps in knowing changes in the composition and direction of
foreign trade (See tables 15.1 and 15.2).

Table 15.1 - Composition of India’s Exports (% Change)

Category 1960 - 61 2015 - 16 2016 - 17

Agriculture and allied exports 44.2 12.6 12.3

Manufactured Goods 45.3 73.5 73.6

Source : IES 2017 - 18, Volume 2, Table 7.3 B, p. A109

Table 15.2 - Direction of Indian Exports (percentage
change)

Region 2004-05 2016-17

Europe 23.6 19.3

America 20.1 19.9

Asia 47.9 49.9

Africa 6.7 8.4

CIS and Baltics 1.3 1.0

Source: IES 2017-18, Volume 2, Table 7.4B, p.A118

 It indicates future consequences of the post trade performance
of a country. Regular and large deficit shows growing
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international indebtedness and regular large surplus indicates
the dangers of inflation.

15.2 ACCOUNTING STRUCTURE OF BALANCE OF
PAYMENTS ACCOUNTS

The Balance of Payments accounts are divided into two
categories namely current and capital accounts. Payments made
by residents of the reporting country to foreigners are called debits
and payments made by the residents of the rest of the world to the
reporting country are called credits.

Current Account. The current account contains entries related to
export and import of merchandise and service that change the
current level of consumption or national income of the country.

Capital Account. The capital account contains entries relating to
movement of short term and long term capital both in and out of the
country along with gold and foreign exchange reserves leading to
increase or decrease of a country’s total stock of capital.

Table 15.3
Balance of Payments Accounts (A hypothetical example)

Credit (Receipts)
(in Rs. Crore)

Debit (Payments)
(in Rs. Crore)

(A) Current Account

1. Goods Exported
800

8. Goods imported
1200

2. Services Exported
400

9. Services imported
800

3. Incomes from investment
in the foreign country. 400

10. Incomes to foreigners on
investment in the reporting
country.

800

4. Unilateral receipts.
800

11. Unilateral payments.
400

Total
2400

Total
3200

(B) Capital Account

5. Long term borrowing 800 12. Long term lending 320

6. Short term borrowing 400 13. Short term lending 240

7. Sale of gold/assets 400 14. Purchase of gold/assets 200

15. Errors and omissions 40

Total 4000 Total 4000
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Current Account. The current account of the Balance of
payments of a country consists of real economic transactions of
actual transfer of goods and services from one country to other
countries. While imports reduce national income, exports lead to
rise in national income.

 Entries at Serial Numbers 1 to 4 and 8 to 11 are real or income
creating transactions.

 The current account has two types of income creating
transactions i.e. trade or merchandise account and the invisible
account.

 The trade account consists of exports of goods. Thus, the
income earned from goods exported (Rs.800 Crore) is shown as
the credit entry and the import payment (Rs.1200 Crore) is
shown as the debit entry.

 The invisible account consists of all other transfer payments in
the form of incomes. Income earned through the export of
services is insurance, banking, interest on loans, tourist
expenditure, transport charges etc. The reporting country has
earned Rs.400 Crore from the export of services and has spent
Rs.800 Crore for receiving these services from foreign
countries.

 The second entry in the invisible account is income from
investment in the foreign countries through interest/dividend.
This amounts to Rs.400 Crore on the credit side and Rs.800
Crore on the debit side.

 The third entry in the invisible account shows unilateral receipts
on the credit side and unilateral payments on the debit side.
These payments and receipts consist of gifts and charities
which are given and received freely without the obligation to
repay. Thus, receipts or payments because of goods exported
or imported constitute the visible account or the trade account.
All other income earning transactions constitute invisible
accounts.

According to the International Monetary Fund, the following
transactions have been accepted as invisible transaction:

1. Travel because of business, education and health.

2. Insurance premium and payment of claims.

3. Investment income including interest, rents, dividends and
profits.

4. Transnational transportation of goods, warehousing during
transit and other transit expenses.
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5. Income from services such as advertising, commissions,
pensions, patent fees, royalties, subscription to periodicals,
membership fees etc.

6. Repayment of commercial credits.

7. Donations, migrant remittances, legacies.

8. Contractual amortization and depreciation of direct investment.

Capital Account:
The capital account of Balance of Payment consists of those

items which affect the existing capital stock of the country. The
broad categories of capital account items are short term and long
term capital movements both in and out of the country and changes
in the gold and exchange resources.

 Short term capital movements include purchase of short term
securities such as treasury bills, commercial bills and
acceptance bills, speculative purchase of foreign currency and
cash balances held by foreigners.

 Long term capital movements include direct investments in
shares or bonds or real estate or physical assets such as plant
building, equipment etc., portfolio investment in government
securities, and securities of firms etc. and amortization of
capital.

 Export of capital is a debit item whereas export of merchandise
is a credit item because of export of merchandise leads to inflow
of foreign exchange which adds to the national income of the
reporting country and export of capital leads to outflow of foreign
exchange which leads to withdraw from the foreign exchange
resources of the reporting country.

 Gold and foreign exchange reserves are maintained to impart
stability to the exchange rate of the home currency and to make
payments to the creditors in case there are payment deficits on
all other accounts.

 Assistance provided by IMF, World Bank etc. is shown in the
capital account. Countries like the US and the UK show a
separate official settlement account in addition to current and
capital accounts. The official settlement account records the
change in the foreign exchange reserves and reserves of
monetary gold held by the monetary authority.

 Increase in reserves is debit items and decrease is credit item.

Balance of Payment and Balance of Trade:
Balance of Payment is a wide concept than Balance of

Trade. Balance of payment includes all the entries on account of
trading in goods, services, capital flow etc. Balance of trade refers
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to only the difference between the value of imports and exports of
merchandise or visible items whereas balance of payment covers
total debits and credits of all items visible and invisible.

The net balance on the visible items i.e., merchandise
exports and imports are called balance of trade. If exports are
greater than imports, the Balance of Trade is positive and vice
versa. The balance on current account is carried over to the capital
account. A deficit in Balance of Trade is made good by external
borrowing or assistance which will have a matching surplus entry in
the capital account thus balancing the accounts.

Balance of Payments Always Balance:
The Balance of Payment accounts is maintained on the

basis of double entry book system where total debits will always
equal total credits. Hence in the accounting sense, the balance of
payment will always balance. However, imbalances do exist in
different account heads as shown in the table. The balance of
trade reflects a deficit of Rs.400 Crore (Rs.800 – 1200). Net
negative exports of goods indicate unfavorable balance of trade.
On the invisible account, the balance of services and the balance of
investment income also show a deficit of Rs.400 Crore each.
However, there is a surplus of Rs.400 Crore on account of net
unilateral receipts. Thus, there is a deficit of Rs.400 Crore each on
the visible as well as the invisible account. The net balance which
is the sum of net visible exports and net invisible exports is the
balance on current account. In this case, there is a deficit on the
current account amounting to Rs.500 Crore. You will notice that
the deficit on current account is made good on the capital account.
The balance of loan transactions and the balance of monetary gold
flow i.e., net borrowing and net monetary gold flow shows a positive
balance of Rs.640 crore and Rs.200 crore. Errors and omissions of
Rs.40 crore is entered to make the deficit of Rs.800 crore on
current account match with the surplus of Rs.840 crore on the
capital account. The items errors and omissions indicate the value
of certain discrepancies in estimation resulting in situation where
debits are not exactly equal to the credits. A negative value
indicates that receipts are over-stated or payments are understated
or both. Similarly, a positive value indicates that receipts are
understated or payments are overstated or both. If such errors are
large and persistent, they indicate serious weakness in recording of
transactions. Thus, on account of double entry book keeping
system, the balance of payments will always balance. Any
negative balance in the current account is made corrected by a
surplus balance on the capital account and vice versa. Therefore,
balance of payment always balances from the accounting point of
view.
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DISEQUILIBRIUM IN THE BALANCE OF PAYMENTS:
Equilibrium or disequilibrium in the balance of payments

refer to the balance on those heads of the account which do not
include the drawings from the IMF, use of special drawing rights,
drawings from the reserves of foreign currencies held by the
Central government etc. Excluding these items, if there is neither
deficit nor surplus in the balance of payments, it is known to be in
equilibrium. Otherwise, it will be in disequilibrium. The deficit in the
balance of payment can be financed by drawings from the IMF, use
of Special Drawing Rights and drawings from the reserves of
foreign currencies. In 1999-2000, the deficit on the current account
was financed by the surplus on the capital account of India’s
balance of payment. Nonetheless, India’s balance of payment
remains unfavorable and in disequilibrium because of a deficit on
the current account. It thus means that when there is neither
surplus nor deficit on the current account, the balance of payment
is said to be in equilibrium. A more important concept of balance of
payment is the concept of basic balance. It is based on
autonomous items in the balance of payment. Autonomous items
are those items which cannot be easily changed or influenced by
the government because they are determined by long term factors.
Autonomous transactions take place on their own because of
people’s desire to consume more or to make higher profits. For
instance, both export and import of goods and services which are
items on the current account are undertaken to make profit or
consume more goods and services. Exports and imports take
place irrespective of other transactions included in the balance of
payment accounts. It is for this reason they are called autonomous
transactions. Autonomous transaction also includes long term
capital movements both on private and government account
contained in the capital account. If exports are equal to imports,
there will be no other transaction but if they are not equal, it will
lead to short term capital movements in the form of international
borrowing and lending. These capital movements are undertaken
for bridging the deficit in the balance of trade. Since the short-term
capital flows are accommodating or compensatory in nature, they
are called induced transactions. Induced transactions include
borrowing from the International Monetary Fund or Central Banks of
other countries, drawings from Special Drawing Rights account.
Induced transactions are excluded from the concept of basic
balance. Thus, when autonomous transactions are equal and there
is no need for induced transactions, the balance of payment is in
equilibrium. This equilibrium in the balance of payment is a state of
balance which can be sustained without government intervention.
The concept of basic balance therefore can be stated as:

(X – M) + LTC = 0
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Where, X stands for exports.
M stands for imports, and
LTC stands for long term capital movements.

If exports are greater than imports (X > M), long term capital
movement will be negative and equal to net exports (Xn) which
means there will be net capital outflow. Similarly, if exports are less
than imports (X < M), long term capital movement will be positive
and equal to net imports (Mn) which means there will be an inflow of
capital to bridge the deficit in the current account.

15.3 TYPES OF DISEQUILIBRIUM IN THE BALANCE
OF PAYMENTS

The balance of payment is unfavorable when a country’s
autonomous payments are greater than its autonomous receipts.
Autonomous payments arise out of import of goods and services
and export of capital, whereas autonomous receipts result from the
export of goods and services and import of capital. Thus, the
balance of payment is unfavorable when total imports are greater
than total exports. However, imports and exports are determined
by several factors. Imports of a country depend upon domestic
demand for foreign goods, the prices of imports and the prices of
their domestic substitutes and people’s preference for foreign
goods. Exports of a country depend upon foreign demand for its
goods and services, price competitiveness and quality and
exportable surplus. As all economies operate under dynamic
conditions, factors which determine imports and exports keep
changing and the changes differ in their duration and intensity from
time to time and form country to country. The changes which occur
because of disturbances in the domestic economy and other
economies create conditions of disequilibrium in the balance of
payment. There are different reasons for different disequilibria and
these are given below.

1. Cyclical Disequilibrium:
Business cycles or fluctuations in the economic activities of trading
nations are the cause of cyclical disequilibrium in the balance of
payments. These fluctuations occur in prices, production,
employment and incomes which causes periodic fluctuations in
international trade. During the prosperity phase of the business
cycle, prices of goods rise and incomes fall which affects
international trade and balance of payments. A country with elastic
demand during the prosperity phase will experience fall in imports.
Conversely, if the demand is inelastic, demand for imports will rise
during prosperity. Further, during depression, when prices decline
and incomes rise, countries with elastic demand for imports will
experience rise in imports and those with inelastic demand will
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experience a fall in imports. A country in the prosperity phase will
thus experience a surplus and that of a country in depression will
experience deficit.

2. Structural Disequilibrium:
Structural disequilibrium occurs due to structural changes taking
place in certain sectors of the economies of the trading countries.
Structural changes may change the demand and supply of imports
and exports. For example, because of a fall in the foreign demand
for Indian garments, garment production will fall in India. If there is
a freedom of exit, the resources employed in garment industry can
be redirected to other profitable avenues. In the absence of
freedom of exit, exports will fall and if there is no matching fall in the
imports, there will be disequilibrium in the balance of payments.
Export demand remaining constant there may be fall in the
exportable surplus or supply of exports because of industrial
frictions or some other extraneous factors resulting in structural
disequilibrium in the balance of payments.

Increase in the marginal propensity to import because of
increasing domestic incomes will have a twofold adverse effect on
the balance of payments. First the import demand will rise and
second the demand for domestic goods will also increase leading to
a fall in the exportable surplus. According to Ragner Nurkse,
international demonstration effect can lead to structural
disequilibrium in balance of payments. Because of growing contact
of the developing countries with the advanced countries,
developing countries try to imitate the consumption pattern of the
advanced countries. Thus, the demand for imports rises without a
matching rise in exports. This also results in a change in the
production pattern of poor countries resources are diverted to
manufacture import substitutes of consumer goods by adopting
sophisticated production methods and imported technology.
Capital imports compounds the problem of foreign exchange
outflow creating structural disequilibrium.

3. Short Run Disequilibrium:
Short run disequilibrium in the balance of payments refers to
temporary deficit or surplus lasting for a short period. It is caused
by unexpected contingencies such as favorable or unfavorable
monsoons, industrial peace or disharmony, short term borrowing
and lending in the internal market. For instance, failure of
monsoons in a rain fed agricultural country like India would
necessitate large scale import of food grains leading to unfavorable
balance of trade. However, the situation may be corrected in the
subsequent year if the monsoon is normal. Hence, the
disequilibrium is temporary for that period. A temporary
disequilibrium may also be caused because of bumper agricultural
crop leading to higher exports and a surplus on the merchandise
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account. Similarly, wide-spread industrial disharmony in a country
which is involved in the exports of manufactured goods would
experience a decline in the exportable surplus and thus face a
deficit in the balance of payments. In the same manner, short term
borrowing or lending in the international market may cause a short
period disequilibrium in the capital account. However, short period
deficits and surpluses are subject to automatic correction because
of the operation of market forces and the international payment
mechanism.

4. Long Run Disequilibrium:
Long run disequilibrium in the balance of payments is also known
as secular or fundamental disequilibrium. It refers to persistent
deficit or surplus in the balance of payment of a country. If there is
a persistent deficit, it would lead to progressive depletion of the
stock of gold and foreign exchange reserves of the country leading
to exchange instability and foreign exchange crisis. For example,
the foreign exchange crisis of 1991 in India was a case of long run
or fundamental disequilibrium in the balance of payments. The
International Monetary Fund has used the term ‘fundamental
disequilibrium’ to describe a long run disequilibrium caused by
persistent deficit in the balance of payment of a country.
Fundamental or secular disequilibrium is caused by unchecked
persistent short run disequilibrium in the balance of payments. The
causes of fundamental disequilibrium are deep seated in the
economy. Some of the causes are persistent rise in population, low
rate of capital formation, technological changes, instability in the
export prices of primary goods and import restrictions by advanced
countries. The IMF expects a member country facing secular
disequilibrium to consult the Fund so that it can advise or assist in
taking appropriate measures to correct the situation. It is important
to correct fundamental disequilibrium immediately to ensure one’s
survival in the international economy.

15.4 CAUSES OF DISEQUILIBRIUM

Short run or long run disequilibrium in the balance of
payments of a country is caused by numerous factors which may
operate simultaneously or singularly. Different countries may
experience different types of disequilibrium with different
contributing factors at different points of time. The generalized
causes of disequilibrium in the balance of payment can be
explained as follows:

1. Business Cycles
Business cycles are an important cause of cyclical

disequilibrium in the balance of payments of a country. Difference
in timing and occurrence of trade cycles in the trading countries
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also causes cyclical disequilibrium. Further, the intensity of
prosperity and depression in different countries can cause cyclical
disequilibrium. Difference in income and price elasticity of demand
for imports in different countries is yet another cause of cyclical
disequilibrium. For instance, if the prosperity phase of a country
like United Kingdom is more intense than that of United States,
then United Kingdom will have a deficit in the balance of payment
and United States will enjoy a surplus. This is because of the fact
that the demand for imports in United Kingdom will be relatively
greater than the demand for imports in United States.

2. Large Developmental Expenditures:
In case of developing countries, the main cause of

disequilibrium in the balance of payments is their persistently
growing developmental and investment expenditures and these
countries continually depend upon the advanced countries for their
capital imports and the dependence seems to be inherently
continuous on account of the developmental gap between the
advanced countries and the developing countries. The result of this
developmental gap is unfavorable terms of trade which causes
persistent current account deficits in the balance of payment of
developing countries. Further the developing countries are largely
agricultural economies involved in the process of industrialization.
Progressive industrialization contributes to increasing demand for
primary products resulting in their price rise and reduced exportable
surplus. Unfavorable terms of trade on account of primary goods
exports and reduced exports surplus on account of growing
domestic demand for primary products compounds the problem of
deficit resulting in structural disequilibrium and sometimes
fundamental disequilibrium in the long run.

3. Changing Demand for Exports:
Economic self sufficiency appears to be an important aim of

every country developing and advanced. The developed or the
advanced countries aim to be self sufficient in primary products,
particularly the food articles and as a result their demand for
imports of primary goods gets reduced over time. This results in a
fall in the exports of developing countries and adversely affecting
their balance of payments. Similarly, the developing countries also
try to be economically self sufficient in terms of their capital
requirements, thus reducing their capital imports. However, on
account of the developmental gap and technological backwardness
along with unfavorable terms of trade, the developing countries
have regular net negative exports and therefore a persistent
disequilibrium in their balance of payments.

4. High Growth Rate of Population:
The rate of growth of population in high income countries is

0.6 per cent per annum whereas in the case of low income
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developing countries, it is as high as two per cent per annum (see
page 279 of WDR 2000-2001). A high population growth not only
demands higher imports but also contributes to a persistent rise in
the demand for primary products resulting in secular disequilibrium
in the balance of payments.

5. Heavy External Borrowings:
A country with a persistent and sometimes rising deficit on

the current account without adequate inflow of foreign exchange on
the capital account may have to take recourse to external
assistance and commercial borrowings. Heavy external borrowing,
particularly external commercial borrowing necessitates debt
servicing in the form of principal and interest payments. Deficit in
the balance of payment would continue as long as the country
borrows more than what it lends to other countries.

6. Inflation:
Inflation is a chronic problem in developing countries and

India is a classic example of an inflation infected country. Inflation
assumes significance in the context of balance of payments when
the domestic inflation rate is much higher than what is prevalent
amongst your trading partners. In such a situation, import demand
will be higher along with higher demand for domestically produced
goods and services. This will reduce the exportable surplus and
lead to a deficit in the balance of payment. Further, on account of
higher domestic prices, the demand for exports will fall
necessitating a depreciation or devaluation of the home currency.
Devaluation of the home currency will help exports to rise and
imports to fall. However, imports will fall only if they are price
elastic. In case of developing countries, import demand being
relatively inelastic, the deficit in the balance of payment continues
after a brief reprieve.

7. International Demonstration Effect:
According to Ragner Nurkse, increasing interaction between

the developing and the advanced countries results in an
international demonstration effect. International demonstration
effect refers to the phenomenon of imitation by the developing
countries of the conspicuous consumption pattern of the advanced
countries. The developing countries have a high marginal
propensity to consume. On account of the international
demonstration effect, higher MPLC translates into higher imports
without matching exports. The developing countries also try to
replicate the production pattern of advanced countries by importing
sophisticated capital goods and know-how. Thus, international
demonstration effect not only leads to higher import of consumer
goods but also capital goods all contributing to deficit in the balance
of payments.
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8. Flight of Capital:
Countries with full convertibility both on current account as

well as capital account are particularly exposed to the danger of
capital flight in the event of a currency crisis. The Mexican
currency crisis of 1994-95 and the east-Asian crisis of 1997 are two
examples of capital flight. Countries with huge exposure to foreign
capital flows in the form of portfolio investment and short term
capital borrowing are highly susceptible to speculative attack on
their home currencies leading to foreign exchange crisis. For
instance, net inflow into Mexico in 1993 was $60 billion and during
the Mexican crisis of 1995, net outflow reached $75 billion. A
speculative attack on a currency takes place when foreign and
domestic depositors suddenly shift their funds out of domestic
banks into foreign currency. These attacks take place because
investors receive information that affects the attractiveness of
keeping money in a country whose economic characteristics
appears to be doubtful.

9. Imposition of Non-tariff Barriers:
Non-tariff barriers in the form of quantitative restrictions or

import quotas, countervailing duties in the name of social clause,
ban on certain items of import in the name of child labor content are
imposed by the advanced countries on developing countries which
adversely affect their export performance. Under the multi-fibre
agreement, comprehensive quota restrictions on import of clothing
and textiles into the advanced countries were imposed. Similarly,
the social clause which was moved by the United States to be
incorporated in the Marrakesh Declaration in 1994 proposed to levy
a countervailing duty on imports from developing countries in order
to offset the low labor costs prevailing in these countries. The
comparative cost advantage enjoyed by the developing countries
on account of low labor cost was sought to be neutralized under the
guise of a humanitarian concern that the developing countries
adopt proper standards of living for the workers and pay better
wages. The ‘social clause’ was withdrawn on account of strong
opposition from the developing countries. Non-tariff barriers in the
form of quotas, countervailing duties, child labor content etc
adversely affect the exports of developing countries and thereby
their balance of payments.

10. Globalization of the World Economy:
Globalization refers to the process of economic integration of

the member countries of the World Trade Organization. In the year
1999, one hundred and thirty four countries were members of the
WTO. Globalization is sought to be achieved through reduction of
trade barriers, free flow of capital between the member nations and
free flow of technology. Since the terms and conditions of the world
trade under aegis of WTO is set by the powerful countries of
Europe and the Americas, the developing countries are found to be
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at disadvantage in the globalizing world economy. The imposition
of non-tariff barriers on the exports from developing countries
discussed earlier, have been adversely affecting the balance of
payments of these countries. In the emerging global village, the
developing countries have very little bargaining power to bring
about a level playing field in world trade. With inelastic capital
imports and elastic exports and with the free flow of finance capital,
the developing countries are found to be more vulnerable in the
context of their balance of payments position.

15.5 MEASURES TO CORRECT DISEQUILIBRIUM

A fundamental disequilibrium in the balance of payments of
a country needs timely correction. If the balance of payment of a
country shows persistent and growing deficit, the country must
initiate measures to improve its foreign exchange resources. The
foreign exchange reserves can be improved by import reduction
and by increasing exports. Both would require adjustment through
exchange rates and trade controls. The adjustment mechanism
used to correct disequilibrium in the balance of payments consists
of monetary and non-monetary measures. Deflation, exchange
depreciation, devaluation and exchange control are the monetary
measures whereas import duties, import quotas or quantitative
restrictions and export promotion drives are the non-monetary
measures. Effective implementation of monetary measures helps
to increase exports and reduce imports. They function though the
price mechanism and hence they influence indirectly. Non-
monetary measures are direct in their impact. For instance, import
duties and quantitative restrictions in the form of quotas directly
reduce imports and export promotion measures directly increase
exports.

(A)Monetary Measures to Correct Disequilibrium in the
Balance of Payments.

1. Deflation
Deflation is a deliberate attempt by the monetary authorities

of the country to bring down the general price level. The general
price level is brought down by reducing money supply with the help
of both quantitative and qualitative measures of credit control. A
country with a deficit in the balance of payment will increase the
bank rate which will be followed by higher interest rates charged by
the commercial banks. As a result, investment demand will fall
resulting in the fall in employment income. Lower income will lead
to reduced demand for domestic goods and service and fall in their
prices. Lower prices would help increase the demand for exports
and decrease the demand for imports. Further, lower domestic
demand will increase the exportable surplus and lower domestic
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incomes will reduce the propensity to import, thus correcting the
deficit in the balance of payment. However, deflation as a monetary
measure to correct disequilibrium is not free from limitations. It will
be successful only in the case of a regime of fixed exchange rates.
For instance, under a flexible exchange rate system, the country
which tries to boost exports by deflationary measures may have to
face an appreciation in the external value of its currency vis-à-vis
the foreign currency. Thus gains made by reduced prices may be
offset by an appreciation in the exchange rates thus nullifying the
whole exercise. Further, the effective impact of a deflationary
policy depends upon the elasticity of imports and exports. If the
elasticity of demand for imports and exports are greater than unit, a
mild deflation will be sufficient. In case, the elasticity of demand for
exports and imports is less than unity, a strong dose of deflation
would be required. However, a deflationary spiral will adversely
affect domestic employment, output and incomes. Thus a
deflationary policy to correct disequilibrium won’t be la correct
prescription because such a policy would be paradoxical to
development requirements of developing economies.

2. Exchange Depreciation
Exchange depreciation is said to have taken place when

there is a fall in the external value of the currency of a country.
However, exchange rate depreciation being de-facto and as a
result of market mechanism, is possible only under a regime of
flexible exchange rates. For instance, let us assume that the US
Dollar is exchanged for Rs.40. If the Indian demand for American
exports rose more proportionately than the American demand for
Indian exports, there will be a negative trade balance in India’s
balance of payments reflecting a higher demand for US dollars.
Higher demand for US dollars will result in the appreciation of the
dollar and depreciation of the rupee and the new exchange rate let
us assume will be Rs.45 to a US dollar. The depreciation of the
Indian rupee will help increase the demand for Indian exports
because Indian exports have become cheaper. Similarly, an
opposite effect takes place on the demand for imports which have
now become dearer. The demand for imports or US exports falls
and the deficit in the balance of payments is reduced.

Exchange rate depreciation is also not free without its
limitations. Exchange rate depreciation will be successful in
reducing and correcting the disequilibrium in the balance of
payments only if the demand for imports and exports is relatively
elastic and if it is relatively inelastic, a bigger depreciation will be
required to bring about a fall in imports and a rise in exports.
Further, if your trading partner in our example, i.e., the US allows its
currency to depreciate as a retaliatory measure, the entire Indian
effort to depreciate its currency will be in vain. Yet another adverse
impact on the depreciating country will be unfavorable terms of
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trade. If the import content in exportable goods is high, the price of
exports will rise thus nullifying the depreciation exercise. Finally,
exchange depreciation may result in an inflationary spiral on
account of rise in domestic price level and increase in nominal
incomes.

3. Devaluation
Devaluation of the home currency is an alternative to

depreciation. It is a generally adopted method by countries facing a
deficit in the balance of payments. Devaluation is an official
recognition of the fall in the external value of the home currency.
While depreciation is de-facto, devaluation is de-jure. The
International Monetary Fund allows devaluation only when the
country is trapped in a fundamental disequilibrium. The impact of
devaluation will be the same as that of depreciation i.e. the exports
will become cheaper and the imports dearer, thus bringing about a
correction in the balance of payment. However, devaluation as a
measure to correct persistent deficit in the balance of payment will
be successful only under certain conditions. Firstly, the elasticity of
demand for exports and imports should be greater than unity.
Otherwise, devaluation will further worsen the deficit in the balance
of payments. Secondly, if the country exercising devaluation
exports non-traditional items with a large international demand, it
will gain on account of improved terms of trade. However, if the
export consists of primary goods and the imports that of
manufactured goods, then the terms of trade will become
unfavorable, thereby worsening the balance of payment situation.
Thirdly, after devaluation, the country should be able to maintain
domestic price stability. If devaluation leads to domestic price rise,
the purpose of devaluation will be defecated. However, the
domestic cost price structure of a country may change if the
domestic output of import substitutes is not increased resulting into
the price rise. Further, if the reduction of exportable goods is not
increased and if the rise in demand for exports is met by reducing
the supply in the domestic market, prices will rise in the domestic
market and make exports less profitable. Fourthly, if the import
content of the exportable goods is high and if the country is capital
deficit and certain to import capital goods at a higher price, cost of
production will go up making imports less attractive to foreign
countries. Further, if the price rise in certain category of goods has
chain effect leading to a rise in the general price level, organized
labor will demand compensation in the form of dearness allowance
and there will be cost push inflation in the country. However, if
devaluation is combined with deflationary measures in the domestic
economy, domestic price stability can be maintained with a certain
degree of success. Fifthly, devaluation by a country, facing deficit
in the balance of payments should not be countered by competitive
devaluation by foreign countries or foreign countries should not off-
set the impact of devaluation by imposing tariff and non-tariff
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barriers. Finally, devaluation will be effective only if export
promotion and import discouraging measures are simultaneously
implemented. However, devaluation has its negative side. It is a
sign of the economic weakness of a country and has the potential
to induce price rise in the domestic economy. Further, it leads to a
rise in cot of debt servicing and if the macro-economic
management of the country is not sound and the country may have
to take recourse to devaluation from time to time as in the case of
India.

4. Exchange Control
Exchange control refers to restrictions imposed by the

Central bank of a country on the use of foreign exchange to correct
the disequilibrium in the balance of payments. When an exchange
control is adopted, the Central bank collects all the foreign
exchange earnings and releases foreign exchange only for
unavoidable and essential imports. Exchange control as a
monetary measure is superior to deflation, depreciation and
devaluation because it directly controls the demand and supply for
foreign exchange. The exporters are required to surrender all their
foreign exchange earnings to the Central bank and the imports
have to obtain permission for import of goods. The foreign
exchange resources with the Central bank are distributed amongst
imports according to the quotas fixed. Exchange control is
therefore a very effective method of correcting deficit in the balance
of payment of a country. However, exchange control is not a
permanent solution to long run disequilibrium because it only
suppresses demand for imports and does not cure the causes of
deficit.

(B)Non-Monetary Measures of Correcting Disequilibrium in the
Balance of Payments

A judicious mix of monetary and non-monetary measures
needs to be simultaneously implemented in order to correct
disequilibrium in the balance of payments. Both surplus and deficit
in the balance of payments call for correction. In the case of a
persistent surplus, the measures adopted to correct a deficit will
have to be turned on their heads or reversed. For instance, a
country with a favorable balance of payments will face an
appreciation in the external value of its currency. In that case, the
Central bank will have to encourage imports and discourage
exports by pursuing cheap money policy and revaluation of the
currency.

Non-monetary measures help in correcting disequilibrium in
the balance of payments without changing the exchange rates. In
case of a deficit in the balance of payments, the non-monetary
measures aim at promoting exports and discouraging imports. The
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following non-monetary measures can be used to correct deficit in
the balance of payment.

1. Export Promotion Measures
Export promotion helps to improve the foreign exchange

reserves of a country and thus corrects the deficit. The government
may implement export promotion measure such as export
subsidies, tax concessions to exporters, marketing facilities, export
incentives, loans to exporters on a priority basis , setting up of
export zones land 100% export oriented units, organization of trade
fairs in foreign countries etc. Exportable surplus should be created
of those goods which have a high demand in the foreign countries
by expanding production capacities and by discouraging domestic
consumption of such goods.

2. Import Control Measures
Import duties, import quotas and import substitution are the

three important measures of import control. These measures are
complementary to export promotion measures to correct the deficit
in the balance of payments. Import duty is a fiscal instrument used
to control imports. They result in increase in the price of imported
goods leading to a fall in import demand and reduction in the deficit.
Import quota is a direct method of correcting disequilibrium in the
balance of payments. Import quotas have the immediate impact in
limiting imports as the marginal propensity to import becomes zero
as the quota limit is reached. Import quota is a quantitative
measure of import restriction and hence they are highly effective
than import duties. The third measure to control imports is through
import substitution. Import substitution requires setting up of
industries which can produce import substitutes inside the country.
However, import substitution industries needs to be set up with
indigenous capital and technology and the goods so produced must
be comparable in quality.

Conclusion.
Both monetary and non-monetary measures used to correct

disequilibrium in the balance of payments are known to be an
adjustment mechanism. Adjustment through changes in exchange
rates relates to exchange rate depreciation and devaluation.
Adjustment through changes in income and price relates to
deflation and adjustment through controls relates to exchange
controls and trade controls. Exchange controls refer to rationing of
foreign exchange and trade controls involve export promotion and
import control measures.

The non-monetary measures are considered more effective
in correcting a deficit in the balance of payments. Import duties,
quantitative restrictions in the form of import quotas and import



220

promotion measures are found to be more effective in correcting a
deficit.

15.6 SOURCES OF DATA

1. www.rbi.org.in (RBI bulletins and Reports).
2. Indian Economic Survey various years

http://indiabudget.nic.in
3. http://finmin.nic.in

15.7 QUESTIONS

1. Explain the concept and usefulness of the study of Balance of
Payments.

2. Explain the structure of balance of payments.

3. The balance of payments always balances. Explain.

4. Explain the types of disequilibrium in the balance of payments.

5. Explain the causes of disequilibrium in the balance of payments.

6. Explain the monetary measures used to correct disequilibrium in
the balance of payments.

7. Explain the non-monetary measures used to correct
disequilibrium in the balance of payments.


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16
EXCHANGE RATE DETERMINATION

PREVIEW

Unit Structure :

16.0 Objectives

16.1 The Foreign Exchange Market

16.2 Exchange Rate Determination

16.3 Merits & Demerits of Flexible Exchange Rate System.

16.4 Fixed Exchange Rate System.

16.5 Merits & Demerits of Fixed Exchange Rate System.

16.6 Managed Exchange Rate and Exchange Rate Management

16.7 Significance of Foreign Exchange Reserves

16.8 Concept of Foreign Exchange and its Components

16.9 Sources of Data

16.10 Questions

16.0 OBJECTIVES

 To understand the concept of Foreign Exchange Market

 To study the determination of exchange rate

 To study the merits and demerits of Flexible Exchange rate
System

 To understand the concept of Fixed Exchange rate system

 To study the merits and demerits of Fixed Exchange Rate
system

 To understand the concepts of Managed Exchange rate and
Exchange Rate Management

 To study the significance of Foreign exchange reserves

 To understand the concept of Foreign exchange and its
components

16.1 THE FOREIGN EXCHANGE MARKET

The foreign exchange market is the international market in
which foreign currencies are bought and sold. It is an arrangement
for buying and selling of foreign currencies in which exporters sell
the foreign currencies and importers buy them. The players in the
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foreign exchange market are exports and importers, travelers
land investors, traders, speculators and brokers and
commercial banks and central banks of different countries of
the world. The US Dollar was exchanged for 47.05 Indian rupees
on 02nd June 2006. The rupee – dollar exchange rate was
therefore Rs.47.05 for one US Dollar or One Indian rupee would
fetch 0.02 US Dollars. On 31st May 2019, the INR-USD exchange
rate was Rs. 69.68 for one USD or one INR would fetch 0.014
USD. The Rupee – Pound Sterling exchange rate on 02nd June
2006 was Rs.87.90 which means the Pound Sterling – Rupee
exchange rate would be UK Pound Sterling 0.01 for one Indian
rupee. On 31st May 2019, the Rupee-Pound Sterling exchange rate
was Rs. 87.66 which means that the Indian Rupee had marginally
appreciated against the UK Pound Sterling. In the foreign
exchange market, there are two different rates for buying and
selling of foreign currencies. These differences arise due to
transaction cost in dealing with foreign currencies.

Broadly there are two systems of exchange rate
determination. They are known as fixed and flexible or floating
exchange rate systems. Under the fixed exchange rate system,
the foreign exchange rate is fixed by the government. The fixed
exchange rate was established in the year 1944 under an
agreement reached at Bretton Woods in New Hampshire, USA.
Under this system, at the fixed exchange rate if there is
disequilibrium in the balance of payments giving rise to either
excess demand or supply of foreign exchange, the Central Bank of
the country has to buy and sell the required quantities of foreign
exchange to eliminate the excess demand or supply. The system
of exchange rate in which the exchange value of a currency is
determined by the market forces of demand and supply of
foreign exchange is known as flexible or floating exchange
rate system. The flexible exchange rate system came into
existence after the fall of the fixed exchange rate system in 1977.
The changes in the exchange value of a currency in the foreign
exchange market are known by the terms appreciation and
depreciation. For instance, if the rupee – dollar exchange rates
become Rs.48.05 in a few days hence, the rupee would be said to
have depreciated against the dollar. Conversely, if the rupee –
dollar exchange rates become Rs.46.05 then the rupee would be
said to have appreciated against the dollar. The changes in the
exchange rate are determined by the market forces in a flexible
exchange rate system. In the case of fixed exchange rate system,
the central bank has to buy or sell foreign exchange so that the
exchange rate is maintained at the pegged or fixed level.
However, the fixed exchange rate could be changed through
devaluation or revaluation only with permission from the IMF
in case of fundamental disequilibrium in the balance of
payments. Thus, if a country was running large and persistent



223

deficit in her balance of payments, it was allowed to devalue its
currency in order to improve the balance of payment position.
Conversely, if a country was running large and persistent
surpluses in the balance of payments, it was allowed to
revalue its currency so that correction is made. The IMF
maintains funds which are contributed by member countries and
gives loans to member countries from its reserves when they face
temporary deficit in the balance of payments. If a member country
has a persistent deficit in the balance of payment, the IMF would
permit such a country to devalue its currency in order to correct the
deficit so that a relatively stable or fixed exchange rate system was
maintained for the promotion of world trade. In order to maintain
the exchange rate at a given level, the central banks of
different countries were required to maintain reserves of
foreign currencies. The international reserve currencies are the
US dollar, UK Pound Sterling, German Deutsche marks and the
Japanese Yen.

16.2 FREE MARKET EXCHANGE RATE
DETERMINATION

The free market exchange rate of a currency is determined
by the market forces of demand for and supply of foreign exchange.
If there are two countries, India and the USA, the exchange rate of
their currencies (rupee and dollar) will be determined by American
demand for Indian exports and Indian demand for American
exports. Indian demand for American exports means Indian
demand for US dollars. Similarly, American demand for Indian
exports means American demand for Indian rupees.

Demand for Foreign Exchange (US Dollars) : The demand for
US dollars in India is a function of the demand for US goods and
services by Indian firms and individuals. There is a direct
relationship between demand for US exports from India and the
demand for US dollars. The demand for dollars may also arise
due to Indian citizens and firms wanting to purchase assets in the
United States give loans or send gifts to friends in the United
States. The demand for dollars can be realized by exchanging
rupees for dollars with the central bank. The demand curve for US
dollars will be downward sloping as the demand for US dollars will
be inversely proportionate to the rupee dollar exchange rate.
Higher the exchange rate, lower will be demand for US dollars and
vice versa. The demand for US dollars is shown by the demand
curve DD in Fig.16.1 below.

Supply of Foreign Exchange (US Dollars) : The supply of US
dollars results from the demand for Indian exports from USA. The
supply of US dollars will be directly proportional to the supply of
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exports from India to the United States. The supply of US dollars
may also arise from the demand for US citizens and firms to
purchase assets in India or to give loans and gifts to people in
India. The supply of US dollar is derived from the demand for
Indian rupees or the demand for Indian exports. The supply curve
of dollars in terms of rupees is positively sloping as shown in
Fig.16.1 below. Higher the rupee dollar exchange rate, higher will
be the supply of US dollars and vice versa.

The Equilibrium Exchange Rate (Re/$) : The equilibrium
exchange rate will be determined by the intersection of demand for
and supply curve of dollars. Such an equilibrium point in Fig.16.1 is
point ‘E’ and the equilibrium exchange rate is OR with OQ quantity
of demand and supply of US dollars. At a higher price of dollars i.e.
OR1 the quantity supplied of dollars is greater than the quantity
demanded by ‘ab’. Excess supply of dollars will push the prices
down back to the equilibrium level. Similarly, if the exchange rate is
OR2, there will be excess demand for US dollars and demand for
dollars will exceed its supply by ‘cd’ causing the exchange rate to
go up and stabilize at the equilibrium exchange rate OR.

Fig.16.1: Equilibrium Exchange Rate

Appreciation and Depreciation in the Exchange Rate : The
changes in the exchange rate are caused by changes in the factors
that determine the demand for and supply of foreign exchange. For
example, an increase in US national income will cause an increase
in the demand for Indian exports which will lead to an increase in
the supply of dollars in the foreign exchange market. The supply
curve will shift thus to the right as S1S1 as shown in Fig. 16.2 below.
The increase in the supply of dollars because of an increase in the
demand for Indian exports will lower the exchange rate of dollars in
terms of rupees from OR to OR1. Thus, the dollar will depreciate
and to that extent the rupee will appreciate. The new equilibrium
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exchange rate will be determined by point E1. The depreciation of
dollar by RR1 is caused by the excess supply of dollars equal to EF.

Fig.16.2: Appreciation of Exchange Rate

Further, an increase in the national income of India may
cause an increase in the demand for US exports to India. Such an
increase will lead to increase in demand for dollars. The increase
in demand for dollars is shown by a rightward shift of the demand
curve in Fig.16.3. Because excess demand for dollars over supply
at the equilibrium exchange rate OR, the dollar price rises or
appreciates and the new equilibrium exchange rate OR1 is
determined.

Fig.16.3: Depreciation of Exchange Rate
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16.3 MERITS OF FLEXIBLE OR FREE MARKET
EXCHANGE RATE SYSTEM

1. Absence of Under and Over-valuation. Fixed exchange rate
system has the drawback of under and over valuation which is
not the case under flexible exchange rate system. Whenever
there is a deficit in the balance of payment under flexible
exchange rate system, the currency will depreciate. As a result,
exports will increase and imports will decrease and the deficit
will be corrected automatically.

2. Expansion of Multilateral Trade. Flexible exchange rates help
in the expansion of multilateral trade because it maintains the
exchange rates at their market determined levels through
continuous market adjustments.

3. Exchange Rate Fluctuations Takes Place in a Narrow Band.
Changes in exchange rate occur only when economic
conditions underlying demand for and supply of foreign
currencies change. Random fluctuations around the normal
exchange rates would be smoothened out through operations
by private speculators. According to Bo Soderston, “if the
currency appreciated above its equilibrium value, if its price fell
in terms of foreign currency, speculators would buy the currency
and it depreciated, speculators would sell the currency.
Thereby they would smooth out fluctuations land help to keep
the exchange rate stable, if the underlying conditions changed,
however the price of foreign exchange would also change.”

4. It is Consistent with the Policy of Laissez-faire. Flexible
exchange rate system is a market determined system and
therefore based on Adam Smith’s philosophy of laissez-faire.
Under the fixed exchange rate system, the rates are fixed out of
consideration of non-economic objectives such as retention of
market structure or influencing income distribution.

5. Automatic Adjustments in Balance of Payments. Flexible
exchange rates automatically restore balance of payment
equilibrium by appreciation and depreciation of currencies. The
Government is therefore free from the problems of adjustment.

Demerits of flexible or free market exchange rates

1. Problems of Instability and Uncertainty. Flexible exchange
rates create the problem of uncertainty and instability in foreign
exchange transactions. Instability hampers foreign trade and
capital movements between the countries.

2. Adverse Impact on Foreign Trade. Due to uncertainty,
decisions regarding exports and imports cannot be taken
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properly and hence it affects the volume and growth of foreign
trade.

3. Encourages Speculative Activity. Speculative activity has a
destabilizing effect on exchange rates and large scale
speculative activity may divert resources from the real sector to
the monetary sector of the economy.

4. Inflationary Impact on a Deficit Country. Deficit in the
balance of payments of a country would bring about a
depreciation of the currency. As a result import prices will rise
and prices of industrial products would also rise. Deficit
countries may have to face the problem of cost-push inflation.

16.4 FIXED EXCHANGE RATE SYSTEM

The exchange rate which is fixed by the government is
known as fixed exchange rate system. This system came into
existence in July 1944 under an agreement arrived at a small town
in New Hampshire called Bretton Woods. The economists who
designed the fixed exchange rate system were Harry White from
the United States and JM Keynes from the United Kingdom. This
system is also known as the dollar standard because all other
countries agreed to fix their exchange rates against the dollar.
According to the agreement, the International Monetary Fund was
established to administer the fixed exchange rate system. The
United States was required to fix a par value for dollars in terms of
gold. As the US dollar was linked with gold other national
currencies with fixed exchange rate were fixed or pegged with a
certain gold value. The US government was committed to maintain
the convertibility between gold and dollars at fixed rates and other
countries agreed to maintain the convertibility of their currencies
with the US dollar. The United States fixed the convertible rate at $
35 per ounce of gold. The fixed exchange rate could be changed
through devaluation or revaluation only with permission from the
IMF in case of fundamental disequilibrium in the balance of
payments. Thus if a country was running large and continuous
deficit, it was allowed to devalue its currency in order to improve the
balance of payment position. The IMF maintains funds which were
contributed by member countries and gives loans to member
countries from its reserves when they face temporary deficit in the
balance of payments. If a member country has a persistent deficit
in the balance of payment, the IMF would permit such a country to
devalue its currency in order to correct the deficit so that a relatively
stable or fixed exchange rate system was maintained for the
promotion of world trade. For instance, the Government of India
devalued the Indian rupee by 36.5 per cent in 1966 and by 20 per
cent in 1991. In both these years, India faced serious balance of
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payment problems. In order to maintain the exchange rate at a
given level, the Central Banks of different countries were required
to maintain reserves of foreign currencies. The international
reserve currencies are the US dollar, UK pound sterling, German
Deutsche marks and the Japanese Yen.

Fixed exchange rate systems are maintained with the help of
the central banks i.e. the central bank of a country has to buy and
sell foreign exchange so that the fixed rate of exchange is
maintained and fluctuations caused by market conditions are
neutralized. The role of the central bank in maintaining fixed
exchanges is shown in Fig.16.4 below. Let us assume that the
government of India is committed to maintain the exchange rate of
its currency at OR. Now suppose the American demand for Indian
goods declines sharply. Such a decline in demand will reduce the
supply of US dollars and the supply curve will shift towards the left
and the new supply curve will be S1S1. The demand curve DD for
dollars remaining constant at the fixed exchange rate OR, the
quantity supplied of dollars falls to RM and ME is therefore the
excess demand for dollars. If the central bank does not intervene
the equilibrium exchange rate will be determined at OR1. The US
dollar will appreciate in terms of rupees and in order prevent the
dollar from appreciating or the rupee from depreciating from the
original exchange rate OR, the Reserve bank will have to sell
dollars from its reserves by the amount ME and restore the demand
supply equilibrium.

Fig. 16.4: Central Bank’s Intervention to maintain Fixed
Exchange Rate.
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16.5 MERITS OF THE FIXED EXCHANGE RATE
SYSTEM

1. Exchange Rate Stability. Short term fluctuations in the
demand for and supply of foreign exchange can be effectively
managed with the intervention of the central banks in countries
having fixed exchange rate system and thus imparting stability
in the exchange rate. Stability in the exchange rate is essential
for sustained and orderly development of international trade and
the international economy. It eliminates the element of
speculation and uncertainty and thus promotes economic
growth and world trade.

2. Encourages Capital Movement and Prevents Capital Flight.
On account of the absence of uncertainty in the exchange rate,
the risks involved in foreign investment both portfolio and direct
are eliminated. Thus fixed exchange rates helps in promoting
foreign investment and reallocation of investible surpluses in
their best possible use across the countries bringing about
maximum economic growth. It also protects the exchange rate
from speculative attacks and prevents flight of foreign capital.
The Mexican crisis of 1994 and the East-Asian crisis of 1997-98
are examples of currency crises compounded by capital flight.

3. Prevents Speculation in the Foreign Exchange Market.
Under a flexible exchange rate system, the speculators in the
foreign exchange market may take advantage of the fluctuations
in the exchange rate. Real flows will be replaced by monetary
flows i.e. buying and selling of foreign exchange. Speculative
buying and selling becomes destabilis9ng particularly when the
foreign exchange rates are manipulated to make unfair
speculative gains. Manipulative speculative gains not only
hinders international trade in goods and services but also
hampers the economic interests of the countries whose
currencies are brought under speculative attack. Fixed
exchange rate eliminates the possibility of speculation and
brings about stability in the exchange rate.

4. It is Anti-inflationary in Effect. Fixed exchange rates are
consistent with domestic price stability. Governments therefore
cannot pursue expansionary monetary and fiscal policies
without a tab on inflation. Thus reckless monetary expansion
and unproductive public expenditure will be under control to
impart price stability. A rise in domestic prices will reduce the
demand for exports and increase the demand for imports
causing a deficit in the balance of payments. This will
necessitate running down the foreign exchange reserves to
maintain the fixed exchange rate. However, if the deficit
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persists, the country will have to resort to devaluation. Hence
domestic price stability becomes essential under a fixed
exchange rate regime.

5. Encourages Globalization or Integration of the World
Economy. Fixed exchange rates encourage prudential macro-
economic management so that price differential amongst the
countries remain constant or gets reduced overtime to bring
about purchasing power parity amongst the countries of the
world. Fixed exchange rate is therefore similar to a single world
currency which promotes across the border mobility of capital,
goods and services and helps in integrating the world economy.

6. Encourages the Growth of Domestic Capital and Money
Markets. Due to fixed exchange rates, there will be price
stability and interest rate stability. Interest rate stability will
promote the growth of both money and capital markets. In case
of flexible exchange rates, there may be interest rate
differentials between the countries on account of changes in the
exchange rate. Thus if the domestic interest rates are high,
entrepreneurs may borrow from countries where interest rates
are low. As a result, the domestic money and capital markets
will not grow in a steady manner.

DEMERITS OF FIXED EXCHANGE RATE SYSTEM

1. Macro-economic Objectives of Full Employment and Price
Stability are bartered for maintaining Fixed Exchange
Rates. When a country has a surplus in the balance of
payment, it can make adjustment by increasing the prices.
Such an action imposes heavy social costs on the country in
terms of sacrificing the objectives of price stability and full
employment.

2. Maintenance of Large Foreign Exchange Reserves.
Countries with balance of payment deficits need to maintain
large foreign exchange reserves to avoid devaluation.
Maintenance of large reserves of foreign exchange imposes a
burden on the monetary authorities both in terms of
management of the reserves and the cost of managing the
reserves.

3. Mal-allocation of Resources. Fixed exchange rate system
requires exchange control system which is generally
complicated. Exchange controls lead to mal-allocation of scarce
resources.

4. Comparative Advantage is not clear. The comparative
advantage of a country is not very clear. For example, the
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exchange rate may be so low that a product may seem to be
cheap to the other country. The country may therefore export
that commodity in which it has no comparative advantage.

5. The Exchange Rate Cannot Remain Fixed for a Long Time.
Fixed exchange rate cannot remain fixed for a long time.
Balance of payment problems and fluctuations in international
commodity prices may compel countries to bring changes in
exchange rates.

6. Balance of Payment Disequilibria Continues. The fixed
exchange rate system fails to solve the problem of balance of
payment disequilibria. It can be tackled only temporarily. In the
long run, permanent solution lies in monetary, fiscal and real
measures.

7. Dependence on International Financial Institutions. Under
the fixed exchange rate system, a country has to depend upon
international financial institutions for borrowing and lending of
foreign currencies.

8. Problems of International Liquidity. In order to expand trade,
a country must have adequate international liquidity. In order to
maintain fixed exchange rates, a country must have large
reserves of foreign currencies to avoid balance of payment
disequilibrium. Further, excessive international liquidity may
lead to excess demand and create the problem of international
inflation.

16.6 MANAGED EXCHANGE RATES AND EXCHANGE
RATE MANAGEMENT

A floating exchange rate or a flexible exchange rate is a type
of exchange rate regime wherein a currency’s value is allowed to
fluctuate according to the foreign exchange market. A currency that
uses a floating exchange rate is known as a floating currency. The
opposite of a floating exchange rate is a fixed exchange rate. There
are economists who think that, in most circumstances, floating
exchange rates are preferable to fixed exchange rates. As floating
exchange rates automatically adjust, they enable a country to:
dampen the impact of shocks, and foreign business cycles, and to
preempt the possibility of having a balance of payments crisis. In
cases of extreme appreciation or depreciation, a central bank will
normally intervene to stabilize the currency. Thus, the exchange
rate system of floating currencies is known as managed float. A
central bank might, for instance, allow a currency price to float
freely between an upper and lower bound, a price "ceiling" and
"floor". Management by the central bank may take the form of
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buying or selling large lots in order to provide price support or
resistance.

India followed a fixed exchange rate system until the
adoption of new economic policy in 1991. However, after the
adoption of floating exchange rate policy in 1991, the exchange
rate of rupee versus the dollar became volatile. The foreign
exchange rate of Indian rupee began to fluctuate greatly with
changing market conditions. In order to prevent both depreciation
and appreciation on a large scale, the Reserve Bank of India has to
take appropriate monetary measures to maintain stability in the
foreign exchange rate of rupee. The exchange rate of Indian rupee
is freely determined by the market forces of demand for and supply
of US dollars. The disequilibrium in the foreign exchange market
causes changes in the exchange rate. For example, in August
2000, the rupee depreciated against the US dollar because of
higher demand for US dollars. Higher demand for US dollars was
caused by factors such as higher import demand by Indian
corporates, capital outflow to the US by FIIs on account of rising
interest rates in the US and increase in demand for US dollars by
Indian banks . Since export income and capital inflows were not
good enough to match rising demand for dollars, the rupee
depreciated against the US dollar. In order to stop the downfall of
the rupee, the Reserve Bank of India raised the bank rate from 7
per cent to 8 per cent thereby forcing the commercial banks to
increase their lending rates. The Cash Reserve Ratio was raised
from 7 to 7.5 per cent so that liquidity in the banking system was
reduced. The Reserve Bank was able to increase the cost of credit
and reduce the availability of credit simultaneously so that domestic
demand for US dollars is reduced. The higher interest rates in
India would also discourage FIIs and Indian corporates to invest
abroad. This will help to reduce the demand for dollars and prevent
the fall of the Indian rupee. The Reserve Bank of India can also
take recourse to releasing foreign exchange reserves to prevent the
depreciation of the rupee. The release of more dollars by RBI will
increase the supply of US dollars in the foreign exchange market
and will correct the disequilibrium thereby stabilizing the exchange
rate of rupee.

However, if the rupee appreciates, it will raise the prices of
Indian exports and make them uncompetitive. As a result exports
will be discouraged. This was the situation in 2003-04 when due to
the huge inflow of foreign exchange into India, supply of US dollars
increased tremendously. As a result, the value of US dollars fell
and the Indian rupee appreciated. The exchange rate of US $
which had gone down to about Rs.48 rose to Rs.43.50 in early
2004. In order to prevent the appreciation of the Indian rupee, the
RBI intervened and started buying US dollars from the market. As
a result, demand for US $ in the market increased bringing about
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rise in the value of US dollar in terms of rupees. Thus with the
intervention of the RBI the value of the Rupee was stabilized.

16.7 SIGNIFICANCE OF FOREIGN EXCHANGE
RESERVES

The foreign exchange reserves of a country consist of
foreign currency assets, gold holdings and special drawing rights
held by the Central Bank. The net result of the external
transactions of a country is indicated by changes in the foreign
currency reserves and special drawing rights (SDR). The SDR is
an international reserve asset created by the IMF to supplement the
reserve assets of member nations. It was introduced in the year
1969. It is pegged to the value of a standard basket of four
currencies of the leading members of the IMF. Most countries of
the world have adopted managed flexible exchange rate system. In
this system, exchange rate is targeted by the Central Bank and in
order to maintain the targeted exchange rate, Central Bank needs
to intervene in the foreign exchange market by buying and selling
the foreign currency assets.

Maintaining foreign exchange reserve is important because it
imparts stability to monetary and exchange rate policies. If the
exchange rate is volatile and fluctuates widely, it will impart very
little confidence in the domestic currency of a country. Further, the
Central bank will have to adjust its monetary policy on a regular
basis to bring about stability in the exchange rate. Unstable
exchange rates therefore leads to unstable monetary policy and
traders would lose confidence in the economy of a country.
Adequate foreign exchange reserves facilitate the Central Bank to
intervene in the foreign exchange market when the currency
appreciates or depreciates in an unusual manner.

The amount of foreign exchange reserves that should be
held by a country depends upon the geographical size and national
income of a country. Other important factors are current account
deficit, capital account vulnerability, vulnerability of exchange rate
flexibility and opportunity cost. The reserves held by a country
should be sufficient to pay for about six months imports. Robert
Triffin studied twelve leading countries during the period 1950 to
1957 and concluded that a country must hold at least 35 per cent of
foreign exchange reserve as a ratio of annual import. India today
has a foreign exchange import cover of more than 12 months.
Countries may go through short term business cycles and there
may be a surge in imports during the upswing. Similarly, imports
may suddenly decline during the down swing. In both the cases,
the international value of the domestic currency will change. The
Central Bank would need foreign exchange reserves to stabilize the
exchange rate.
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In India, the report of the Committee on Capital Account
Convertibility (CAC) constituted by the Reserve Bank of India under
the chairmanship of Mr. SS Tarapore laid down four conditions to
determine the adequacy of foreign exchange reserves. The first
condition is to have sufficient foreign exchange reserves to pay for
six months of import. The second condition is that the country must
have reserves to pay for three months import and fifty per cent of
annual debt service payments. The third condition is that the short
term debt and portfolio stock should not be more than sixty per cent
of the level of reserves and the fourth condition is that the net
foreign exchange assets to currency in circulation to be maintained
at seventy per cent with a minimum of forty per cent.

16.8 CONCEPT OF FOREIGN EXCHANGE RESERVES
AND ITS COMPONENTS

The foreign exchange reserve of a country consists of
foreign currency assets held by the Central Bank, Gold holdings by
the Central Bank and Special Drawing Rights (SDRs). For instance,
India’s foreign exchange reserve also consists of gold, SDRs and
foreign currency assets. Gold is not used for current transactions.
It does not say anything about the balance of payment situation of
the country. The net result of the external transactions of a country
is indicated by changes in the foreign currency reserves and
special drawing rights.

GOLD
As on 20th April 2018, the value of gold was USD 21,484

million. On 19th April, 2019, the value of gold went up to USD
23,303 million. In percentage terms, gold reserves went up by
8.47% during the year.

SPECIAL DRAWING RIGHTS
In the 1960s, the need to increase international monetary

reserves was felt by the advanced capitalist countries. In 1968, the
leading nations agreed to give the IMF the power to create SDRs or
new international reserves or paper gold. In 1969, the SDR was
created by the IMF to supplement the reserve assets of member
nations. Between 1970 and March 2016, the IMF has created
204.1 billion SDRs which are equal to USD 285 billion. These
SDRs have been allocated to member countries. SDRs can be
exchanged for freely usable currencies. The value of the SDR s
based on la basket of five major currencies: the US Dollar, Euro,
the Chinese Renminbi (RMB), the Japanese Yen and UK Pound
Sterling as of 01st October 2016. Unlike regular IMF loans, the
SDRs drawn by member nation need not be paid back to the Fund.
The basket of currencies is reviewed every five years to ensure that
the constituent currencies are representative of those used in
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international transactions and that the weights given to the
currencies reflect their relative importance in the world’s trading and
financial systems. The allocation of SDRs to member countries is
done in proportion to their quotas in the IMF and the quota of each
member nation is determined by its share of national income in the
world. Every member of the IMF is required to subscribe to the
fund an amount equivalent to its quota. Each member is assigned
a quota in terms of SDRs. Quotas are used to determine the voting
power of members, their contribution to the Fund’s resources and
their share in the allocation of SDRs. A member’s quota reflects its
economic size in relation to the total membership of the Fund.
Each member pays a subscription to the IMF equal to its quota and
the IMF decides on the amount of SDRs to be paid. A member
nation is required to pay about 25 per cent of its quota in SDRs or
in currencies of other members selected by the IMF and the
remaining contribution can be paid in the home currency of the
member. The IMF holds huge resources in members’ currencies
and SDRs which are available to meet member countries’
temporary balance of payments requirements. The SDR holding of
India as on 20thApril 2018 was 1538 million USD. As on 19th April
2019, SDR holdings went down to USD 1456 million.

Table 16.1 – Foreign Exchange Reserves of India (in USD
millions)

S.No. Item
As on
20 Apr
2018

As on
19 Apr
2019

1. Foreign Currency Assets 398,486 386,034

2. Gold 21,484 23,303

3. Special Drawing Rights (in
millions)

1059 1,049

Special Drawing Rights (in
USD Millions)

1538 1,456

4. Reserve Tranche Position
in IMF

2075 3,355

Total 423,583 414,147

Source: table 32, RBI Bulletin – May 2019

FOREIGN CURRENCY ASSETS.
In 1990-91, the foreign currency reserves were at the

decadal low of USD 2.236 billion. By 1993-94, the foreign currency
assets reached ten times the figure of 1990-91. The rise was due
to drawings from the IMF. Net foreign investment in India thereafter
contributed to the increasing trend in foreign currency assets. On
20th April 2018, the foreign currency assets were USD 398,486
millions. The same declined to USD 386,034 millions on 19th April
2019. India has come a long way from the foreign currency crisis of
1991 i.e. from a mere 2.23 billion reserves to 386 billion USD.
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RESERVE TRANCHE POSITION IN IMF
The reserve tranche is an emergency account that IMF

members can access without agreeing to conditions or paying a
service fee. It is a fraction of the required quota of currency that
each member country of the IMF must provide to the IMF. The
member country can utilize the reserve tranche for her purpose.
The reserve tranche fraction of the quota can be accessed by the
member nation at any time. A member country can borrow more
than her quota but must pay back principal with interest over a
three-year period. If the amount being sought by the member nation
exceeds its reserve tranche position, it becomes a credit tranche. In
the beginning, a member nation’s reserve tranche is 25% of her
quota, but her reserve tranche position will change according to any
lending that the IMF does with its holdings of the member’s
currency.

The RTP position of India as on 20th April 2018 was USD
2075 million whereas on 19th April 2019, the RTP position improved
to USD 3355 million.
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16.10 QUESTIONS

1. Explain the meaning of Foreign Exchange Market.

2. Explain how free market Exchange Rate is determined?

3. Explain the Merits & Demerits of Flexible Exchange Rate
System.

4. Explain market intervention by the Central Bank under Fixed
Exchange Rate System.

5. Explain the Merits & Demerits of Fixed Exchange Rate System.

6. Explain the concept of Managed Exchange Rate.

7. Explain the significance of Foreign Exchange Reserves

8. Explain the concept of Foreign Exchange reserves and its
components.
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