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Economy: - An economy is a system of organizations and institutions that either facilitate or 

play a role in the production and distribution of goods and services in a society. Economies 

determine how resources are distributed among members of a society; they determine the value 

of goods or services; and they even determine what sorts of things can be traded or bartered for 

those services and goods. 

Three Types of economy: 

1. Market/capitalist economy: - In this type of Economy the factors of production are

owned and operated by individuals or group of individuals. Main objective of production is self-

interest or profit maximization. Central problems are solved by price mechanism or market 

forces of demand & supply. 

2. Planned/centrally planned/ socialistic economy: - Factors of production are owned and

operated by Govt. Main objective of production is social welfare. Central problems are solved by 

central planning authority. 

3. Mixed Economy: - The Economy in which factors of production are owned and

operated by both Govt. and private sector. Main objective is profit maximization (private sector) 

and social welfare (Government sector). Central problems are solved by central planning 

authority(in public sector) and price mechanism (in private sector) 

Economics: - Economics is a branch of social science focused on the production, distribution 

and consumption of goods and services. The origin of economics can be traced to Adam 

Smith’s book, ‘An inquiry into the Nature and Causes of Wealth of Nature’ published in the 

year 1776. Economics was used to mean home management with limited funds available in the 

most economical manner possible. 

The word 'economics' comes from two Greek words, 'eco' meaning home and 'nomos' meaning 
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accounts. The subject has developed from being about how to keep the family accounts into the 

wide-ranging subject of today. 

Economics is actually:- 

• economics is about the study of scarcity and choice

• economics finds ways of reconciling unlimited wants with limited resources

• economics explains the problems of living in communities in terms of the

underlying resource costs and consumer benefits 

• economics is about the co-ordination of activities which result from specialisation

Definition of Economics: - Robbins emphasises that economics is a study of human 

behaviour, where there is a relationship between ends and scarce means and that the scarce 

means have alternative uses. 

Samuelson’s definition of economics is most comprehensive, relevant and accepted. The 

definition includes both the aspects of economics, i.e., distribution of limited resources and 

problem of economic development. 

Microeconomics and Macroeconomics:- 



Points of 

Difference Microeconomics Macroeconomics 

1. Origin 
The word micro has been derived from 

a Greek word 'Mikros' which means 

small. It is also called Price theory. 

The word macro has been 

derived from a Greek word 

'Makros' which means large. It 

is also called Theory of 

Income and Employment 

2. Study matters 
It studies about individual economic 

relations or issues like households, 

firms, consumers, etc. 

It studies about an economy as a 

whole. 

its main objective is to analyse the 

principles, problems and 

it investigates principles, problems 

and policies related to 

3. Objective policies for the achievement of the 

goal of optimum allocation of 

resources. 

achievement of full employment 

and expansion with productive 

Capacity. 

4.. Deals with It deals with how consumers or 

producers make their decisions 

depending on their given budget 

and other variables. 

It deals with how different 

economic sectors such as 

households, industries, government 

and foreign sector make their 

decisions. 

5. Method  It uses the method of partial 

equilibrium, i.e. equilibrium in one 

market 

 It uses the method of general 

equilibrium, i.e. equilibrium in 

all markets of an economy. 



6. Variables The major microeconomic 

variables are price, individual 

consumer’s demand, wages, rent, 

profit, revenues, etc. 

The major macroeconomic 

variables are aggregate price, 

aggregate demand, aggregate 

supply, inflation, 

unemployment, etc. 

7. Theories 
Various theories studied are: 

1) Theory of Consumer’s

Behaviour and Demand 

2).Theory of Producer’s Behaviour 

and Supply 

3).Theory of Price Determination 

under Different Market Conditions 

4) Theory of factor pricing /

distribution 

5) Theory of economic welfare

Various theories studied are: 

1) Theory of National Income

2) Theory of Money

3) Theory of General Price Level

& Inflation 

4) Theory of Employment

5) Theory of International Trade

6) Macro theory of distribution

7) Theory of economic growth

8 Main Problem Its main problems are price 

determination and allocation of 

resources 

Its main problem is determination 

of level of income and employment 

in the economy 

9 Popularise by Alfred Marshal J.M. Keynes

Both micro and macroeconomics are complementary and should be utilised for proper 

understanding of an economy. 

Difference between Planned Economy and Market Economy is as follows:- 



Difference between Positive Economics and Normative Economy is as follows:- 

Central Problems of an Economy:- 



• Basic economic problem is the problem of choice which is created by the scarcity of

resources. It is also called problem of economising the resources, i.e., the problem of fuller and 

efficient utilisation of the limited resources to satisfy maximum number of wants. 

• Main causes of central problems are unlimited human wants, limited economic resources

and alternative uses of resources. 

• Resources of factors of production can be natural like (land, air), human (i.e., labour),

capital (like machines, building) and entrepreneurial (i.e., a person who bears risk). 

• Central problems facing every economy are like allocation of resources:-

(i) What to produce and how much to produce?

(ii) How to produce?

(iii) For whom to produce?

• What to produce: - An economy have unlimited wants and limited means

having alternative use. Economy can’t produce all type of goods like consumer 

goods, producer goods etc. So, Economy has to make a choice what type of 

goods and services are to be produced and in what quantities. 

• How to produce: - It is the problem of choice of technique of production. There are two

techniques of production. 

• (a) Labour Intensive Technique: - It is the technique of production when labour is

used more than capital. 

• (b) Capital Intensive Technique: - In this technique capital is used more than

Labour. 



• For whom to produce: - It is the problem related to distribution of produced goods

among the different group of the society. 

It has two aspects:- 

1. Personal distribution

2. Functional distribution

Personal distribution: - When the National Income is distributed according to the ownership of 

the factors of production. 

Functional distribution: - When the national Income/Production is distributed among different 

factors of production like Land, Labour, capital and Entrepreneurship for providing their service 

in term of rent, wages, interest and profit respectively. 

• Problem related to the efficient use and fuller utilization of resources:-

Efficiency of production means the maximum possible amounts of goods and services are being 

produced with available resources. The resources are already scare in relation to the need for 

them and therefore an economy has to ensure that its resources do not remain underutilized their 

under employment is nothing but wastage of resources. 

• Problem related to Growth of Resources:-

It is related to increase in the production capacity of the economy so that the quantity of 

production will rise. 

Production possibility frontier or production possibility curve 

This shows all possible combinations of two set of goods that an economy can produce with 

available resources and given technology, assuming that all resources are fully and efficiently 

utilized. 

Production Possibility Frontier or Curve Features (a) Slopes downward from left to right 

because if production of one commodity is to be increased then production of other 

commodity has to be sacrificed as there is scarcity of resources.(b) Concave to the origin 



because of increasing marginal opportunity cost or (MRT)

The Production possibility curve will shift under following two conditions: 

(a) Change in resources, (b) Change in technology of production for both the goods.

Rightward shift of PPF shows increase in resources or improvement in technology. Ex- 

Labour becoming more skilled, improvement in technology, increase in productivity of land. 

Leftward shift of PPF shows the decrease in resources or degradation of technology in the 

economy. 

The Production possibility curve will rotate outward under following two condition:  (a) 

Improvement in technology in favour of one commodity (b) Growth of resources for the 

production of one commodity 



Marginal Rate of Transformation (MRT) – It is the amount of one commodity that is to be 

sacrificed to increase the production of other commodity by one unit. It can also called 

Marginal Opportunity Cost. It is defined as the additional cost in terms of number of units of 

a good sacrificed to produce an additional unit of the other good. 

MARGINAL RATE OF TRANSFORMATION: MRT is the ratio of units of one good 

sacrificed to produce one more unit of other good. 

(Marginal= at the border or adjacent/next to/adjoining)(Transformation= a change in form, 

shape appearance or size) 

Production Possibility Curve and Opportunity Cost:- 

1. It is a useful device to graphically explain the central problems of an economy. It

indicates the various combinations of goods and services which can be produced by full and 

efficient utilisation of all resources of an economy. 

2. It is downward sloping concave to the origin curve.

3. Slope of PPC is called MRT or Marginal Opportunity Cost. Slope of PPC is increasing

showing that if a country wants to produce more of good X it has to give up increasing number 

of units of good Y it is called law of increasing marginal opportunity cost. 

4. Any point inside the curve shows inefficient utilisation of resources and any point

outside the curve is unattainable because of scarcity of resources. 



5. Opportunity cost is the cost of alternative opportunity gives up.

6. Production possibility curve is called opportunity cost curve at every point measures

opportunity cost of good X in terms of good Y given up. 

Production Possibility Curve and Central Problems:- 

The production possibility curve solves five problems – what and how much to produce, how to 

produce, and full utilisation of resources, economic efficiency and economic growth. All points 

on the curve solves problems of what and how much to produce, how to produce, full 

employment of resources and economic efficiency. Production possibility curve is unable to 

solve the economic problem ‘for whom to produce’. 

Ways to solve fundamental problems in captalistic and planned economies:- 

In a market oriented or capitalist economy, the fundamental problems are solved by the market 

mechanism. Price is influenced by the market forces of demand and supply. These forces help us 

to decide what, how and for whom to produce. 

In a planned economy, all the economic decisions regarding what, how and for whom to produce 

are solved by the state through planning. Economic planning replaces the price mechanism. The 

market is regulated by the state. The prices of the various products are fixed by the state which 

are called administrated prices. 



Goods: In economics a goods is defined as any physical object, man made, that could command a price in 

the market and these are the materials that satisfy human wants and provide utility 

Consumption Goods: Those final goods which satisfy human wants directly. 

E.g.: ice-cream and milk used by the households.

Capital Goods: Those final goods which help in production. These goods are used for generating 

income. These goods are fixed assets of the producers. Ex- plant and machinery. 

Final Goods are those goods which are used either for final consumption or for investment. 

Intermediate Goods refers to those goods and services which are used as a raw material for further 

production or for resale in the same year. 

These goods do not fulfil needs of mankind directly. 

Investment: Addition made to the physical stock of capital during a period of time is called investment. It 

is also called capital formation. 

Capital formation: - Change in the stock of capital is also called capital formation. 

Depreciation: It means fall in value of fixed capital goods due to normal wear and tear and expected 

obsolescence. It is also called consumption of fixed capital. 

Gross Investment: Total addition made to physical stock of capital during a period of time. It includes 

depreciation. OR Net Investment + Depreciation 

Net Investment: Net addition made to the real stock of capital during a period of time. It excludes 

depreciation. 

Net Investment = Gross investment – Depreciation 
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Stocks: Variables whose magnitude is measured at a particular point of time are called stock variables. E.g. 

National Wealth, Inventory etc. 

Flows: Variables whose magnitude is measured over a period of time are called flow variable. E.g. 

National income, change in stock etc. 

Circular flow of income: It refers to continuous flow of goods and services and money income among 

different sectors in the economy. It is circular in nature. It has neither any end and nor any beginning 

point. It helps to know the functioning of the economy. 

Leakage: It is the amount of money which is withdrawn from circular flow of income. For e.g. Taxes, 

Savings and Import. It reduces aggregate demand and the level of income.  

Injection: It is the amount of money which is added to the circular flow of income. For e.g. Govt. Exp., 

investment and exports. It increases the aggregate demand and the level of income. 

Economic Territory: Economic (or domestic) Territory is the geographical territory administrated by a 

Government within which persons, goods, and capital circulate freely. 

Scope of Economic Territory: 

(a) Political frontiers including territorial waters and airspace.

(b) Embassies, consulates, military bases etc. located abroad.

(c) Ships and aircraft operated by the residents between two or more countries.

(d) Fishing vessels, oil and natural gas rigs operated by residents in the international waters.

Normal Resident of a country: is a person or an institution who normally resides in a country and 

whose Centre of economic interest lies in that country. 

Exceptions: - 

(a) Diplomats and officials of foreign embassy.

(b) Commercial travellers, tourist’s students etc.

(c) People working in international organizations like WHO, IMF, UNESCO etc. are treated as normal

residents of the country to which they belong. 



The related aggregates of national income are:- 

(i) Gross Domestic Product at Market price (GDPMP)

(ii) Gross Domestic Product at Factor Cost (GDPFC)

(iii) Net Domestic Product at Market Price (NDPMP)

(iv) Net Domestic Product at FC or (NDPFC)

(v) Net National Product at FC or National Income (NNPFC)

(vi) Gross National Product at FC (GNPFC)

(vii) Net National. Product at MP (NNPMP)

(viii) Gross National Product at MP (GNPMP)

(i) Gross Domestic Product at Market Price: It is the money value of all the final goods and services

produced within the domestic territory of a country during an accounting year. 

GDPMP = Net domestic product at FC (NDPFC) + Depreciation + Net Indirect tax. 

(ii) Gross Domestic Product at FC: It is the value of all final goods and services produced within domestic

territory of a country which does not include net indirect tax. 

GDPFC = GDPMP – Indirect tax + Subsidy or GDPFC = 

GDPMP – NIT 

(iii) Net Domestic Product at Market Price: It is the money value of all final goods and services

produced within domestic territory of a country during an accounting year and does not include 

depreciation.  

NDPMP = GDPMP – Depreciation 

(iv) Net Domestic Product at FC: It is the value of all final goods and services which does not include

depreciation charges and net indirect tax. Thus it is equal to the sum of all factor incomes (compensation 

of employees, rent, interest, profit and mixed income of self-employed) generated in the domestic territory 

of the country. 

NDPFC = GDPMP – Depreciation – Indirect tax + Subsidy 

(v) Net National Product at FC (National Income) : It is the sum total of factor incomes

(compensation of employees + rent + interest + profit) earned by normal residents of a country in 



an accounting year 

or 

NNPFC = NDPFC + Factor income earned by normal residents from abroad - factor 

payments made to abroad. 

(vi) Gross National Product at FC: It is the sum total of factor incomes earned by normal

residents of a country along with depreciation, during an accounting year. 

GNPFC = NNPFC + Depreciation OR 

GNPFC = GDPFC + NFIA 

(vii) Net National Product at MP: It is the sum total of factor incomes earned by the normal

residents of a country during an accounting year including net indirect taxes. 

NNPMP = NNPFC + Indirect tax – Subsidy 

(viii) Gross National Product at MP: It is the sum total of factor incomes earned by normal

residents of a country during an accounting year including depreciation and net indirect taxes. 

GNPMP = NNPFC + Dep + NIT 

Domestic Aggregates 

Gross domestic Product at Market Price  GDPMP is the market value of all the final goods and services 

produced by all producing units located in the domestic territory of a country during an accounting year. It 

includes the value of depreciation or consumption of fixed capital. 

Net Domestic Product at Market Price ( )MP MP MPNDP :NDP =GDP -Depreciation (consumption of Fixed 

capital). It is the market value of final goods and services produced within the domestic territory of the 

country during a year exclusive of depreciation. 

Domestic Income ( )FCNDP : It is the factor income accruing to owners of factors of production for suppling 



factor services with in domestic territory during an accounting year. 

NATIONAL AGGREGATES 

Gross National Product at Market Price ( )MPGNP  is the market value of all the final goods and services

produced by normal residents (in the domestic territory and abroad) of a country during an accounting year. 

( )MP MP FCGDP NFIA GNP MNP+ =

National Income 
FCNNP It is the sum total of all factors incomes which are earned by normal 

residents of a country in the form of wages. Rent, interest and profit during an accounting year. 

FC FCNNP NDP NFIA National Income= + =

National Income at Current Prices: It is also called nominal National income. When goods and services 

produced by normal residents within and outside of a country in a year valued at current year’s prices i.e. 

current prices is called national income at current prices. 

Y = Q x P 

Y = National income at current prices 

Q = Quantity of goods and services produced during an accounting year 

P = Prices of goods and services prevailing during the current accounting year 

National Income at Constant Prices: It is also called as real national income. When goods and services 

produced by normal residents within and outside of a country in a year valued at constant price i.e. base 

year's price is called National Income at Constant Prices. 

Y' = Q x P' 

Y' = National income at constant prices 

Q = Quantity of goods and services produced during an accounting year 

P' = Prices of goods and services prevailing during the base year 



Value of Output: Market value of all goods and services produced by an enterprise during an accounting 

year. 

Value added: It is the difference between value of output of a firm and value of inputs bought from 

the other firms during a particular period of time. 

Problem of Double Counting: Counting the value of a commodity more than once while estimating 

national income is called double counting. It leads to overestimation of national income. So, it is called 

problem of double counting. 

Ways to solve the problem of double counting. 

• By taking the value of only final goods.

• By value added method.

Private Income: Private income is estimated income of factor and transfer incomes from all sources to 

private sector within and outside the country. 

Personal Income: It refers to income received by house hold from all sources. It includes factor income 

and transfer income. 

Personal Disposable Income: It is that part of Personal income which is available to the households 

for disposal as they like. 

GDP and Welfare: 

In general GDP and Welfare are directly related with each other. A higher GDP implies that more production 

of goods and services. It means more availability of goods and services. But more goods and services may 

not necessarily indicate that the people were better off during the year.  

In other words, a higher GDP may not necessarily mean higher welfare of the people. There are two types of 

GDP: 

Real GDP: When the goods and services are produced by all producing units in the domestic territory of a 

country during a/c. year and valued these at base year’s prices or constant price, it is called real GDP or GDP 

at constant prices. It changes only by change in physical output not by change price level. It is called a true 



indicator of economic development. 

Nominal GDP: When the goods and services are produced by all producing units in the domestic territory 

of a country during an a/c. year and valued these at current year’s prices or current prices, it is called 

Nominal GDP or GDP at current prices. It is influenced by change in both physical output and price level. 

It does not consider a true indicator of economic development. 

Conversion of Nominal GDP into Real GDP 

Real GDP = 
Nominal GDP

×100
Price index

Price index plays the role of deflator deflating current price estimates into constant price estimates. In 

this way it may be called GDP deflator. 

Welfare mean material wellbeing of the people. It depends on many economic factors like national income, 

consumption level quality of goods etc. and non-economic factor like environmental pollution, law and order 

etc. the welfare which depends on economic factors is called economic welfare and the welfare which 

depends on non-economic factor is called non-economic welfare. The sum total of economic and non-

economic welfare is called social welfare. Conclusion thus GDP and welfare directly related with each other 

but this relation is incomplete because of the following reasons. 

Limitation of per capita real GDP/GDP as an indicator of Economic welfare: 

• Non-monetary exchange

• Externalities not taken into GDP but it affects welfare.

• Distribution of GDP.

• All product may not contribute equally to economic welfare.

• Contribution of some products may be negative.

• Inflation may give falls impression.



Production: - It is mainly transformation of resources into commodities.  

Production Function: Physical inputs. Production function of a firm describes the 

relationship between the output and the factors of production which are being used in the 

production process. It shows the required number of inputs needed to produce the maximum 

level of final output. 

The following formula is used to express the production function: ( )1 2,Q f x x=

Where 

Q = final units of output 

The above equation shows that the final units of output can be produced by using production 

factors 1 and 2. 

Types of Production Function:  

There are two types of Production Function. 

1. Short-run Production Function: In this production function one factor of production

is variable and all others are fixed. So, law of return to a factor is applied. It is also called 

variable proportion type of production function.  

It is a time period which is not enough to make change in all inputs. In this level of 

production can be changed by changing the variable factors.  

2. Long-run Production Function: In this production function all the factors of

production are variable. So, law of returns to scale is applied. It is also called constant 

proportion type of production function.  

It is a time period which is enough to make change in all inputs, all inputs are variable 

in the long run. In this level of production can be changed by changing all inputs.  

Total product or Total physical product: - Total product is the summation of the final units 
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of output produced by a firm by using the given amount of inputs during a particular period 

of time. Total product is the relationship between variable factors of production and final 

units of output when all other factors of production are held constant. The following formula 

can be used to express the total product: 

Total Product 
xQ=

The above formula shows the relationship between variable factors of production and the 

summation of the total output. 

Average production is the per unit production of variable factor. 



Marginal product refers to the change in total product resulting from the employment of an 

additional unit of variable factor. In other words, it is the contribution of each additional unit 

of variable factor to output. 

 Marginal Product of an Input= Change in Total Product/Change in Variable Product 

Relation between Total, Average and Marginal Product  

1. When TP increases at an increasing rate, MP also increases

2. When TP increases at a diminishing rate, MP declines.

3. When TP is maximum, MP=0.

4. When TP begins to decline, MP becomes negative.

Labour MP TP AP 

1 2 2 2 

2 3 5 2.5 

3 4 9 3 

4 3 12 3 

5 1 13 2.6 

6 0 13 2.16 

7 -2 11 1.6 



1. When MP > AP, AP rises.

2. When MP = AP, AP is maximum and constant.

3. When MP < AP, AP falls.

4. MP may be zero or negative, but AP continues to be positive.

5. AP increases, even when MP falls but MP should lie above AP.

Returns to a factor: It refers to the behaviour of output when only one variable factor of 

production in increased in short run and fixed factors remain constant.  

Law of variable proportion: The law states that when more and more units of variable 

factors are employed to increase the output, initially output increases at an increasing rate and 

finally falls.  

1.



Stage I (Stage of Increasing Return to factor): TP Increases at increasing rate: In the initial 

phase as more and more units of variable factors are employed with fixed factor total physical 

production increases at increasing rate, MP increases. 

Cause for increasing return: (a) Underutilisation of fixed factor (b) Indivisibility of factor 

(c) Increased efficiency of variable factor

Stage II (Stage of Diminishing Return to factor): TP increases at decreasing rate : As more 

and more units of variable factors are employed with fixed factors then total product 

increases at diminishing rate, MP decreases but is positive. At the end of this phase TP 

maximum and MP becomes zero. 

Cause of diminishing return: (a) optimal use of fixed factor (b) imperfect factor 

substitutability  

Stage III (Stage of negative return to factor) : TP falls :As more and more units of variable 

factors are employed with fixed factors, total production starts decreasing and marginal 

product becomes negative.  

Cause of negative return:  

(a) Poor co-ordination between fixed factor and variable factor.

(b) Over utilisation of fixed factor

Economic Cost: It is the sum total of explicit and implicit cost. 



Explicit Cost: Actual money expenditure incurred by a firm on the purchase and hiring the 

factor inputs for the production is called explicit cost. These are entered into books of 

accounts. For example-payment of wages, rent, interest, purchases of raw materials etc. 

Implicit cost is the cost of self-owned resources of the production used in production 

process. Or estimated value of inputs supplied by owner itself. These are not entered into 

books of accounts.  

Normal Profit: It is the minimum amount required to keep the producers into business. In 

other words, it is the minimum supply price of the entrepreneur. It is also called the wage off 

an entrepreneur. 

Total cost refers to total amount of money which is incurred by a firm on production of a 

given amount of a commodity.  

Total cost is the sum of total fixed cost and total variable cost.  

TC = TFC + TVC or TC = AC × Q  

Total fixed cost: - It is also called supplementary cost. It is the total expenditure incurred by 

the producer for employing fixed inputs. Ex- Rent of land and building, interest on capital, 

license fee etc.  

TFC = TC – TVC or TFC = AFC × Q  

Features of Total Fixed Cost:- (a) It remains constant at all levels of output. It is not zero 

even at zero output level. Therefore, TFC curve is parallel to X-axis. (b) Total cost at zero 

level of output is equal to total fixed cost.  



Total variable cost is the cost which vary with the quantity of output produced. It is zero at 

zero level of output. TVC curve is parallel to TC curve. Ex-cost of raw material, expenses on 

power etc.  

TVC = TC – TFC or TVC = AVC × Q  

Features of Total variable cost: - (a) It is zero when output is zero. (b) It increases with 

increase in output. (c) Initially TVC increases at diminishing rate due to increasing returns 

and later it increases at an increasing rate due to diminishing return.  

Average cost is per unit cost of production of a commodity. It is the sum of average fixed 

cost and average variable cost.  

Average fixed cost is per unit fixed cost of production of a commodity.  

Features of AFC:- (a) AFC diminishes with increase in output. (b) AFC curve is a 

rectangular hyperbola.(c) It cannot intersect X-axis or Y-axis.  



Average variable cost is per unit variable cost of production of a commodity. AVC is U-

shaped due to law of variable proportion.  

Marginal Cost - It refers to change in TC, due to additional unit of a commodity is produced. 

MC = ΔTC/ΔQ or MCn = TCn – TCn–1. But under short run, it is calculated from TVC.  



Relation between Short-Term Costs 

Total cost curve and total variable cost curve remains parallel to each other. The vertical 

distance between these two curves is equal to total fixed cost.  

TFC curve remains parallel to X-axis and TVC curve remains parallel to TC curve.  

With increase in level of output, the vertical distance between AFC curve and AC curve goes 

on increasing. On contrary the vertical distance between AC curve and AVC curve goes on 

decreasing but these two curves never intersect because average fixed cost is never zero.  



Relation between MC and AVC.  

When MC < AVC, AVC falls.  

When MC = AVC, AVC is minimum and constant  

When MC > AVC, AVC rises. MC curve cuts AVC curve at its lowest point. Both curves are 

U-shaped and starts from same point.

Relation between MC and AC:- (i) when AC falls, MC < AC. (ii) when AC rises, MC > 

AC. (iii) when AC is constant and minimum, MC = AC.  



Money received from the sale of product is called revenue. 

Total revenue is the total amount of money received by a firm from the sale of given units of 

a commodity.  

Per unit revenue received from the sale of given units of a commodity is called average 

revenue. Average revenue is equal to price. Per unit price of a commodity it also called AR.  

Marginal revenue is net addition to total revenue when one additional unit of output is sold. 

Relation between TR, AR, and MR when more quantity sold at the same price: under 

perfect competition.  

(a) Average revenue and marginal revenue remains constant at all levels of output and AR

and MR curves are parallel to ox-axis. 

AR= MR. 

(b) Total revenue increases at constant rate MR is constant and TR curve is positively sloped

straight line passing through the origin. 

Relation between TR, AR and MR when more quantity by sold at the lower price or there 

is monopoly or monopolistic competition in the market.  

(a) Average revenue and marginal revenue curves have negative slope. MR curve lies below

AR curve. AR > MR 

(b) Marginal revenue falls, twice the rate of average revenue.

(c) So long as marginal revenue decreases and positive, total revenue increases at

diminishing rate. When marginal revenue is zero, total revenue is maximum and when 



marginal revenue becomes negative, TR starts falling. 

Relation between AR and MR (General relationship) 

When MR = AR, AR is maximum and constant. MR can be negative, but not AR.  

When MR < AR, AR falls. When TR increases at an increasing rate, MR and AR also 

increases.  

Concept of Producer’s Equilibrium: If refers the stage where producer is getting maximum 

profit with given cost and he has no incentive to increase or decrease the level of output.  

(A) MR and MC Approach: Conditions of producers equilibrium according to this

approach are : 

(a) MC = MR and also AR = MR, hence AR = MR = MC. MC should be rising.

(b) MC curve should cut the MR curve from below at the point of equilibrium.

Or 

MC should be more than MR after the equilibrium point, with increase in output. 



Normal Profit: - It is a no profit no loss situation, it is achieved when P = AC. It is the 

minimum return that a producer expects from his capital invested in the business.  

Break-even Point: - It occurs when AR = AC or (TR = TC). At this point, firm is earning 

zero economic profit or normal profit. OR we can say it is just covering all its costs.  

Shut-down Point: - It occurs when a firm is covering its variable costs only, here, the firm is 

incurring loss of fixed cost. (TR < TVC OR AR < AVC)  

Supply: Refers to the amount of the commodity that a firm or seller is willing to sell at  

different prices during a given period of time.  



Aggregate Demand refers to total value of all final goods and services that are planned to 

buy by all the sectors of the economy at a given level of income during a period of time. 

AD represents the total expenditure on goods and services in an economy during a period 

of time. 

Components of Aggregate demand are: 

(i) Household consumption expenditure (C).

(ii) Investment expenditure (I).

(iii) Govt. consumption expenditure (G).

(iv) Net export (X – M).

Thus, AD = C + I + G + (X – M) 

In two sector economy AD = C + I 

Aggregate Supply is the money value of all final goods and services available for purchase 

by an economy during a given period. It is the flow of goods and services in the economy. 

Since, money value of final goods and services is equal to net value added, AS is nothing 

but the national income. 

AS = C + S 

Aggregate supply represents the national income of the country. 

AS = Y (National Income) 

Consumption function shows functional relationship between consumption and Income. 

C = f(Y) 

Where C = Consumption 

Y = Income 

f= Functional relationship. 
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Equation of Consumption Function 

C =  C + MPC * Y 

C = Consumption  

C = Autonomous consumption.

MPC(b)= Marginal Propensity to consume

C does not changed/affected by change in income. It is minimum level of consumption,

even when income is zero. Consumption expenditure at zero level of income is called 

autonomous consumption. It is income inelastic. 

Induced consumption is the expenditure which is affected by change in income. It is indicated 

by MPC × Y. Induced consumption is the portion of consumption that varies with 

disposable income. 

Average Propensity to consume: - It is a schedule that shows consumption expenditure at 

different levels of income in an economy. 

Consumption function (propensity to consume) is of two types: 

(a) Average propensity to consume (APC)

(b) Marginal propensity to consume (MPC)

Average propensity to Consume (APC): It refers to the ratio between total consumption 

(C) and total income (Y) at given level of income in the economy.

( )
( )

Consumption C C
APC= =

Income Y Y

Important Points about APC 

(i) APC is more than 1: as long as consumption is more than national income before

the break-even point, APC > 1. 

(ii) APC = 1, at the break-even point, consumption is equal to national income.

(iii) APC is less than 1: beyond the break-even point. Consumption is less than

national income. 

(iv) APC falls with increase in income.



(v) APC can never be zero: because even at zero level of national income,

there is autonomous consumption. 

Marginal Propensity to Consume (MPC): Marginal propensity to consume refers to 

the ratio of change in consumption expenditure to change in income. 

Change in Consumption ΔC
MPC = =

Change in Income ΔY

Important Points about MPC 

(1) Value of MPC varies between O and 1: If the entire additional income is consumed,

then ΔC = ΔY, making MPC = 1. However, if entire additional income is saved, than ΔC = 0, 

making MPC = 0  

(2) MPC is the slope of consumption curve and remain constant throughout in the short run.

(3) Value of APC > MPC

Saving function refers to the functional relationship between saving and national income. 

S = f (y) 

Equation of Saving function 

S = C−  + MPS. 

where S = saving 

Y = National Income 

f = Functional relationship. 

Saving function (Propensity to Save) is of two types. 

(i) Average Propensity to Save (APS)

(ii) Marginal propensity to Save (MPS)

Average Propensity to Save (APS): Average propensity to save refers to the ratio of savings 

to the corresponding level of income 

Savings S
APS= =

Income Y



Important Point about APS 

(1) APS can never be 1 or more than 1 :As saving can never be equal to or more

than income. 

(2) APS can be zero: At break even point C = Y, hence S = 0

(3) APS can be negative: At income levels which are lower than the break-even point,

APS can be negative when consumption exceeds income. 

(4) APS rises with increase in income.

Marginal Propensity to Save (MPS): Marginal propensity to save refers to the ratio 

of change in savings to change in total income. 

Change in Savings ΔS
MPS= =

Change in Income ΔY

MPS varies between 0 and 1 

(i) MPS = 1 if the entire additional income is saved. In such a case, ΔS = ΔY, then MPS = 1

(ii) MPS = 0 If the entire additional income is consumed. In such a case, ΔS = 0, then

MPS = 0

(iii) Mps is the slope of saving curve.

(iv) MPS remains constant throughout in short run.

Relationship between APC and APS 

The sum of APC and APS is equal to one. It can be proved as under we 

know: APC + APS = 1 

Y = C + S 

Dividing both sides by Y, we get 

1

Y C S

Y Y Y

C
APC

Y
APC APS

S
APS

Y

= +

 
= 

= +  
 =
  

APC + APS = 1 



Because income is either used for consumption or for saving. 

MPC + MPS = 1 because total increment in income is either used for consumption or 

for saving. 

Investment refers to the expenditure incurred on creation of new capital assets. 

The investment expenditure is classified under two heads: 

(i) Induced investment

(ii) Autonomous investment.

Induced Investment: Induced investment refers to the investment which depends on the 

profit expectations and is directly influenced by income level (only for reference). 

Autonomous Investment: Autonomous investment refers to the investment which is not 

affected by changes in the Level of income and is not induced solely by profit motive. It 

is income inelastic. 

Ex-Ante Savings: Ex-ante saving refers to amount of savings which all the household 

intended to save at different levels of income in the economy at the beginning of period. It is 

also known as planned savings. 

Ex-Ante Investment: Ex-ante investments refers to amount of investment which all the 

firms plan to invest at different level of income in the economy at the beginning of the 

period. It is also known as planned investment. 

Ex-Post Saving: Ex-post savings refer to the actual or realised savings in an economy during 

a financial year at end of the period. 

Ex-Post Investment: Ex-post investment refers to the actual or realised investment in an 

economy during a financial year at the end of the period. 

Equilibrium level of income is determined only at the point where AD = AS or S = I, .i.e. 

the flow of goods and services in the economy is equal to the demand for goods and services 



But it cannot always be at full employment level also as it can be at less than full 

employment. 

Full employment is a situation when all those who are able and willing to work 

at prevailing wage rate, get the opportunity to work. 

Voluntary unemployment is a situation where person is able to work but not willing 

to work at prevailing wage rate. 

Involuntary unemployment is a situation where worker is able and willing to work at 

prevailing wage rate but does not get work. 

Under employment is a situation where all those who are able to work at existing wage 

rates, are not getting jobs. It refers to that situation in the economy where AS = AD or S = 

I, but without fuller utilisation of labour force. 

Investment multiplier (K) is the ratio of change in income (ΔY) due to change in 

investment ΔI. 

1 1

1

Y
K or K or K

I MPC MPS


= = =
 −

Value of investment multiplier lies b/w 1 to infinitive. 

Excess demand refers to a situation when aggregate demand exceeds aggregate supply 

corresponding to full employment. 

Inflationary gap is the gap by which actual aggregate demand exceeds the level of aggregate 

demand required to establish full employment. 

It measures the extent of excess demand. 

Deficient Demand: When AD falls short of AS at full employment it is called 

deficient demand. In other words, AD < AS at the level of full employment. It is 

called deficient demand. 

Deflationary gap is the gap by which actual aggregate demand is less than the level 



of aggregate demand required to establish full employment. 

It measures the extent of deficient demand. 

Methods to control excess demand or deficient demand: 

1. Fiscal Measures or Fiscal Policy

a. Change in Tax

b. Change in Public expenditure

c. Change in Public borrowing

d. Deficit financing (Printing new notes)

2. Monetary Measures or Monetary Policy

a. Quantitative measures

i. Bank rate

ii. Cash Reserve Ratio

iii. Statutory Liquidity Ratio

iv. Open Market operation

b. Qualitative/Selective measures

i. Marginal requirement

ii. Rationing of credit

iii. Direct Action

iv. Moral Suasion



1. Market is a mechanism or arrangement through which the buyers and sellers of a commodity or service

come into contact with one another and complete the act of sale and purchase of the commodity or service

on mutually agreed prices.

2. Market equilibrium is a state in which market demand is equal to market supply. There is no excess

demand and excess supply in the market.

3. Equilibrium Price & Quantity: The price at which the quantity demanded and supplied are equal is known

as equilibrium price. The quantity demanded and supplied at an equilibrium price is known as equilibrium

quantity.
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8. Price Ceiling Price ceiling is the process of determining the price of some necessary goods at a lower

level so that they can be made available for the poor.

Government of India imposes a price ceiling on the basic necessity goods which should be made available

for the poor.

For example, goods such as rice, wheat, sugar kerosene and pulses.

Imposition of the price ceiling has the following consequences:

a) Imposition of price ceiling leads an excessive increase in the demand. At lower price, people are likely to

increase their demand for such commodities.

b) Poor consumers do not get access to unlimited goods. The quota is fixed for these goods.

Normally, the goods provided under the price ceiling system are of inferior quality.

Price Determination in Perfect Market Competition: - In a perfectly competitive market, price is 

determined by market demand and market supply. Market demand is the summation of all individual demands 

in the market. Market supply is also the summation of all individual supply schedules in the market. The 

intersection of market demand and market supply determines the price in a perfectly competitive market. 



Graphical representation of the determination of price in a perfectly competitive market 

The above figure indicates that the price is determined at the point where the market demand curve intersects 

the market supply curve. Any point above the equilibrium price creates excess supply, and the price below the 

equilibrium level creates excess demand, as indicated in the figure. 

Wage Determination in Perfect Competitive Labour Market – 

Equilibrium of demand and supply of labour determines the wage rate. Marginal product of labour plays an 

important role in determining the demand for labour. 

Graphical representation of the wage determination in a perfectly competitive labour market 

The graph indicates the wage determination in a perfectly competitive market. Intersection of demand and 

supply determines the wage rate. 

Marginal Revenue Product of Labour: - The marginal revenue product of labour (MRPL) is the change in 



revenue that results from employing an additional unit of labour, holding all other inputs constant. The 

marginal revenue product of a worker is equal to the product of the marginal product of labour (MPL) and the 

marginal revenue (MR) of output, given by MR×MPL = MRPL. This can be used to determine the optimal 

number of workers to employ at an exogenously determined market wage rate. Theory states that a profit 

maximizing firm will hire workers up to the point where the marginal revenue product is equal to the wage 

rate, because it is not efficient for a firm to pay its workers more than it will earn in revenues from their 

labour. 

Let TR=Total Revenue; L=Labour; Q=Quantity. 

MRPL= ∆TR/∆L 

MR = ∆TR/∆Q 

MPL = ∆Q/∆L 

MR × MPL = (∆TR/∆Q) × (∆Q/∆L) = ∆TR/∆L 

Value of marginal product of labour- There are three potential meanings of the "value of marginal product 

of labour." One is the "magnitude" of marginal product—the increase in physical output associated with hiring 

another employee. The more traditional definition is the price of output times that magnitude (in the case of 

competitive output markets), which represents the monetary value of another worker, to be compared to the 

marginal monetary cost of that worker. In the third case, the firm has some degree of market power, so it is 

marginal revenue that multiplies the physical marginal product. In all cases, one is looking for marginal 



benefits to compare to marginal costs. 

Effect of Income (Rise or Decline) on Equilibrium of Price and Quantity- 

(a) An increase in consumer income leads to a rise in the equilibrium price assuming that the number of

firms is constant in the market. Consumers are likely to increase their demand considering a rise in their level 

of income. A rise in demand causes an increase in the equilibrium price. 

Graphical representation of the effects of an increase in the level of income on the equilibrium price and 

quantity 

The figure indicates that the equilibrium price is likely to increase due to a rise in the consumer's income level.  

(b) A decrease in consumer's income leads to a decline in the equilibrium price assuming that the number of

firms is constant in the market. Consumers are likely to decrease their demand considering a decline in their 

level of income. A decline in the demand causes a fall in the equilibrium price due to the availability of excess 

supply in the market. 



Graphical representation of the effects of a decrease in the level of income on the equilibrium price and 

quantity 

The figure indicates that the equilibrium price is likely to decrease due to a decrease in the consumer's income 

level. 



Market is a mechanism or arrangement through which the buyers and sellers of a 

commodity or service come into contact with one another and complete the act of sale and 

purchase of the commodity or service on mutually agreed prices. 

Perfect competition is a market structure where there are large number of buyers and 

sellers selling identical products at uniform price with free entry and exit of firms and 

absence of govt. control. 

Under perfect competition price remains constant therefore, average and marginal 

revenue curves coincide each other i.e., they become equal and parallel to x-axis. 

Under perfect competition price is determined by the industry on the basis of market 

forces of demand and supply. No individual firm can influence the price of the product. A 

firm can takes the decision regarding the output only. So industry is price maker and firm 

is price taker. 

Feature of perfect competition: 
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(a) Very large no. of buyers and sellers.

(b) Homogeneous product.

(c) Free entry and exit of firms in the market.

(d) Perfect knowledge.

(e) Perfect Mobility.

(f) Perfectly elastic demand curve.

(g) No transportation cost.

MONOPOLY MARKET 

Monopoly is that type of market where there is a single seller and large number of buyers. 

There is absence of close substitutes to the products. 

Features of Monopoly market:- 

(a) Single seller and large number of buyers.

(b) Restrictions on the entry of new firms.

(c) Absence of close substitutes.

(d) Full control over price

(e) Price discrimination.

(f) Price maker

(g) Downward sloping less elastic demand curve.

AR or MR Curve in Monopoly market: 

AR (Demand) Curve slopes downward from left to right and less elastic than that of 

monopolistic competition. It means that to increase demand, he has to reduce the price. 

Given the demand for his product, the monopolist can increase his sales with lower price, 

the marginal revenue also falls but the rate of fall in marginal revenue is greater than that 

in average revenue. 



A monopolist either decides price or output. He cannot decides both at a time. 

MONOPOLISTIC COMPETITION 

It is that type of market in which there are large number of buyers and sellers. The Sellers 

sell differentiated product but not identical. The products are close substitutes of each 

other. 

Features of Monopolistic Competition:- 

(a) Large no. of buyers and sellers

(b) Product Differentiation on basis of colour, taste, packing, trademark, and size.

(c) Selling Cost on advertisement and sales promotion.

(d) Free entry or exit of firms.

(e) Lack of perfect knowledge.

(f) Partial control over price.

(g) Imperfect mobility: Factors of production and products are not perfectly mobile.

(h) Elastic and downward sloping demand curve.



AR or MR in Monopolist Market: 

AR (Demand) Curve is left to right downward sloping curve and more elastic / flatter than 

that of monopoly. It means that in response to change in price, the change in demand will 

be relatively more for a monopolistic competitive firm than a monopoly firm. 

AR and MR curves are both downward sloping because more units can be sold only by 

lowering the price. MR lies below AR. 

OLIGOPOLY 

Oligopoly is the form of market in which there are few sellers or few large firms, intensely 

competing against one another and recognising interdependence in their decision-making. 

Features of Oligopoly:- 

(a) Few Sellers

(b) All the firms produce homogeneous or differentiated product.

(c) Under oligopoly demand curve cannot be determined. It has a kinked demand curve.

(d) All the firms are interdependent in respect of price determination.

(e) Price rigidity.

On the basis of production, Oligopoly can be categorised in two categories: 

(i) Collusive oligopoly is that form of oligopoly in which all the firms decide to avoid



competition and determine the price and quantity of output on the basis of cooperative 

behaviour.  

(ii) Non-collusive oligopoly is that form of oligopoly in which all the firms determine the

price and quantity of output according to the action and reaction of the rival firms. 

On the basis of product differentiation, Oligopoly, can be categorised in two categories: 

(i) Perfect Oligopoly: The Oligopoly is perfect or pure when the firms deal in the

homogeneous products. 

(ii) Imperfect Oligopoly: Whereas the Oligopoly is said to be imperfect, when the firms

deal in heterogeneous products, i.e. products that are close but are not perfect substitutes. 

Price Maker: - In economics, a price maker is a monopolistic company that can dictate 

the prices of its goods because there are no substitutes for it. In trading, a price maker is a 

stockholder who controls a large number of shares and is able to affect the stock's price. 

Shape of Demand Curve under Different Market Structures:- 

Monopoly is that market category in which there is only a single seller and therefore 

there is no difference between a firm and an industry. The firm is itself an industry and 

therefore the demand curve of the individual firm as well as the industry demand curve 



will be the same. Moreover as there are no close substitutes under monopoly the demand 

curve is relatively steeper showing relatively inelastic demand under monopoly. 

Under Monopolistic Competition there is competition among a group of monopolists 

producing differentiated product. The product of each firm is slightly different from that of 

other. There are also substitutes and therefore the demand curve of each firm’s product is 

downward sloping and is relatively elastic in nature. In monopolistic competition there are 

many sellers with differentiated product and hence industry demand curve hardly has any 

meaning. 

In case of Oligopoly market there are few sellers producing either differentiated or 

homogenous products. The demand for a firm’s product is influenced by the actions of its 

rivals. The demand curve of a firm under oligopoly has a kink. 

https://www.mbaknol.com/managerial-economics/monopolistic-competition/


Value of Marginal Revenue in Elastic Demand Curve:- 

The value of marginal revenue will be positive when the demand curve is elastic. The 

following is the graphical representation between the relationship between the value of 

MR and the demand curve. 

The figure indicates that the marginal revenue and average revenue curves are downward 

sloping from left to right.  

Price Elasticity and Marginal Revenue:- 

There's a direct relationship between price elasticity and marginal revenue. The more 

elastic a good is, the more its demand is affected by changes in supply. In a competitive 



market, marginal revenue is the same as price. Therefore, in a competitive market, price 

elasticity has a direct relationship with marginal revenue. In a natural monopoly, marginal 

revenue is less than price. This is because low price is a primary driver of monopoly. 

Therefore, in a monopoly, price elasticity also has a direct relationship with marginal 

revenue. 

Marginal revenue is driven by price and cost, which are both a function of demand. Higher 

prices and lower costs generate higher revenues. Higher volume generates higher revenue 

through economies of scale and lowers costs. The effect is cyclical, and the benefit of 

saving costs is countered with the loss of revenue from lower prices. 

If the good is price inelastic, changes in price will not affect demand. Since demand is 

unaffected by price, an increase in price will increase revenue. Additionally, the cost saves 

from volume increases do not need to be passed along to the customer. 

Marginal Revenue can be expressed as:- 

MR = P [1-(1/Ep)] 

Where MR = marginal revenue, 

P = market price of the product, and 

Ep = the price elasticity of demand for the product 

The above formula is very useful when the demand function has a known constant price 

elasticity. Business managers must estimate the value of MR in order to arrive at decisions 

about price and output. 



1. Macro Economics: It deals with the aggregate economic variables of an economy.

The word macro comes from a Greek word ‘Makros’ which means large. It is a branch of 

economics that studies the economic relationships or issues of an economy as a whole 

like total consumption, saving etc. It investigates the principles, problems and policies 

relating to achievement of full employment and expansion of productive capacity. It 

evolved only after the publication of Keynesian’s book, ‘The Theory of Employment, 

Interest, and Money’. Macroeconomics takes a top-down approach. 

2. Capitalist Country : In a capitalist country production activity are mainly carried out by

capitalist enterprises. 

"Doing well is the result of doing good. That's what capitalism is all about." - Ralph 

Waldo Emerson 

Capitalist economy is an economic system governed by capitalist i.e., where the means 

of production and distribution are privately or corporately owned. It is primarily run by 

price mechanism, without any interference of government. Government role is to 

maintain law and order only. This economy’s main motive is to earn profit. This 

economic structure is also known as free market economy or laissez faire. Examples of 

capitalist economies are Hong Kong, Singapore, Canada, UAE, Ireland etc. 

Important features of capitalist economy:- 

• Role of the government.

• Profit Motive

• Central Problems

• Role of Private Sector

• Laissez Fare
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3. Wage Rate: There is sale and purchase of labour services at a price which is called the v.a.

go rate. 

4. Wage Labour: The labour which is sold and purchased against wages is referred to as

wage labour. 

5. Great Depression: Great depression of 1929 and the subsequent year saw the output and

employment levels in the countries of the world as well. 

The Great Depression was the worst economic downturn in the history of the 

industrialized world. It began after the stock market crash of October 1929, which sent 

Wall Street in panic and wiped out millions of investors. In 21st century, the Great 

Depression is commonly used as an example of how far an economy can decline. The 

main cause behind this crisis was the fall in aggregate demand due to under consumption 

and over investment. Aggregate supply was greater than aggregate demand which 

resulted into depressing activities. Due to under consumption and over investment the 

stock of finished goods started piling up, which resulted in low price level and 

consequently the low profit level. The money in the economy was converted into unsold 

stock of finished goods that lead to an acute fall in employment and hence income level 

fell drastically. The demand for goods in the economy was so low that the production 

was lowered leading to the unemployment. In USA, the rate of unemployment increased 

from 3% to 25%. 

The Great depression has its own implications and importance in economics, as it leads 

to the failure of the classical approach of economics. Those who believed in the market 

forces of demand and supply, paved the way for emergence of the Keynesian approach. 

It was this incident that provided the economists with sufficient evidence to recognize 

macroeconomics as a separate branch of economics. 

The cause and effect relationship of the Great Depression can be summed up in this flow 

chart 

   Low demand →  Overinvestment →  Low level of employment →  Low level of output →  

Low income →  Low Demand 

6. Enterpreneurs: People who exercise control over major decisions and bear a large part of

the risk associated with the firm / enterprise. 



7. Revenue: The money that is easned is called revenue.

8. Investment Expenditure: Expensed which raise productive capacity are called

inverstment expenditure. 

Four Major Sectors of Economy from Macro Economic Point of View:- 

The four aggregate macroeconomic sectors that form the foundation for 

macroeconomic analysis are the Household Sector, the Business Sector, the 

Government Sector and the foreign sector. These four key functions are responsible 

for four expenditures on Gross Domestic Product (GDP). 

The four major sectors of an economy according to the macroeconomic point of view 

are: 

i. Households

ii. Firms / Business

iii. Government

iv. External sector / Foreign

These can be represented in the following flow chart: 

i. Households: Household means a single individual or a group of individuals who

independently take decisions regarding their economics activities (i.e., consumption 

and production). Household sector buy goods and services for consumption and also 

supply factors of production like land, labour, capital, and entrepreneur. Households 



provide the market for the output of the firms. In short, this sector includes everyone, 

consumers, people and every member of the society. This sector is responsible for 

the consumption expenditures role in GDP. 

ii. Firms: Firms are economic units that carry out the production. They employ and

organize factors of production and undertake production process for the motive of 

profit making. This includes sole proprietorship, partnerships and corporations. This 

sector is responsible for investment expenditure role in GDP. 

iii. Government: A state/government provides law and order, maintains growth

and stability and provides administrative services. The main motive of a government 

is to undertake developmental projects such as dams, roads, heavy industries that 

usually have long gestation periods by imposing taxes. The government invests in 

education, health sector and provides these services at nominal price. The motive of 

a government is to serve and not to make profits. Transportation Dept., 

Environmental Protection agencies are its examples. This sector is responsible for 

government purchase role in GDP. 

External sector: This sector is engaged in export and import (external trade) of 

goods and services. If domestically produced goods and services are sold to the rest 

of the world, then it is called export. If the goods and services are purchased from the 

rest of the world, then it is called import. Apart from export and import of goods, 

there can be inflow of goods (i.e., a country inviting capital from foreign countries) 

and outflow of foreign capital (i.e., investing in foreign countries). The expenditure 

on gross domestic product attributable to the foreign sector is net exports. 

Main Objectives of any Macro Economic Policies:- 



The balance of payment is a comprehensive and systematic records of all economic 

transaction between normal residents of a country and rest of the world during an 

accounting year. 

Accounts of Balance of Payments: 

1. Current Account: The current account records export and import of goods and services

and unilateral transfers. 

2. Capital Account: It records of all such transactions between normal residents of a country and

rest of the world which relates to sale and purchase of foreign assets and liabilit ies during an 

accounting year.  

Components of Current Account Components of Capital Account 

1. Visible items (import and export of

goods) 

1. Foreign Direct investment.

2. Invisible items (import and export

of services). 

2. Loans

3. Unillateral transfers. 3. Portfolio investment.

4. Income receipts and payments from

and to abroad. 

4. Banking capital transactions.

5. These are the transactions which do

not affect the assets or liabilities 

position of the country. 

5. These are the transactions which

affect the assets or liabilities position 

of the country. 

6. It is a flow concept. 6. It is a stock concept.

Balance of trade is the net difference of Import and export of all visible items between the 

normal residents of a country and rest of the world. 

Autonomous items are those items of balance of payment which is related to such transaction 

as are determined by the motive of profit maximisation and not to maintain equilibrium in 

balance of payments. These items are recorded as a first items before calculating deficit or 

surplus in balance of payment a/c. 
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These items are generally called ‘Above the Line items’ in balance of payment. 

Accommodating item refers to transactions that take place because of other activity in 

Balance of Payment. These transactions are meant to restore the Balance of Payment identity. 

These items are generally called ‘Below the Line items’. 

Deficit of Bop Account: When total inflows of foreign exchange on account of autonomous 

transactions are less than total outflows on account such transaction then there is a deficit in Bop. 

Foreign exchange rate refers to the rate at which one unit of currency of a country can be 

exchanged for the number of units of currency of another country. In simple words, we can say that 

the price of one currency in terms of other currency is known as foreign exchange rate or exchange 

rate. 

SYSTEM OF EXCHANGE RATE: 

1. Fixed exchange rate

2. Flexible exchange rate.

In fixed exchange rate system, the rate of exchange is officially fixed or determined by 

Government or Monetary Authority of the country. 

Merits of Fixed Exchange Rate 

(i) Stability in exchange rate

(ii) Promotes capital movement and international trade.

(iii) No scope for speculation

(iv) It forces the govt. to keep inflation in check.

(v) Attracts foreign capital.

Demerits of Fixed Exchange Rate 

(i) Need to hold foreign exchange reserves.

(ii) No automatic adjustment in the ‘Balance of payments.’

(iii) It may result in undervaluation or overvaluation of currency.

(iv) It discourages the objective of having free markets.

In a system of flexible exchange rate (also known as floating exchange rates), the exchange rate is 

determined by the forces of market demand and supply of foreign exchange. 

The demand of foreign exchange have the inverse relation with flexible exchange rate. If flexible 



exchange rate rise the demand of foreign exchange falls. Vice versa. 

Sources of Demand for Foreign Exchange 

(a) To purchase goods and services from the rest of world.

(b) To purchase financial assets (i.e.., to invest in bonds and equity shares) in a foreign

country. 

(c) To invest directly in shops, factories, buildings in foreign countries.

(d) To send gifts and grants to abroad.

(e) To speculate on the value of foreign currency.

(f) To undertake foreign tours.

The supply of foreign exchange have the positive relation with foreign exchange rate. If foreign 

exchange rate rises the supply of foreign exchange also rises and vice versa. 

Sources of Supply of Foreign Exchange 

(i) Direct purchase by foreigners in domestic market.

(ii) Direct investment by foreigners in domestic market.

(iii) Remittances by non-residents living abroad.

(iv) Flow of foreign exchange due to speculative purchases by N.R.I.

(v) Exports of goods and services.

(vi) Foreign direct investment as well as portfolio investment from rest of the world.

Merits of Flexible Exchange Rate 

(i) No need to hold foreign exchange reserves

(ii) Leads to automatic adjustment in the ‘balances of payments’.

(iii) To enhances efficiency in resources allocation.

(iv) To remove obstacles in the transfer of capital and trade.

(v) It eliminates the problem of undervaluation or overvaluation of currency.

(vi) It promotes venture capital in the form of foreign exchange.

Demerits of Flexible Exchange Rate 

(i) Fluctuations in future exchange rate.

(ii) Encourages speculation.

(iii) Discourages international trade and investment.

(iv) It creates a situation of market instability.

Determination of Equilibrium Foreign Exchange Rate: Equilibrium FER is the rate at which 



demand for and supply of foreign exchange is equal. Under free market situation, it is determined by 

market forces i.e., demand for and supply of foreign exchange. There is inverse relation between 

demand for foreign exchange and exchange rate. There is direct relationship b/w supply of foreign 

exchange and exchange rate. Due to above reasons demand curve downward sloping and supply 

curve is upward sloping curve graphically intersection of demand Curve and supply curve 

determines the equilibrium foreign exchange rate. 

Devaluation of a currency: When government or monetary authority of a country officially lowers 

the external value of its domestic currency (in respect of all other foreign currency) is called 

devaluation of a currency. It takes place by government order under fixed exchange rate system. 

Revaluation of a currency: When government or monetary authority of a country officially raises 

the external value of its domestic currency is called revaluation. It takes place by government order 

under fixed exchange rates system. 

In currency depreciation there is a fall in the value of domestic currency, in term of foreign 

currency due to change in demand and supply of the currency under flexible exchange rate system. 

In currency appreciation, there is a rise in the value of domestic currency in terms of 

foreign currency due to change in demand and supply of the currency under flexible 

exchange rate system. 

Managed floating system is a system in which the central bank allows the exchange rate to be 

determined by market forces but intervenes at times to influence the rate. When central bank finds 

the rate is too high, it starts selling foreign exchange from its reserve to bring down it. When it finds 

the rate is too low. It starts buying to raise the rate. 



Goods: In economics a goods is defined as any physical object, man made, that could command a price in 

the market and these are the materials that satisfy human wants and provide utility 

Consumption Goods: Those final goods which satisfy human wants directly. 

E.g.: ice-cream and milk used by the households.

Capital Goods: Those final goods which help in production. These goods are used for generating 

income. These goods are fixed assets of the producers. Ex- plant and machinery. 

Final Goods are those goods which are used either for final consumption or for investment. 

Intermediate Goods refers to those goods and services which are used as a raw material for further 

production or for resale in the same year. 

These goods do not fulfil needs of mankind directly. 

Investment: Addition made to the physical stock of capital during a period of time is called investment. It 

is also called capital formation. 

Capital formation: - Change in the stock of capital is also called capital formation. 

Depreciation: It means fall in value of fixed capital goods due to normal wear and tear and expected 

obsolescence. It is also called consumption of fixed capital. 

Gross Investment: Total addition made to physical stock of capital during a period of time. It includes 

depreciation. OR Net Investment + Depreciation 

Net Investment: Net addition made to the real stock of capital during a period of time. It excludes 

depreciation. 

Net Investment = Gross investment – Depreciation 
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Stocks: Variables whose magnitude is measured at a particular point of time are called stock variables. E.g. 

National Wealth, Inventory etc. 

Flows: Variables whose magnitude is measured over a period of time are called flow variable. E.g. 

National income, change in stock etc. 

Circular flow of income: It refers to continuous flow of goods and services and money income among 

different sectors in the economy. It is circular in nature. It has neither any end and nor any beginning 

point. It helps to know the functioning of the economy. 

Leakage: It is the amount of money which is withdrawn from circular flow of income. For e.g. Taxes, 

Savings and Import. It reduces aggregate demand and the level of income.  

Injection: It is the amount of money which is added to the circular flow of income. For e.g. Govt. Exp., 

investment and exports. It increases the aggregate demand and the level of income. 

Economic Territory: Economic (or domestic) Territory is the geographical territory administrated by a 

Government within which persons, goods, and capital circulate freely. 

Scope of Economic Territory: 

(a) Political frontiers including territorial waters and airspace.

(b) Embassies, consulates, military bases etc. located abroad.

(c) Ships and aircraft operated by the residents between two or more countries.

(d) Fishing vessels, oil and natural gas rigs operated by residents in the international waters.

Normal Resident of a country: is a person or an institution who normally resides in a country and 

whose Centre of economic interest lies in that country. 

Exceptions: - 

(a) Diplomats and officials of foreign embassy.

(b) Commercial travellers, tourist’s students etc.

(c) People working in international organizations like WHO, IMF, UNESCO etc. are treated as normal

residents of the country to which they belong. 



The related aggregates of national income are:- 

(i) Gross Domestic Product at Market price (GDPMP)

(ii) Gross Domestic Product at Factor Cost (GDPFC)

(iii) Net Domestic Product at Market Price (NDPMP)

(iv) Net Domestic Product at FC or (NDPFC)

(v) Net National Product at FC or National Income (NNPFC)

(vi) Gross National Product at FC (GNPFC)

(vii) Net National. Product at MP (NNPMP)

(viii) Gross National Product at MP (GNPMP)

(i) Gross Domestic Product at Market Price: It is the money value of all the final goods and services

produced within the domestic territory of a country during an accounting year. 

GDPMP = Net domestic product at FC (NDPFC) + Depreciation + Net Indirect tax. 

(ii) Gross Domestic Product at FC: It is the value of all final goods and services produced within domestic

territory of a country which does not include net indirect tax. 

GDPFC = GDPMP – Indirect tax + Subsidy or GDPFC = 

GDPMP – NIT 

(iii) Net Domestic Product at Market Price: It is the money value of all final goods and services

produced within domestic territory of a country during an accounting year and does not include 

depreciation.  

NDPMP = GDPMP – Depreciation 

(iv) Net Domestic Product at FC: It is the value of all final goods and services which does not include

depreciation charges and net indirect tax. Thus it is equal to the sum of all factor incomes (compensation 

of employees, rent, interest, profit and mixed income of self-employed) generated in the domestic territory 

of the country. 

NDPFC = GDPMP – Depreciation – Indirect tax + Subsidy 

(v) Net National Product at FC (National Income) : It is the sum total of factor incomes

(compensation of employees + rent + interest + profit) earned by normal residents of a country in 



an accounting year 

or 

NNPFC = NDPFC + Factor income earned by normal residents from abroad - factor 

payments made to abroad. 

(vi) Gross National Product at FC: It is the sum total of factor incomes earned by normal

residents of a country along with depreciation, during an accounting year. 

GNPFC = NNPFC + Depreciation OR 

GNPFC = GDPFC + NFIA 

(vii) Net National Product at MP: It is the sum total of factor incomes earned by the normal

residents of a country during an accounting year including net indirect taxes. 

NNPMP = NNPFC + Indirect tax – Subsidy 

(viii) Gross National Product at MP: It is the sum total of factor incomes earned by normal

residents of a country during an accounting year including depreciation and net indirect taxes. 

GNPMP = NNPFC + Dep + NIT 

Domestic Aggregates 

Gross domestic Product at Market Price  GDPMP is the market value of all the final goods and services 

produced by all producing units located in the domestic territory of a country during an accounting year. It 

includes the value of depreciation or consumption of fixed capital. 

Net Domestic Product at Market Price ( )MP MP MPNDP :NDP =GDP -Depreciation (consumption of Fixed 

capital). It is the market value of final goods and services produced within the domestic territory of the 

country during a year exclusive of depreciation. 

Domestic Income ( )FCNDP : It is the factor income accruing to owners of factors of production for suppling 



factor services with in domestic territory during an accounting year. 

NATIONAL AGGREGATES 

Gross National Product at Market Price ( )MPGNP  is the market value of all the final goods and services

produced by normal residents (in the domestic territory and abroad) of a country during an accounting year. 

( )MP MP FCGDP NFIA GNP MNP+ =

National Income 
FCNNP It is the sum total of all factors incomes which are earned by normal 

residents of a country in the form of wages. Rent, interest and profit during an accounting year. 

FC FCNNP NDP NFIA National Income= + =

National Income at Current Prices: It is also called nominal National income. When goods and services 

produced by normal residents within and outside of a country in a year valued at current year’s prices i.e. 

current prices is called national income at current prices. 

Y = Q x P 

Y = National income at current prices 

Q = Quantity of goods and services produced during an accounting year 

P = Prices of goods and services prevailing during the current accounting year 

National Income at Constant Prices: It is also called as real national income. When goods and services 

produced by normal residents within and outside of a country in a year valued at constant price i.e. base 

year's price is called National Income at Constant Prices. 

Y' = Q x P' 

Y' = National income at constant prices 

Q = Quantity of goods and services produced during an accounting year 

P' = Prices of goods and services prevailing during the base year 



Value of Output: Market value of all goods and services produced by an enterprise during an accounting 

year. 

Value added: It is the difference between value of output of a firm and value of inputs bought from 

the other firms during a particular period of time. 

Problem of Double Counting: Counting the value of a commodity more than once while estimating 

national income is called double counting. It leads to overestimation of national income. So, it is called 

problem of double counting. 

Ways to solve the problem of double counting. 

• By taking the value of only final goods.

• By value added method.

Private Income: Private income is estimated income of factor and transfer incomes from all sources to 

private sector within and outside the country. 

Personal Income: It refers to income received by house hold from all sources. It includes factor income 

and transfer income. 

Personal Disposable Income: It is that part of Personal income which is available to the households 

for disposal as they like. 

GDP and Welfare: 

In general GDP and Welfare are directly related with each other. A higher GDP implies that more production 

of goods and services. It means more availability of goods and services. But more goods and services may 

not necessarily indicate that the people were better off during the year.  

In other words, a higher GDP may not necessarily mean higher welfare of the people. There are two types of 

GDP: 

Real GDP: When the goods and services are produced by all producing units in the domestic territory of a 

country during a/c. year and valued these at base year’s prices or constant price, it is called real GDP or GDP 

at constant prices. It changes only by change in physical output not by change price level. It is called a true 



indicator of economic development. 

Nominal GDP: When the goods and services are produced by all producing units in the domestic territory 

of a country during an a/c. year and valued these at current year’s prices or current prices, it is called 

Nominal GDP or GDP at current prices. It is influenced by change in both physical output and price level. 

It does not consider a true indicator of economic development. 

Conversion of Nominal GDP into Real GDP 

Real GDP = 
Nominal GDP

×100
Price index

Price index plays the role of deflator deflating current price estimates into constant price estimates. In 

this way it may be called GDP deflator. 

Welfare mean material wellbeing of the people. It depends on many economic factors like national income, 

consumption level quality of goods etc. and non-economic factor like environmental pollution, law and order 

etc. the welfare which depends on economic factors is called economic welfare and the welfare which 

depends on non-economic factor is called non-economic welfare. The sum total of economic and non-

economic welfare is called social welfare. Conclusion thus GDP and welfare directly related with each other 

but this relation is incomplete because of the following reasons. 

Limitation of per capita real GDP/GDP as an indicator of Economic welfare: 

• Non-monetary exchange

• Externalities not taken into GDP but it affects welfare.

• Distribution of GDP.

• All product may not contribute equally to economic welfare.

• Contribution of some products may be negative.

• Inflation may give falls impression.



Money: Money may be defined as anything which is generally acceptable as a medium of 

exchange and at the same time acts as a measure, store of value and standard of deferred 

payment. 

Functions of Money: 

1. Primary Functions

a. Medium of exchange

b. Common measure of value or unit of value

2. Secondary Functions

a. Standard of deferred payment

b. Store of value

c. Transfer of value

3. Contingent Functions

a. Basis of credit

b. Liquidity

c. Basis of price mechanism

d. Maximum profit to the producers

e. Maximum satisfaction to the consumers

f. Basis of distribution of income

Barter Exchange: It implies the direct exchange of goods for goods without the use 

of money. 

Difficulties involved in the Barter Exchange: 

1. Lack of a common measure of value.
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2. Lack of double coincidence of wants

3. Lacks of standard of deferred payments.

4. Lack of store of value.

5. Lack of divisibility.

6. Difficulty in exchange of services

Supply of Money: Total stock of money (currency notes, coins and demand deposit of 

banks) in circulation are held by the public at a given point of time. 

Supply of money does not include cash balance held by central and state govt. and stock of 

money held by banking system of country as they are not in actual circulation of the country. 

Measures of Money Supply = Currency held by Public + Net Demand Deposits held by 

commercial banks 

M1 = C + DD + OD 

C = Currency and coins with the public 

DD = Demand deposits of the public with the banks 

OD = Other deposits 

M2 = M1+ Post office savings deposits 

M3 = M1+ Time deposits of commercial banks 

M4= M3+ Total deposits with the post office saving organisation excluding the deposits 

on NSC 

Banks and Banking System:- 

Commercial Banks: Commercial Banks are financial institution who accepts deposits 

from the public and provide loans facilities for investment with the aim of earning profit. 

Functions of Commercial Banks:- 

1. Primary functions:-

(a) Accepting deposits

(b) Advancing loans

(c) Discounting bill of exchange.

2. Secondary functions:-

(i) Agency function



(a) Transfer of fund

(b) Collection of funds

(c) Purchase and sale of shares and securities on behalf of the customers

(d) Collection of dividend and interest

(e) Payment of bills and insurance premium on behalf of customers

(f) Acting as executor and trustee of will

(g) Acting as correspondent and representative of customer and provide letter of credit to

the customer. 

(ii) General utility function

(a) Purchase and sell of foreign exchange.

(b) Issuance of traveller’s cheque.

(c) Safe custody of valuable goods in lockers.

(d) Underwriting of securities.

Central Banks: The central Bank is the apex institution of monetary and financial system of 

a country. It makes monetary policy of the country in public interest. It manages, supervises 

and facilitates the banking system of the country. 

Functions of Central Banks 

1. Bank of Issue

2. Banker to the Government

3. Banker’s Bank and Supervisor.

4. Controller of credit.

5. Lender of last resort

6. Custodian of foreign exchange reserves

MONEY CREATION OR CREDIT CREATION BY COMMERCIAL BANKS 

CREDIT is defined as finance made available by one party to another party on a certain rate 

of exchange. 

The capacity of banks to create money or credit depends on (i) Amount of primary deposits 

and (ii) Legal reserve ratio (LRR). 



Legal Reserve Ratio (LRR):- is fixed by the central bank of a country and it is the 

minimum ratio of deposit legally required to be kept as cash by banks. 

Cash Reserve Ratio (CRR):- It is a part of LRR which is to be kept with the central bank. 

Statutory Liquidity Ratio (SLR):- It is a part of LRR which is to be kept with the 

bank themselves. 

Commercial bank’s demand deposits are a part of money supply. Commercial banks lend 

money to the borrowers by opening demand deposit account in their names. The borrowers 

are free to use this money by writing cheques. According to definition demand deposits are a 

part of money supply.  

Therefore, by creating additional demand deposits bank create money. Money creation 

depends upon two factor:  

Primary deposits and Legal Reserve Ratio (LRR).  

Deposit Multiplier = 1/LRR Total Deposit creation = Initial deposit X 1/LRR. 

Repo rate: Repo rate is the rate at which the central bank of a country (Reserve Bank 

of India in case of India) lends money to commercial banks in the event of any shortfall 

of funds. Repo rate is used by monetary authorities to control inflation. 

Description: In the event of inflation, central banks increase repo rate as this acts as a 

disincentive for banks to borrow from the central bank. This ultimately reduces the money 

supply in the economy and thus helps in arresting inflation. 

Reverse repo rate: Reverse repo rate is the rate at which the central bank of a country 

(Reserve Bank of India in case of India) borrows money from commercial banks within the 

country. It is a monetary policy instrument which can be used to control the money supply in 

the country. 

Description: An increase in the reverse repo rate will decrease the money supply and vice-

versa, other things remaining constant. An increase in reverse repo rate means that 

commercial banks will get more incentives to park their funds with the RBI, thereby 

decreasing the supply of money in the market. 

Fiat Money: - Fiat money is currency that a government has declared to be legal tender, but 

it is not backed by a physical commodity. The value of fiat money is derived from the 

relationship between supply and demand rather than the value of the material from which 



the money is made. 

Fiduciary Money: - Money that depends for its value on confidence that it is an accepted 

medium of exchange. It originated as a paper certificate that was a promise to pay a certain 

amount of gold or silver to the bearer. From the Latin fiducia meaning confidence or trust. 

High Powered Money: - This is the monetary aggregate that the Federal Reserve has control 

over through its monetary policy. Also called High Powered Money because the effect of 

changes in monetary base on money supply is magnified by money multiplier. 



Aggregate Demand refers to total value of all final goods and services that are planned to 

buy by all the sectors of the economy at a given level of income during a period of time. 

AD represents the total expenditure on goods and services in an economy during a period 

of time. 

Components of Aggregate demand are: 

(i) Household consumption expenditure (C).

(ii) Investment expenditure (I).

(iii) Govt. consumption expenditure (G).

(iv) Net export (X – M).

Thus, AD = C + I + G + (X – M) 

In two sector economy AD = C + I 

Aggregate Supply is the money value of all final goods and services available for purchase 

by an economy during a given period. It is the flow of goods and services in the economy. 

Since, money value of final goods and services is equal to net value added, AS is nothing 

but the national income. 

AS = C + S 

Aggregate supply represents the national income of the country. 

AS = Y (National Income) 

Consumption function shows functional relationship between consumption and Income. 

C = f(Y) 

Where C = Consumption 

Y = Income 

f= Functional relationship. 
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Equation of Consumption Function 

C =  C + MPC * Y 

C = Consumption  

C = Autonomous consumption.

MPC(b)= Marginal Propensity to consume

C does not changed/affected by change in income. It is minimum level of consumption,

even when income is zero. Consumption expenditure at zero level of income is called 

autonomous consumption. It is income inelastic. 

Induced consumption is the expenditure which is affected by change in income. It is indicated 

by MPC × Y. Induced consumption is the portion of consumption that varies with 

disposable income. 

Average Propensity to consume: - It is a schedule that shows consumption expenditure at 

different levels of income in an economy. 

Consumption function (propensity to consume) is of two types: 

(a) Average propensity to consume (APC)

(b) Marginal propensity to consume (MPC)

Average propensity to Consume (APC): It refers to the ratio between total consumption 

(C) and total income (Y) at given level of income in the economy.

( )
( )

Consumption C C
APC= =

Income Y Y

Important Points about APC 

(i) APC is more than 1: as long as consumption is more than national income before

the break-even point, APC > 1. 

(ii) APC = 1, at the break-even point, consumption is equal to national income.

(iii) APC is less than 1: beyond the break-even point. Consumption is less than

national income. 

(iv) APC falls with increase in income.



(v) APC can never be zero: because even at zero level of national income,

there is autonomous consumption. 

Marginal Propensity to Consume (MPC): Marginal propensity to consume refers to 

the ratio of change in consumption expenditure to change in income. 

Change in Consumption ΔC
MPC = =

Change in Income ΔY

Important Points about MPC 

(1) Value of MPC varies between O and 1: If the entire additional income is consumed,

then ΔC = ΔY, making MPC = 1. However, if entire additional income is saved, than ΔC = 0, 

making MPC = 0  

(2) MPC is the slope of consumption curve and remain constant throughout in the short run.

(3) Value of APC > MPC

Saving function refers to the functional relationship between saving and national income. 

S = f (y) 

Equation of Saving function 

S = C−  + MPS. 

where S = saving 

Y = National Income 

f = Functional relationship. 

Saving function (Propensity to Save) is of two types. 

(i) Average Propensity to Save (APS)

(ii) Marginal propensity to Save (MPS)

Average Propensity to Save (APS): Average propensity to save refers to the ratio of savings 

to the corresponding level of income 

Savings S
APS= =

Income Y



Important Point about APS 

(1) APS can never be 1 or more than 1 :As saving can never be equal to or more

than income. 

(2) APS can be zero: At break even point C = Y, hence S = 0

(3) APS can be negative: At income levels which are lower than the break-even point,

APS can be negative when consumption exceeds income. 

(4) APS rises with increase in income.

Marginal Propensity to Save (MPS): Marginal propensity to save refers to the ratio 

of change in savings to change in total income. 

Change in Savings ΔS
MPS= =

Change in Income ΔY

MPS varies between 0 and 1 

(i) MPS = 1 if the entire additional income is saved. In such a case, ΔS = ΔY, then MPS = 1

(ii) MPS = 0 If the entire additional income is consumed. In such a case, ΔS = 0, then

MPS = 0

(iii) Mps is the slope of saving curve.

(iv) MPS remains constant throughout in short run.

Relationship between APC and APS 

The sum of APC and APS is equal to one. It can be proved as under we 

know: APC + APS = 1 

Y = C + S 

Dividing both sides by Y, we get 

1

Y C S

Y Y Y

C
APC

Y
APC APS

S
APS

Y

= +

 
= 

= +  
 =
  

APC + APS = 1 



Because income is either used for consumption or for saving. 

MPC + MPS = 1 because total increment in income is either used for consumption or 

for saving. 

Investment refers to the expenditure incurred on creation of new capital assets. 

The investment expenditure is classified under two heads: 

(i) Induced investment

(ii) Autonomous investment.

Induced Investment: Induced investment refers to the investment which depends on the 

profit expectations and is directly influenced by income level (only for reference). 

Autonomous Investment: Autonomous investment refers to the investment which is not 

affected by changes in the Level of income and is not induced solely by profit motive. It 

is income inelastic. 

Ex-Ante Savings: Ex-ante saving refers to amount of savings which all the household 

intended to save at different levels of income in the economy at the beginning of period. It is 

also known as planned savings. 

Ex-Ante Investment: Ex-ante investments refers to amount of investment which all the 

firms plan to invest at different level of income in the economy at the beginning of the 

period. It is also known as planned investment. 

Ex-Post Saving: Ex-post savings refer to the actual or realised savings in an economy during 

a financial year at end of the period. 

Ex-Post Investment: Ex-post investment refers to the actual or realised investment in an 

economy during a financial year at the end of the period. 

Equilibrium level of income is determined only at the point where AD = AS or S = I, .i.e. 

the flow of goods and services in the economy is equal to the demand for goods and services 



But it cannot always be at full employment level also as it can be at less than full 

employment. 

Full employment is a situation when all those who are able and willing to work 

at prevailing wage rate, get the opportunity to work. 

Voluntary unemployment is a situation where person is able to work but not willing 

to work at prevailing wage rate. 

Involuntary unemployment is a situation where worker is able and willing to work at 

prevailing wage rate but does not get work. 

Under employment is a situation where all those who are able to work at existing wage 

rates, are not getting jobs. It refers to that situation in the economy where AS = AD or S = 

I, but without fuller utilisation of labour force. 

Investment multiplier (K) is the ratio of change in income (ΔY) due to change in 

investment ΔI. 

1 1

1

Y
K or K or K

I MPC MPS


= = =
 −

Value of investment multiplier lies b/w 1 to infinitive. 

Excess demand refers to a situation when aggregate demand exceeds aggregate supply 

corresponding to full employment. 

Inflationary gap is the gap by which actual aggregate demand exceeds the level of aggregate 

demand required to establish full employment. 

It measures the extent of excess demand. 

Deficient Demand: When AD falls short of AS at full employment it is called 

deficient demand. In other words, AD < AS at the level of full employment. It is 

called deficient demand. 

Deflationary gap is the gap by which actual aggregate demand is less than the level 



of aggregate demand required to establish full employment. 

It measures the extent of deficient demand. 

Methods to control excess demand or deficient demand: 

1. Fiscal Measures or Fiscal Policy

a. Change in Tax

b. Change in Public expenditure

c. Change in Public borrowing

d. Deficit financing (Printing new notes)

2. Monetary Measures or Monetary Policy

a. Quantitative measures

i. Bank rate

ii. Cash Reserve Ratio

iii. Statutory Liquidity Ratio

iv. Open Market operation

b. Qualitative/Selective measures

i. Marginal requirement

ii. Rationing of credit

iii. Direct Action

iv. Moral Suasion



Budget is a financial statement showing the expected receipt and expenditure of Govt. for the coming fiscal 

or financial year. 

Main objectives of budget are: 

(i) Reallocation of resources.

(ii) Redistribution of income and wealth

(iii) Economic Stability

(iv) Management of public enterprises.

(v) Economic Growth

(vi) Generation of employment

There are two components of budget: 

(a) Revenue budget

(b) Capital budget

Revenue Budget consists of revenue receipts of govt. and expenditure met from such revenue. 

Capital budget consists of capital receipts and capital expenditure. 

BUDGET RECEIPTS: 

1. Revenue Receipts

• Tax

a. Direct Tax

i. Income tax

ii. Corporate Tax

iii. Wealth and Property Tax

b. Indirect Tax
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i. Value added Tax

ii. Service Tax

iii. Excise Duty

iv. Custom Duty

v. Entertainment Tax

• Non-Tax

a. Commercial Revenue

b. Interest

c. Dividend, Profits

d. External Grants

e. Administrative Revenues

f. Fees

g. License Fee

h. Fines, Penalties

i. Cash grants-in-aid from foreign countries and international org.

2. Capital Receipts

A. Borrowing and Other liabilities

B. Recovery of Loans

C. Other receipts (Disinvestments)

Direct Tax: A direct tax is one whose burden cannot be shifted to others I.e. the impact and incidence of the 

tax is on the same person.ex- income tax, wealth tax, gift tax. 

Indirect Tax: An indirect tax is one whose burden can be shifted to others or the impact and incidence of an 

indirect tax falls on different people. ex- excise duty, VAT, service tax. 

Revenue Receipts: 

(i) Neither creates liabilities for Govt.

(ii) Nor causes any reduction in assets.

Capital Receipts: 

(i) It creates liabilities or

(ii) It reduces financial assets.



BUDGET EXPENDITURE: 

1. Revenue Expenditure

(i) Neither creates assets

(ii) Nor reduces liabilities.

e.g., Interest Payment, subsidies etc.

Capital Expenditure: 

(i) It creates assets

(ii) It reduces liabilities.

e.g., Construction of school building Repayment of loans etc.

Budget Deficit:- It refers to a situation when budget expenditure of a govt. are greater than the govt. receipts. 

Budgetary Deficit: Total Expenditure > Total Receipts. 

Revenue deficit: It is the excess of govt. revenue expenditure over revenue receipts. 

Revenue Deficit: Total revenue expenditure > Total revenue receipts 

Implications of Revenue Deficit are: 

• A high revenue deficit shows fiscal indiscipline.

• It shows wasteful expenditures of Govt. on administration.

• It implies that government is dissaving, i.e. government is using up savings of other sectors of the

economy to finance its consumption expenditure.

• It reduces the assets of the govt. due to disinvestment.

• A high revenue deficit gives a warning signal to the government to either curtail its expenditure or

increase its revenue.

Fiscal Deficit: When total expenditure exceeds total receipts excluding borrowing. 

Fiscal Deficit: Total expenditures > Total Receipts excluding borrowing. 

Implications of Fiscal Deficits are: 

(i) It leads to inflationary pressure.

(ii) A country has to face debt trap.

(iii) It reduces future growth and development.

(iv) It increases liability of the government.

(v) It increases foreign dependence.

Primary Deficit: By deducting Interest payment from fiscal deficit we get primary deficit. 



Primary Deficit: Fiscal deficit – Interest payments. 

Implications of Primary Deficits are: 

It indicates, how much of the government borrowings are going to meet expenses other than the interest 

payments. 

Measures to correct different deficits:- 

(i) Monetary expansion or deficit financing.

(ii) Borrowing from public.

(iii) Disinvestment

(iv) Borrowing from international monetary institution and other countries.

(v) Lowering govt. expenditure.

(vi) Increasing govt. revenue.



Markets are classified into – 

1) Perfect Competition 2) Monopoly 3) Monopolistic Competition 4) Oligopoly

power to set the price of a homogeneous product. There are few if any perfectly competitive 

markets. Still, buyers and sellers in some auction-type markets, say for commodities (like wheat) or 

some financial assets, may be closer to this market. Demand and supply curves become fully 

operational only in the case of perfect competition. Specific characteristics of a perfect market are 

    Infinite (very large number of) buyers and sellers 

    Zero entry and exit barriers 

    Perfect factor mobility 

    Perfect information 

    Zero transaction costs 

    Property rights 

A monopoly is a market structure in which a single supplier produces and sells a given product. If 

there is a single seller in a certain industry and there are no close substitutes for the product, then 

the market structure is that of a "pure monopoly". Railway is a pure monopoly, but since it is for 

public good, it is desirable. 

Sometimes, there are many sellers in an industry and/or there exist many close substitutes for the 

goods being produced, but nevertheless companies retain some market power. This is termed 

monopolistic competition. Most of the items we find in the grocery shops are part of monopolistic 

competition. 

An oligopoly is a market form in which a market or industry is dominated by a small number of 

sellers. Because there are few sellers, each oligopolist is likely to be aware of the actions of the 

others. The decisions of one firm influence, and are influenced by, the decisions of other firms. For 

example, telecom and civil aviation – if one firm reduces the price, others will also have to be. 

Cartels convert oligopolistic markets into monopoly. Most famous cartel is OPEC, for petroleum 

pricing. 

Resource Allocation – “What to produce…and in what quantity?” 

Two ways of allocation 

 Government (Planning Commission) through taxation, subsidies, licensing, quota etc 

o Advantage – Can take care of even those who are willing, but ‘unable’ to

buy; can take care of the macroeconomic problems (unemployment)

o Disadvantage – Less efficient

 Market Mechanism based on demand and supply considerations 

o Advantage – Based on collective wishes of people; more competition leading

to higher efficiency of firms; more initiatives (by private players)

Perfect competition describes markets such that no participants are large enough to have the 

market 
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o Disadvantage – Cannot ensure social justice; cannot fill the gap between

‘need and supply’; insensitive to the macroeconomic problems (inflation,

environment degradation)

Government Intervention: In general, govt intervention in the market mechanism creates 

distortions like suppliers reducing production, shortages, unequal distribution and black marketing.  

But the govt can provide subsidies to (poor) consumers and incentives to (unwilling) 

producers  

Administrative measures can take care of black marketing (Acts like Prevention of Black 

Marketing and Maintenance of Essential Supplies) 

Post reforms (1991), govt has started inviting private players to participate in otherwise non-

profitable sectors (like infrastructure) by providing them Viability Gap Funding (VGF) 

VGF - Ministry of Finance Department, Department of Economic affairs has introduced a 

scheme for support to public private partnership (PPP) in infrastructure. G.O.I. has made 

provision to financially support the viability gap to the tune of 20% of the cost of the 

project in the form of capital grant from its viability gap fund. The scheme is confined to 

Public Private Partnership projects taken by the Government or its agencies, where the 

private sector is selected through open competitive public bidding. Under the scheme 

of Government of India, a provision has been made that Government of India’s support 

will be limited to tune of 20% of the cost of the Project. It is also mentioned that State 

Government or its agencies that owns the project may also provide additional grants out 

of its budget not exceeding further 20% of the total cost of the Project. 

LPG – Liberalization (reducing govt control and allowing economic units to take their 

own decisions, Privatization (increasing the role of private sector), Globalization 

(integrating Indian economy with the world economy) 

Competition Commission of India created in 2002 is not anti-competition – it ensures 

that the companies play by the rules and no company takes undue advantages 

National Income Accounting 

Gross Domestic Product (GDP) – Monetary value of all final goods and services produced in the 

domestic territory of a country during an accounting year.  

Capital goods (e.g. machinery) are included in GDP, but intermediate goods (e.g. raw 

materials) are not  

Same good can be final (you consuming milk ) or intermediate (milk in the restaurant) 

depending on the usage 

Intermediate goods and services are not included to avoid double counting 

In India, Services Sector contributes 60% to the GDP 

Domestic Territory = Country’s boundary + Embassies/Consulates + Military 

Establishments of the country abroad + Ships/Aircrafts/Fishing Vessels/Oil Rigs 

belonging to the residents of the country 

Accounting Year = Fiscal Year; for India it is 1st of April to 31st of March (next year) 



Will include the income generated by MNCs in India 

Gross National Product – GNP is the total value of final goods and services by normal residents of 

India within an accounting year. GDP includes the contribution made by non-resident producers - 

who work in the domestic territory of other countries - by way of wages, rent, interest and profits. 

For example, the income of all people working in Indian banks abroad is the factor income earned 

abroad. Net factor income from abroad is the difference between the income received from abroad 

for rendering factor services and the income paid for the factor services rendered by non-residents 

in the domestic territory of a country. GNP is, thus, the sum of GDP and net factor incomes from 

abroad.  

In brief, GNP = GDP + NFIA (net factor income from abroad). 

Normal Resident – GoI defines it as someone who has long term economic interest in India. 

Inputs – 1) Factor: Land, Labour, Capital & Entrepreneurship 2) Non-factor: All others (raw 

materials)  

NFIA may be positive or negative. In case of India, it is negative; so our GDP > GNP 

Net value = Gross – Depreciation 

Net Domestic Product (NDP) = GDP – Depreciation 

Net National Product (NNP) = GNP – Depreciation 

NNP = NDP + NFIA (similar to the relation between GNP & GDP) 

Theoretically ‘net’ is a better measure of the health of an economy than ‘gross’ but it is 

difficult to estimate net values – so GDP & GNP are commonly used measures 

Factor Cost (FC) vs Market Price (MP) 

FC includes rent, wages, interest and profit 

MP = FC + Net Indirect Taxes 

o Net Indirect Taxes = Indirect Taxes – Subsidies

o Therefore, GDP at MP = GDP at FC + Net Indirect Taxes

Direct Taxes imposed on income and wealth of people and corporates (Income tax, wealth 

tax etc); indirect taxes on goods and services (sales tax, excise duty) 

FC is used for estimating growth (e.g. our annual GDP numbers) 

o GDP at MP can increase merely by increasing the taxes, even without increase in

production

Current Prices vs Constant Prices 

Current – Values estimated at prevailing (current) prices 

 GDP at current prices is called Nominal GDP

 Govt always gets its data in terms of Nominal GDP and then converts it to Real GDP

Constant – Values estimated at the prices of a base year 

 For India, the base year is 2004-05

 Growth is always estimated at constant price



o So, when we say that the GDP growth rate of India in 2011-12 was 6.5 %, it is

estimated at factor cost and constant prices.

o GDP at current price can increase because of inflation – not a true indicator

of increase in production. So it is not used.

o GDP at Constant Prices is called Real GDP – it cannot increase without a real

increase in production.

Converting Nominal to Real GDP – Two ways 

 Estimate inflation, deduct its impact on the nominal GDP – deflating the nominal

GDP

o Real GDP = (Nominal GDP/GDP Deflator) x 100

o GDP Deflator is an index number used to represent inflation

 Estimate the actual numbers of production – very tough to do.

Criteria for selection of base year 

 Normal year – neither too high nor too low

 Latest possible year

 Relevant data for that year should be readily available

Two data collection agencies in India 

 Central Statistical Organisation (CSO) – Estimates National Income

 National Sample Survey Organisation (NSSO) – Collects data on employment,

poverty, consumption, expenditure, etc

o Sample Surveys conducted annually, but Large Sample Surveys conducted

every 5 years

o Latest was the 66th Round of NSSO (2009-10) – but not selected as a base

year, because it wasn’t a normal year (economy affected by financial crisis)

 So, the last Large Sample Survey (61st Round, 2004-05) was used for

selecting the base year



National Income – Total value of final goods and services produced by the normal residents during 

an accounting year, after adjusting depreciation. 

 It is Net National Product (NNP) at Factor Cost (FC)

 It does not include taxes, depreciation and non-factor inputs (raw materials)

Domestic Income - Total value of final goods and services produced within a domestic territory 

during an accounting year, after adjusting depreciation. 

 It is NDP at FC

 Both NNP and NDP can be measured at constant prices (real income) or market prices

(nominal income)

 Domestic Income + NFIA = National Income

1. Income Method – Estimated by adding all the factors of production (rent, wages, interest,

profit) and the mixed income of self-employed.

 In India, one-third people are self-employed

 This is the ‘domestic’ income, related to the production within the borders of the

country

2. Production (Value Added) Method – Estimated by adding the value added by all the firms

 Value added = Value of Output – Value of (non-factor) inputs

 This gives GDP at Market Price (MP) – because it includes depreciation (therefore

‘gross’) and taxes (therefore ‘market price’)

 To reach National Income (that is, NNP at FC)

i. Add Net Factor Income from Abroad: GNP at MP = GDP at MP + NFIA

ii. Subtract Depreciation: NNP at MP = GNP at MP – Dep

iii. Subtract Net Indirect Taxes: NNP at FC = NNP at MP – NIT

3. Expenditure Method

 Y = C + I + G + (X-M), where Y = GDP at MP, C = Private Sector’s Expenditure on final

consumer goods, G = Govt’s expenditure on final consumer goods, I = Investment or

Capital Formation, X = Exports, I = Imports, X-M = Net Exports

Any of these methods can be used in any of the sectors – the choice of the method depends on the 

convenience of using that method in a particular sector 

Sectors of Indian Economy 

1. Primary Sector – Agriculture and allied activities, Mining and Quarrying

 Production Method used here

2. Secondary Sector – Manufacturing, Electricity, Gas and Water Supply, Construction

 Production Method used for all segments except construction (where expenditure

method is used)

3. Tertiary Sector – All services

Measurement of National Income can be done by three methods 
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 Income Method used here

Sometimes another classification is used, where Indian Economy is divided into three segments – 

1. Agriculture – This includes agriculture and allied activities

2. Industry – This includes Mining and Quarrying, Manufacturing and Electricity

o In IIP, this classification is used to refer to ‘industry’

3. Services – This includes construction and all services

Items not included in National Income – Intermediate goods, Transfer payments (unilateral 

payments made without expectations of return; like gifts, unemployment allowance, donations etc), 

sale and purchase of old goods and existing services (shares are not included, unless they are 

through an IPO), windfall gains (lottery income), black money (cannot be estimated), work done by 

housewives 

Items included in National Income (NI) – Goods produced for self-consumption, estimated 

rent of self-occupied property 

Quick Facts 

First rough estimate of NI was done by Dadabhai Naoroji for 1867-68; published in his book 

Poverty and Unbritish rule in India (famous for its Drain of Wealth theory) 

First scientific estimate made by Prof V K R V Rao (1931-32) 

GoI estimated the NI for the first time in 1948-49 through the Ministry of Commerce 

National Income Committee was set up in 1949 (Chairman – Dr P C Mahalanobis)  

o P C Mahalanobis was also the chairman of Indian Statistical Institute

Currently, Central Statistical Organization (est 1950) estimates NI (since 1956) 

o It publishes National Accounts Statistics annually

o Under the Ministry of Statistics and Programme Implementation

o Now, CSO has been merged with National Sample Survey Organization to form

National Statistical Organization

Problems faced in the estimation of National Income 

I. Conceptual problems – what should be included or excluded in NI? (e.g. which activities of

foreign firms or the govt should be considered productive?)

II. Practical or Statistical problems – small shopkeepers, casual workers etc don’t keep a proper

record of their income/expenditure; non-market activities (self-consumption) are tough to

estimate

Per Capita Income = National Income/Population 

 For FY 2011-12, it was Rs 60,000 (nominal) 

Economic Growth and Development 

If the production of goods and services increases, we call it Economic Growth 



That process of Economic Growth which leads to improvement in the general welfare of 

people is called Economic Development. It means progressive changes in the socio-economic 

structure of the country 

Economic Growth Economic Development 

Increase in production Increase in production and welfare 

Quantitative concept Qualitative concept 

Uni-dimensional Multidimensional 

Just a means to an end An end in itself – this is what countries aim at 

Major concern of developed countries Major concern of developing countries 

Growth can happen without development Development cannot happen without growth 

Indicators 
 Real GDP
 Real per capita income

Indicators 
 Human Development Index
 Physical Quality of Life Index
 Net Economic Welfare (NEW)

Net Economic Welfare (NEW) – The major problem of GNP as a measure of welfare is that it 

measures the commercial transactions taking place in the economy while the welfare of the 

individuals depends on many other non-transactional aspects. This concept of NEW was popularized 

by Paul Samuelson.  

NEW = GNP + Housewives’ Services + Value of Leisure – Expenditure on defence – Cost of 

Environmental degradation 

Practically, it is tough to estimate this. Therefore, it was not widely adopted 

Per Capita Income (PCI) – It is not a satisfactory indicator of economic development because it 

increases if the overall national income increases, without regard to the composition of the national 

income. For example, even if the govt produces a lot of weapons during war, PCI will go up. It does 

not take into account the welfare dimension (poverty, literacy, political liberty, environment etc).  

Physical Quality of Life Index (PQLI) – Introduced by M D Morris in 1979, it is the average of three 

statistics: basic literacy rate (at the age of 15 years), infant mortality, and life expectancy at age one, 

all equally weighted on a 0 to 100 scale. It was widely used till 1990, when HDI was introduced.  

Human Development Index (HDI) – It was created by economist Mahbub ul Haq (Pakistan), followed 

by economist Amartya Sen in 1990, and is published by the United Nations Development 

Programme. 

Three basic things separate the HDI from the rest: First, HDI is supplemented by other indices that 

give, separately, specific characteristics of development and, together, a broader picture of the 

development processes taking place. Second, it was developed and is backed by the United 

Nations Development Programme (UNDP), the major United Nations development agency and a 

major international forum of development. Third and most important, human development is not 

only a new measure of development performance; it involves an altogether new approach to 

development efforts. 



The three dimensions of HDI are long and healthy life (indicator – life expectancy at birth), 

knowledge (indicator – mean and expected years of schooling) and decent standard of living (GNI 

per capita). The geometric mean of the three indicators is the HDI.  

2010 Human Development Report was important because it was the 20th year of HDI measurement 

and certain changes were introduced in the parameters of HDI 

GNI per Capita = GNP/Population; Per Capita Income = NNP/Population 

Life Expectancy index for a country = (Actual value – minimum value)/(Maximum Value – 

Minimum Value) 

o So, for India, it is (65.4 – 20)/(83.4 – 20) = 45.4/63.4 = 0.716

o Similarly, other indices are also calculated

India’s HDI is 0.547, placing it at a low rank of 134 out of 187 countries. 

o India has the world's largest number of multidimensionally poor, more than half of

the population, at 612 million

o Overall ranks – 1. Norway 2. Australia 3. New Zealand 4. US……187. Republic of

Congo

o India was below China but above Pakistan

o India features in the ‘Medium Human Development’ group



calculating the human development indices—graphical presentation
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Technical note 1. calculating the human Development index

The Human Development Index (HDI) is a summary measure 
of human development. It measures the average achievements in a 
country in three basic dimensions of human development: a long 
and healthy life, access to knowledge and a decent standard of liv-
ing. The HDI is the geometric mean of normalized indices mea-
suring achievements in each dimension. For a full elaboration of 
the method and its rationale, see Klugman, Rodriguez and Choi 
(2011). This technical note describes the steps to create the HDI, 
data sources and the methodology used to express income.

steps to estimate the human Development 
index
There are two steps to calculating the HDI.

Step 1. Creating the dimension indices
Minimum and maximum values (goalposts) are set in order 
to transform the indicators into indices between 0 and 1. The 
maximums are the highest observed values in the time series 
(1980–2011). The minimum values can be appropriately con-
ceived of as subsistence values. The minimum values are set at 
20 years for life expectancy, at 0 years for both education vari-
ables and at $100 for per capita gross national income (GNI). 
The low value for income can be justified by the considerable 
amount of unmeasured subsistence and nonmarket production 
in economies close to the minimum, not captured in the offi-
cial data.

Goalposts for the Human Development Index in this Report
Dimension Observed maximum Minimum
Life expectancy 83.4

(Japan, 2011)
20.0

Mean years of schooling 13.1
(Czech Republic, 2005)

0

Expected years of schooling 18.0
(capped at)

0

Combined education index 0.978
(New Zealand, 2010)

0

Per capita income (PPP $) 107,721
(Qatar, 2011)

100

Having defined the minimum and maximum values, the sub-
indices are calculated as follows:

Dimension index = actual value – minimum value
maximum value – minimum value

. (1)

For education, equation 1 is applied to each of the two subcom-
ponents, then a geometric mean of the resulting indices is created 
and finally, equation 1 is reapplied to the geometric mean of the 
indices using 0 as the minimum and the highest geometric mean 
of the resulting indices for the time period under consideration as 

the maximum. This is equivalent to applying equation 1 directly 
to the geometric mean of the two subcomponents.

Because each dimension index is a proxy for capabilities 
in the corresponding dimension, the transformation func-
tion from income to capabilities is likely to be concave (Anand 
and Sen 2000). Thus, for income the natural logarithm of the 
actual minimum and maximum values is used.

Step 2. Aggregating the subindices to produce the Human 
Development Index
The HDI is the geometric mean of the three dimension indices:

(ILife 1/3 . IEducation 1/3 . IIncome 1/3). (2)

Example: Viet Nam
Indicator Value

Life expectancy at birth (years) 75.2

Mean years of schooling (years) 5.5

Expected years of schooling (years) 10.4

GNI per capita (PPP $) 2,805

Note: Values are rounded.

Life expectancy index = 75.2 – 20
83.4 – 20

 = 0.870

Mean years of schooling index = 5.5 – 0
13.1 – 0

 = 0.478

Expected years of schooling index = 10.4 – 0
18 – 0

 = 0.576

Education index = 0.478 . 0.576 – 0
0.978 – 0  = 0.503

Income index =  
ln(2,805) – ln(100)

ln(107,721) – ln(100)  = 0.478

Human Development Index = 3  0.870 . 0.503 . 0.478 = 0.593  

Data sources
• Life expectancy at birth: UNDESA (2011)
• Mean years of schooling: HDRO updates (http://hdr.

undp.org/en/statistics/) based on UNESCO data on edu-
cation attainment (http://stats.uis.unesco.org/unesco)
using the methodology outlined in Barro and Lee (2010a)

• Expected years of schooling: UNESCO Institute for
Statistics (2011)

• GNI per capita: World Bank (2011a), IMF (2011), UNSD 
(2011) and UNDESA (2011)



Methodology used to express income
GNI is traditionally expressed in current terms. To make GNI 
comparable across time, GNI is converted from current to con-
stant terms by taking the value of nominal GNI per capita in 
purchasing power parity (PPP) terms for the base year (2005) 
and building a time series using the growth rate of real GNI 
per capita, as implied by the ratio of current GNI per capita in 
local currency terms to the GDP deflator.

Official PPPs are produced by the International Compari-
son Program (ICP), which periodically collects thousands of 
prices of matched goods and services in many countries. The 
last round of this exercise refers to 2005 and covers 146 coun-
tries. The World Bank produces estimates for years other than 
the ICP benchmark based on inflation relative to the United 
States. Because other international organizations—such as the 
World Bank and the International Monetary Fund (IMF)—
quote the base year in terms of the ICP benchmark, the HDRO 
does the same.

To obtain the income value for 2011, IMF-projected GDP 
growth rates (based on constant terms) are applied to the most 

recent GNI values. The IMF-projected growth rates are calcu-
lated in local currency terms and constant prices rather than 
in PPP terms. This avoids mixing the effects of the PPP conver-
sion with those of real growth of the economy.

estimating missing values
For a small number of countries that were missing one out of 
four indicators, the HDRO filled the gap by estimating the 
missing value using cross-country regression models. The 
details of the models used are available at http://hdr.undp.org/
en/statistics/understanding/issues/.

In this Report, the PPP conversion rates were estimated 
for three countries (Cuba, Occupied Palestinian Territory 
and Palau), expected years of schooling were estimated for five 
countries (Barbados, Haiti, Montenegro, Singapore and Turk-
menistan) and mean years of schooling were estimated for eight 
countries (Antigua and Barbuda, Eritrea, Grenada, Kiribati, 
St. Kitts and Nevis, St. Lucia, St. Vincent and the Grenadines, 
and Vanuatu). This brought the total number of countries in 
the HDI in 2011 up to 187, from 169 in 2010.

Technical note 2. calculating the inequality-adjusted human Development index

The Inequality-adjusted Human Development Index (IHDI) 
adjusts the Human Development Index (HDI) for inequality 
in the distribution of each dimension across the population. It 
is based on a distribution-sensitive class of composite indices 
proposed by Foster, Lopez-Calva, and Szekely (2005), which 
draws on the Atkinson (1970) family of inequality measures. 
It is computed as a geometric mean of geometric means, calcu-
lated across the population for each dimension separately (for 
details, see Alkire and Foster 2010).

The IHDI accounts for inequalities in HDI dimensions by 
“discounting” each dimension’s average value according to its 
level of inequality. The IHDI equals the HDI when there is 
no inequality across people but falls further below the HDI 
as inequality rises. In this sense, the IHDI is the actual level 
of human development (taking into account inequality), while 
the HDI can be viewed as an index of the “potential” human 
development that could be achieved if there was no inequality. 
The “loss” in potential human development due to inequality 
is the difference between the HDI and the IHDI and can be 
expressed as a percentage.

Data sources
Since the HDI relies on country-level aggregates such as 
national accounts for income, the IHDI must draw on alter-
native sources of data to obtain insights into the distribution. 
The distributions have different units—life expectancy is 

distributed across a hypothetical cohort, while years of school-
ing and income are distributed across individuals.

Inequality in the distribution of HDI dimensions is esti-
mated for:
• Life expectancy, using data from abridged life tables pro-

vided by UNDESA (2011). This distribution is grouped in 
age intervals (0–1, 1–5, 5–10, ... , 85+), with the mortality
rates and average age at death specified for each interval.

• Mean years of schooling, using household survey data har-
monized in international databases, including the Luxem-
bourg Income Study, EUROSTAT’s European Union Sur-
vey of Income and Living Conditions, the World Bank’s
International Income Distribution Database, the United
Nations Children’s Fund’s Multiple Indicators Cluster
Survey, ICF Macro’s Demographic and Health Survey, the 
World Health Organization’s World Health Survey and
the United Nations University’s World Income Inequal-
ity Database.

• Disposable household income or consumption per
capita using the above listed databases and household
surveys —or for a few countries, income imputed based 
on an asset index matching methodology using house-
hold survey asset indices (Harttgen and Vollmer 2011).
A full account of data sources used for estimating

inequality in 2011 is given at http://hdr.undp.org/en/
statistics/ihdi/.



computing the inequality-adjusted human 
Development index
There are three steps to computing the IHDI.

Step 1. Measuring inequality in the dimensions of the 
Human Development Index
The IHDI draws on the Atkinson (1970) family of inequality 
measures and sets the aversion parameter ε equal to 1.1 In this 
case the inequality measure is A = 1 – g/µ, where g is the geo-
metric mean and µ is the arithmetic mean of the distribution. 
This can be written as:

Ax = 1 –  
n  X1 …Xn

X
– (1)

where {X1 …, Xn} denotes the underlying distribution in the 
dimensions of interest. Ax is obtained for each variable (life 
expectancy, mean years of schooling and disposable income or 
consumption per capita).2

The geometric mean in equation 1 does not allow zero val-
ues. For mean years of schooling one year is added to all valid 
observations to compute the inequality. Income per capita 
outliers—extremely high incomes as well as negative and zero 
incomes—were dealt with by truncating the top 0.5 percentile 
of the distribution to reduce the influence of extremely high 
incomes and by replacing the negative and zero incomes with 
the minimum value of the bottom 0.5 percentile of the distri-
bution of positive incomes. Sensitivity analysis of the IHDI is 
given in Kovacevic (2010).

Step 2. Adjusting the dimension indices for inequality
The mean achievement in an HDI dimension, X

–
, is adjusted

for inequality as follows: 

X
–

 . (1 – Ax) = n  X1 …Xn .

*
x

Thus the geometric mean represents the arithmetic mean 
reduced by the inequality in distribution.

The i nequality-adjusted d imension i ndices a re o btained 
from the HDI dimension indices, Ix, by multiplying them by 
(1 – Ax), where Ax , defined by equation 1, is the corresponding 
Atkinson measure:

I = (1 – Ax) . Ix .

The inequality-adjusted income index, I *
Income, is based on 

the unlogged GNI index, IIncome*. This e nables t he I HDI to 
account for the full effect of income inequality.

Step 3. Combining the dimension indices to calculate the 
Inequality-adjusted Human Development Index
The IHDI is the geometric mean of the three dimension indi-
ces adjusted for inequality. First, the IHDI that includes the 
unlogged income index (IHDI*) is calculated:

IHDI * =  3  I *
Life 

. I*
Education . I *

Income =

3   (1– ALife) . ILife . (1– AEducation) . IEducation  . (1– AIncome) . IIncome* .

The HDI based on unlogged income index (HDI*) is then 
calculated:

HDI * =  3  ILife . IEducation . IIncome*   .

The percentage loss to the HDI* due to inequalities in each 
dimension is calculated as:

Loss = 1 – IHDI *
HDI *

= 1 – 3  (1–ALife) . (1–AEducation) . (1–AIncome) .

Assuming that the percentage loss due to inequality in 
income distribution is the same for both average income and 
its logarithm, the IHDI is then calculated as:

IHDI  = IHDI *
HDI *  . HDI =  3 (1–ALife) . (1–AEducation) . (1–AIncome) . HDI .

notes on methodology and caveats
The IHDI is based on an index that satisfies subgroup con-
sistency. This ensures that improvements or deteriorations 
in the distribution of human development within a certain 
group of society (while human development remains con-
stant in the other groups) will be ref lected in changes in the 
overall measure of human development. This index is also 
path independent, which means that the order in which 
data are aggregated across individuals, or groups of indi-
viduals, and across dimensions yields the same result—so 
there is no need to rely on a particular sequence or a single 
data source. This allows estimation for a large number of 
countries.

The main disadvantage is that the IHDI is not associa-
tion sensitive, so it does not capture overlapping inequali-
ties. To make the measure association-sensitive, all the data 
for each individual must be available from a single survey 
source, which is not currently possible for a large number of 
countries.



Example: Peru

Indicator
Dimension 

index

Inequality  
measure 

(A1)
Inequality-adjusted 

index

Life expectancy 74.0 0.852 0.148 (1–0.148) ∙ 0.852 = 0.728

Mean years of schooling 8.7 0.662

Expected years of 
schooling 

12.9 0.717

Education index 0.704 0.240 (1–0.240) ∙ 0.704 = 0.535

Logarithm of gross 
national income

9.03 0.634

Gross national income       8,389 0.077 0.300 (1–0.300) ∙ 0.077 = 0.054

Human Development  
Index

Inequality-adjusted Human 
Development Index

Loss 
%

HDI with 
unlogged 
income

3  0.852 . 0.704 . 0.077 = 0.359 3  0.728 . 0.535 . 0.054 = 0.275 1 – 0.275 / 0.359 
= 0.232

HDI 3  0.852 . 0.704 . 0.634 = 0.725 (0.275 / 0.359) . 0.725 = 0.557

Note: Values are rounded.

Technical note 3. calculating the Gender inequality index 

The Gender Inequality Index (GII) reflects  gender-based 
disadvantage in three dimensions—reproductive health, 
empowerment and the labour market—for as many countries 
as data of reasonable quality allow. The index shows the loss 
in potential human development due to inequality between 
female and male achievements in these dimensions. It var-
ies between 0—when women and men fare equally—and 1, 
where one gender fares as poorly as possible in all measured 
dimensions. 

It is computed using the association-sensitive inequality 
measure suggested by Seth (2009). The index is based on the 
general mean of general means of different orders—the first 
aggregation is by the geometric mean across dimensions; these 
means, calculated separately for women and men, are then 
aggregated using a harmonic mean across genders. 

Data sources
• Maternal mortality ratio (MMR): WHO, UNICEF,

UNFPA and World Bank (2010)
• Adolescent fertility rate (AFR): UNDESA (2011)
• Share of parliamentary seats held by each sex (PR): Inter-

parliamentary Union’s Parline database (2011)
• Attainment at secondary and higher education (SE) levels: 

HDRO (2011) updates of Barro and Lee (2010b) estimates 
based on UNESCO Institute for Statistics data on educa-
tion attainment (http://stats.uis.unesco.org/unesco/)

• Labour market participation rate (LFPR): ILO (2011)

computing the Gender inequality index
There are five steps to computing the GII.

Step 1. Treating zeros and extreme values
Because a geometric mean cannot have a zero value, a mini-
mum value must be set for all component indicators. The mini-
mum is set at 0.1 percent for adolescent fertility rate, share of 

parliamentary seats held by women, attainment at secondary 
and higher education levels, and labour market participation 
rate. Female parliamentary representation of countries report-
ing zero is coded as 0.1 percent because even in countries with-
out female members of the national parliaments, women have 
some political influence.

Because higher maternal mortality suggests poorer maternal 
health, for the maternal mortality ratio the maximum value is 
truncated at 1,000 deaths per 100,000 births and the minimum 
value is truncated at 10. It is assumed that countries where mater-
nal mortality ratios exceed 1,000 do not differ in their inability 
to create conditions and support for maternal health and that 
countries with 1–10 deaths per 100,000 births are performing at 
essentially the same level and that differences are random.

Sensitivity analysis of the GII is given in Gaye et al. (2010).

Step 2. Aggregating across dimensions within each gender 
group, using geometric means
Aggregating across dimensions for each gender group by the 
geometric mean makes the GII association sensitive (see Seth 
2009).

For women and girls, the aggregation formula is

GF = 3    10
MMR   

1
AFR   

. 1/2 . (PRF . SEF) 1/2 . LFPRF  ,

and for men and boys the formula is

GM =  3 1 . (PRM . SEM) 1/2 . LFPRM .

The rescaling by 0.1 of the maternal mortality ratio in the 
aggregation formula for women and girls is needed to account 
for the truncation of the maternal mortality ratio minimum 
at 10. This is a new adjustment introduced in Human Develop-
ment Report 2011.3



Step 3. Aggregating across gender groups, using a 
harmonic mean
The female and male indices are aggregated by the harmonic 
mean to create the equally distributed gender index

HARM (GF , GM) = 
(GF)–1 + (GM)–1

2

–1

.

Using the harmonic mean of geometric means within 
groups captures the inequality between women and men and 
adjusts for association between dimensions.

Step 4. Calculating the geometric mean of the arithmetic 
means for each indicator
The reference standard for computing inequality is obtained by 
aggregating female and male indices using equal weights (thus 
treating the genders equally) and then aggregating the indices 
across dimensions:

GF, M = 3   Health . Empowerment . LFPR

where  Health =   10
MMR   

1
AFR   

. + 1   /2,

Empowerment = (   PRF . SEF +    PRM . SEM)/2,  and

LFPR = LFPRF + LFPRM
2    .

Health should not be interpreted as an average of corre-
sponding female and male indices but as half the distance 
from the norms established for the reproductive health 
indicators—fewer maternal deaths and fewer adolescent 
pregnancies.

Step 5. Calculating the Gender Inequality Index
Comparing the equally distributed gender index to the refer-
ence standard yields the GII,

1 – HARM (GF , GM )
GF, M   – – .

Example: Lesotho
Health Empowerment Labour market

Maternal 
mortality  

ratio 

Adolescent 
fertility  

rate 
Parliamentary 
representation

Attainment at 
secondary 
and higher 
education

Labour market 
participation 

rate

Female 530 73.5 0.229 0.243 0.719

Male na na 0.771 0.203 0.787

F + M
2

2

+ 1
 = 0.508

0.229 . 0.243  +    0.771 . 0.203
2

= 0.316

0.719 + 0.787
2

= 0.743

na is not applicable.

Using the above formulas, it is straightforward to obtain:

GF    0.134 = 3   10
530   

1
73.5   

.       0.229 . 0.243 . 0.719

GM    0.675 = 3   1 .    0.771 . 0.203 . 0.787

GF, M    0.492 = 3  0.508 . 0.316 . 0.743– –

  HARM (GF , GM )     0.230= 1
0.134

1
2

1
0.675+

–1

GII 1 – (0.230/0.492) = 0.532.

Technical note 4. calculating the Multidimensional Poverty index 

The Multidimensional Poverty Index (MPI) identifies multiple 
deprivations at the individual level in education, health and 
standard of living. It uses micro data from household surveys, 
and—unlike the Inequality-adjusted Human Development 
Index—all the indicators needed to construct the measure 
must come from the same survey. More details can be found in 
Alkire and Santos (2010).

Methodology 
Each person is assigned a deprivation score according to his or 
her household’s deprivations in each of the 10 component indi-
cators. The maximum score is 100 percent, with each dimen-
sion equally weighted (thus the maximum score in each dimen-
sion is 33.3 	percent). The education and health dimensions 

have two indicators each, so each component is worth 5/3 (or 
16.7 percent). The standard of living dimension has six indica-
tors, so each component is worth 5/9 (or 5.6 percent).

The thresholds are as follows: 
• Education: having no household member who has com-

pleted five years of schooling and having at least one
school-age child (up to grade 8) who is not attending
school.

• Health: having at least one household member who is mal-
nourished and having had one or more children die.

• Standard of living: not having electricity, not having access 
to clean drinking water, not having access to adequate sani-
tation, using “dirty” cooking fuel (dung, wood or charcoal), 
having a home with a dirt floor, and owning no car, truck

10
530   ( ) 1

73.5( )



or similar motorized vehicle while owning at most one of 
these assets: bicycle, motorcycle, radio, refrigerator, tele-
phone or television. 
To identify the multidimensionally poor, the deprivation 

scores for each household are summed to obtain the household 
deprivation, c. A cut-off of 33.3 percent, which is the equivalent 
of one-third of the weighted indicators, is used to distinguish 
between the poor and nonpoor. If c is 33.3 percent or greater, 
that household (and everyone in it) is multidimensionally poor. 
Households with a deprivation score greater than or equal to 
20 percent but less than 33.3 percent are vulnerable to or at 
risk of becoming multidimensionally poor. Households with 
a deprivation score of 50 percent or higher are severely multi-
dimensionally poor.

The MPI value is the product of two measures: the multi-
dimensional headcount ratio and the intensity (or breadth) of 
poverty. 

The headcount ratio, H, is the proportion of the population 
who are multidimensionally poor: 

H = 
q
n   

where q is the number of people who are multidimensionally 
poor and n is the total population.

The intensity of poverty, A, reflects the proportion of the 
weighted component indicators in which, on average, poor peo-
ple are deprived. For poor households only, the deprivation scores 
are summed and divided by the total number of poor persons: 

A = 
∑ 1

qc
q

 ,

where c is the deprivation score that the poor experience.

Weighted count of deprivations in household 1: 

1 .   1 .      +
5
3

5
9

  = 2.22,

which is equal to a deprivation score of 2.22/10 = 0.222, or 
22.2 percent.

example using hypothetical data

Indicators

Household

Weights1 2 3 4

Household size 4 7 5 4

Education

No one has completed five years of schooling 0 1 0 1 5/3 or 16.7%

At least one school-age child not enrolled in 
school 0 1 0 0 5/3 or 16.7%

Health

At least one member is malnourished 0 0 1 0 5/3 or 16.7%

One or more children have died 1 1 0 1 5/3 or 16.7%

Living conditions

No electricity 0 1 1 1 5/9 or 5.6%

No access to clean drinking water 0 0 1 0 5/9 or 5.6%

No access to adequate sanitation 0 1 1 0 5/9 or 5.6%

House has dirt floor 0 0 0 0 5/9 or 5.6%

Household uses “dirty” cooking fuel (dung, 
firewood or charcoal) 1 1 1 1 5/9 or 5.6%

Household has no car and owns at most one 
of: bicycle, motorcycle, radio, refrigerator, 
telephone or television 0 1 0 1 5/9 or 5.6%

Results

Household deprivation score, c (sum of 
each deprivation multiplied by its weight) 22.2% 72.2% 38.9% 50.0%

Is the household poor (c > 33.3%)? No Yes Yes Yes

Note: 1 indicates deprivation in the indicator; 0 indicates nondeprivation.

Headcount ratio (H) = 

7 + 5 + 4
4 + 7 + 5 + 4    = 0.800

(80 percent of people live in poor households)

Intensity of poverty (A) = 

(7.22/10 . 7) + (3.89/10 . 5) + (5.00/10 . 4)
( 7 + 5 + 4 )

  = 0.5625

(the average poor person is deprived in 56  percent of the 
weighted indicators). 

MPI = H . A = 0.450

NOTES
1 The inequality aversion parameter affects the degree to which lower achievements are 

emphasized and higher achievements are de-emphasized.

2 Ax is estimated from survey data using the survey weights,

Âx = 1 – 
X 1

w1 … X n
wn

∑1
n wi Xi

 ,  where   ∑1
n wi  = 1. 

However, for simplicity and without loss of generality, equation 1 is referred to as the 

Atkinson measure.

3 The GII trends calculated at five-year intervals for 1995–2011 using consistent data and 

methodology are available at http://hdr.undp.org/en/statistics/gii.



Regions

Arab States (20 countries or areas)
Algeria, Bahrain, Djibouti, Egypt, Iraq, Jordan, Kuwait, Lebanon, Libya, Morocco, Occupied Palestinian Territory, Oman, Qatar, Saudi 
Arabia, Somalia, Sudan, Syrian Arab Republic, Tunisia, United Arab Emirates, Yemen

East Asia and the Pacific (24 countries)
Cambodia, China, Fiji, Indonesia, Kiribati, Democratic People’s Rep. of Korea, Lao People’s Democratic Republic, Malaysia, Marshall 
Islands, Federated States of Micronesia, Mongolia, Myanmar, Nauru, Palau, Papua New Guinea, Philippines, Samoa, Solomon Islands, 
Thailand, Timor-Leste, Tonga, Tuvalu, Vanuatu, Viet Nam

Europe and Central Asia1 (30 countries)
Albania, Armenia, Azerbaijan, Belarus, Bosnia and Herzegovina, Bulgaria, Croatia, Cyprus, Czech Republic, Estonia, Georgia, Hungary, 
Kazakhstan, Kyrgyzstan, Latvia, Lithuania, Republic of Moldova, Montenegro, Poland, Romania, Russian Federation, Serbia, Slovakia, 
Slovenia, Tajikistan, The former Yugoslav Republic of Macedonia, Turkey, Turkmenistan, Ukraine, Uzbekistan

Latin America and the Caribbean (33 countries)
Antigua and Barbuda, Argentina, Bahamas, Barbados, Belize, Plurinational State of Bolivia, Brazil, Chile, Colombia, Costa Rica, Cuba, 
Dominica, Dominican Republic, Ecuador, El Salvador, Grenada, Guatemala, Guyana, Haiti, Honduras, Jamaica, Mexico, Nicaragua, 
Panama, Paraguay, Peru, Saint Kitts and Nevis, Saint Lucia, Saint Vincent and the Grenadines, Suriname, Trinidad and Tobago, 
Uruguay, Bolivarian Republic of Venezuela

South Asia (9 countries)
Afghanistan, Bangladesh, Bhutan, India, Islamic Republic of Iran, Maldives, Nepal, Pakistan, Sri Lanka

Sub-Saharan Africa (45 countries)
Angola, Benin, Botswana, Burkina Faso, Burundi, Cameroon, Cape Verde, Central African Republic, Chad, Comoros, Congo, Democratic 
Republic of the Congo, Côte d’Ivoire, Equatorial Guinea, Eritrea, Ethiopia, Gabon, Gambia, Ghana, Guinea, Guinea-Bissau, Kenya, 
Lesotho, Liberia, Madagascar, Malawi, Mali, Mauritania, Mauritius, Mozambique, Namibia, Niger, Nigeria, Rwanda, São Tomé and 
Príncipe, Senegal, Seychelles, Sierra Leone, South Africa, Swaziland, United Republic of Tanzania, Togo, Uganda, Zambia, Zimbabwe

Note: Countries included in aggregates for Least Developed Countries and Small Island Developing States follow UN classifications, which are available at http://www.unohrlls.org/. 
HDRO does not include Bahrain, Barbados or Singapore in the aggregates for Small Island Developing States.

1. The former socialist countries of Europe and Central Asia that have undergone a political and economic transformation since 1989–1991 as well as Cyprus and Turkey.



MONETARY SYSTEM 

Money 
 Anything which has general acceptance as means of payment.
 Functions of Money:-

o Medium of Exchange
o Common measure of value
o Standard for deferred payments
o Store of wealth

 Barter System – A commodity is exchanged for other
commodities.

o Problems of barter System are:-
 Double coincidence of what is required
 Valuation of commodities exchanged is

a problem
 There won’t be a standard to serve as

future monetary obligations

 Gresham’s Law – Bad money drives out good money
 Legal Tender Money – This money cannot be denied in the

settlement of monetary obligation
o Limited Legal Tender Money : It is compulsory to accept upto a certain limit

 E.g. A sum of `10 can be paid in denominations of 50 paisa coins and the
recipient has to legally accept it.

o Unlimited Legal Tender Money : This money can be used to make any amount of
payment

 Non Legal Tender Money – There is no legal compulsion to accept this money. It is also called
optional money or Fiduciary Money (on the basis of trust).

o E.g. – Nepalese currency at India – Nepal border may be used as but recipient is not
legally bound to accept it.

 Fiat Money – Serves as money on the order of the government. It is issued by government and
theoretically may not be compulsory to accept.

 Near Money – Highly liquid financial assets like shares and bonds

MONEY SUPPLY 

 Money Supply is the total stock of all types money (currency + deposit money) held with public
 Types of bank deposits

o Current Account
o Fixed deposit
o Recurring deposit account

M1 = C + DD + OD (Narrow Money) 

C - Currency held by the public
DD - Demand Deposits with Banks
OD - Other deposits (Demand Deposits held by RBI)

Public refers to everybody except 
Banks and Government 

Other deposits include demand deposits with RBI. 
DD with RBI can be held only by Quasi-
Governmental agencies, international agencies or 
former Governors of RBI 

Demand Deposits (DD) – Can be withdrawn 
on demand from banks. 
Time Deposits (TD) – Can be withdrawn 
only after a specific time. 

DD+TD = Total Deposits 

Types of Money 

1. Full-bodied money

 It is the type of money whose
value as money is equivalent to
its value as commodity

 E.g. – Gold coin

2. Token Money/Credit Money/Paper
Money

 Value as money is much more
than the value as commodity

 E.g. – Paper Currency

3. Representative full-bodied money

 It is a kind of token money but
is issued against the backing of
equivalent value of bullion
(gold and silver in bulk) with
the issuing authority
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 M1 is known as narrow money as it includes only 100% liquid deposits
which is a very narrow definition of money supply.

 M2 includes M1 and only saving account deposits with Post offices.
 Though the size of post office saving accounts is negligible M2 term is

used as all the deposits in M2 are not liquid. 

 M3 is called Broad money as along with liquid deposits it also
includes time deposits thus making it a broad classification of Money

 As the total deposits with post office is negligible there is not much
difference between M3 and M4

 The most common measure used for money supply is M3
 Currently M3 is `76 lakh crore.

HIGH POWER MONEY/RESERVE MONEY/PRIMARY MONEY 

 It is denoted by H or M0
 In simple terms it is currency held by public and banks
 It is called reserve money as banks have to keep reserves with RBI and

this is the reserve money
 It is known as primary money as currency is called primary money and

deposit is called secondary money. H includes currency only.

Monetary System in India 

 In India currency is printed as per the provisions of Minimum Reserve
System.

 RBI has to maintain reserves of 200 crore in the form of
o Gold - has to be at least 115 crore
o Foreign Securities. - No minimum requirement

 RBI can print unlimited currency against the backing of Gold, Foreign
Securities and Government Securities

 Till date RBI has printed 14.2 lakh crore
 Government borrows from RBI due to Deficit Financing.

M2 = M1 + Savings account deposits with Post Offices 

Current accounts cannot be opened in 
Post Offices 

Types of accounts that can be opened 
are:- 

o Savings account 
o Fixed Deposit
o Recurring deposit

M3 = M1 + TD (Broad Money) 

TD - Time Deposits with Banks
Includes fixed deposits, Recurring deposits and
time liability of Savings accounts

M4 = M3 + Total Deposits with Post Office 

Government had appointed a 
committee for revising the 
measures of Money Supply 

Committee was known as working 
group for the revision of Monetary 
Aggregates. The Chairman of the 
committee was Mr Y.V. Reddy  

H or M0 is the total amount of 
money held by public and banks. 
Only the money held by 
government is excluded here. 

Relation between Money Supply 
& High Powered Money 

Money Supply = M x H 

M = Money Multiplier 
Its value depends on credit creation of banks 
means the more credit the bank can create 
more will be the money multiplier. 

Credit Creation Capacity depends on:- 
o Banking habits of the Public
o Monetary Policy



 If government prints more money, amount of physical goods will not
increase but increase in money will lead to increase in prices of the
goods which will result in Inflation.

Reserve Bank of India 

 RBI is the Central Bank of the Country
 RBI was Established in 1  April 1935 under (RBI ACT 1934)
 Government Established RBI Recommendation of  Hilton Young

Committee
 RBI was Nationalised on 1  January 1949
 Governor is the Head of RBI
 Financial of RBI is 1st  July to 30th   June

Functions of RBI 

 It is the only currency authority in India.

 It is the Government’s Bank

 All financial transactions of the government are undertaken
through the RBI

 It is Bankers Bank – Commercial banks have to keep reserves in RBI
and RBI lends money to banks

 RBI is known as lender of the Last Resort

 It provides clearing house facility to banks – settlements of claims
of one bank on other banks is done by RBI by the means of
following facilities:-

o NEFT (National Electronic Funds Transfer)
o RTGS (Real Time Gross Settlement System)

 Supervisor of Banks and Non-banking finance institutions

 Custodian of Foreign Exchange reserves

Monetary Policy 

 It is the Component of Economic Policy through  Which Central Bank regulates Money Supply in an
Economy

 It is the method through which the Central Bank regulates money supply in the market

Instruments of Monetary Policy 

 Also known as Credit Control measures or Monetary Policy
Measure

 Broadly classified into two types:-
o Quantitative or General Measures
o Qualitative or Selective Measures

Quantitative Measures 

1. Cash Reserve Ratio (CRR)
o Percentage of bank deposits which the bank has

to keep with RBI

Foreign Securities are any 
kind of financial assets. In 
India we maintain four 
currencies as Foreign 
Securities. These are:- 

o USA Dollar
o UK Pound
o Japanese Yen
o Euro

Why is the financial year of RBI from 
1st July to 30th June? 

o The financial year of all the
banks is from 1st Apr to 30th

Mar.
o If RBIs financial year is also the

same, it will not able to monitor
and check the accounts of the
banks.

Lower Denominations values of `1 
and less are printed by the Finance 
Ministry, Government of India 

Difference between Quantitative 
and Qualitative measures 

1. Quantitative measures regulate
the quantity of money supply

2. Qualitative measures are sector
specific



2. Statutory Liquidity Ratio (SLR)
o Percentage of bank deposits which the bank has

to keep with itself
o Cash
o Government Securities
o Gold

3. Bank Rate
o Rate of interest at which RBI provides

rediscounting facilities to Banks against their
first class security

o Commercial Paper is a First Class Security
4. Open Market Operations (OMO)

o It is done by buying and selling Government Securities
o This is done by an auction process
o Another component of OMO is Liquidity Adjustment Facility.
o This is used to regulate the money supply in the country
o LAF is done by – Repo and Reverse Repo Rate

 Repo Rate – RBI lends money to Banks by buying government securities
 RBI only fixes Repo rate, Reverse Repo is automatically adjusted to

1% point below the Repo rate.
 E.g. – If Repo Rate is changed to 8% Reverse Repo Rate will be

automatically adjusted to 7%
 Reverse Repo Rate – At this rate banks buy government securities from RBI

 
 

5. Marginal Standing Facility (MSF)
o Banks can borrow loan up to 1% on their deposits.
o Interests will be 1% point above Repo Rate and it will be based on day to day basis.
o This facility is created to facilitate borrowing from RBI by banks who do not haven

extra government securities and pledging the existing securities will affect their SLR
requirements of 23%.

o Objective was to overcome liquidity crunch with banks i.e. shortage of funds.

Qualitative Measures 

1. Credit Rationing
o Quota of credit, i.e. priority sector to get 40% of total credit.
o Priority sector includes:-

 Agricultural Sector (18% of total credit) 
 Weaker Sections
 Small Scale Industry

o For Foreign banks priority sector cap is 32% of total credit

Objectives of SLR 

1. To ensure that bank should
maintain sufficient cash with
themselves

2. To Induce Banks to buy
Government Securities

When Repo and reverse Repo increases, Money Supply in the market decreases and when Repo and 
reverses Repo decreases Money Supply in the market increases. 

CURRENT KEY RATES 

CRR - 4.25%   REPO RATE - 8.00%
SLR - 23.0%   ReREPO Rate    - 7.00%
BANK RATE - 9.00%   MSF RATE - 9.00%

Per cent v/s Per cent Point 

- 1 per cent point = 100 basis point
- i.e. 10% + 1% point = 10+1 = 11%
- whereas 10% + 1% = 10+0.1 = 10.1%

M.V Nair committee in
2012 recommended that
quota for foreign banks
should be increased to
40%



 Priority sector includes Exports, Small Scale Industries, Housing Sector,
Education Loan

2. Margin Requirements
o Difference between the market value of a collateral security and the maximum

amount of loan sanctioned against that security by a bank in a particular sector

3. Differential Rate of Interest
o Different rate of interest for different sectors to increase the flow of credit to those

sectors like agriculture sector, small scale industries

4. Other Measures
o Moral Suasion
o Direct Action like Penalty or Sanctions



MONETARY SYSTEM (continued) 

Types of Monetary System 

1. Contractionary Monetary Policy or Dear Money Policy

 It is pursued to control Inflation
 CRR is increased. Due to this increase lending capacity of

the banks decrease
 SLR is also increased
 Bank rate is increased. This leads to RBI charging higher

rate of interest on bank lending due to which banks
borrow less from RBI.

 Repo Rate is increased
 Reverse Repo Rate is also increased. This leads to, RBI

paying more interest on Banks deposits. Thus Banks prefer
to deposit extra money with RBI instead of giving loans to
public.

 It is called Dear Money Policy as loans get expensive for the public

2. Expansionary Monetary Policy or Cheap Money Supply

 This policy is adopted to increase money supply in the
economy in order to stimulate economic growth.

 It is also pursued to overcome recession.
 CRR, SLR, Repo Rate, Re Repo Rate, Bank Rate should be

reduced.
 It is called Cheap Money policy as interest rates are low

thus borrowing money becomes cheap.

Since 2010 RBI has adopted Contractionary Money Policy. In 2009 to stimulate economic growth after global 
recession, RBI adopted Expansionary Monetary Policy. 

FINANCIAL INSTITUTIONS and BANKING 

 Financial Institution is any institution or company which raise funds from the public for lending
purpose.

 They promote capital formation which is crucial for economic growth
 FIs are classified in three broad categories:-

 Bank

 Development Finance Institutions (DFI)
o NABARD
o SIDBI

 Non-Banking Financial Institutions (NBFIs) or Non-Banking Financial Companies (NBFCs)

Banks 
 Banks can be classified into four types:-

o Cooperative Banks
o Commercial Banks
o Regional Rural Banks (RRB)
o Local Area Banks (LAB)

Difference between Bank Rate and Repo 
Rate 

 Bank rate is that interest rate at which
banks borrow from RBI against First
Class Securities, Securities of private
companies and re-discounting.

 Repo Rate is that rate at which Banks
borrow from RBI against Government
Securities.

Objectives of Monetary Policy 

1. To Stimulate Growth
2. To Control Inflation

Functions of Banks 
1. Acceptance of deposits from the public
2. Provide demand withdrawal facility
3. Lending facility
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Cooperative Banks 

 These banks are organised under state government’s act
 They give short term loans to agriculture sector and other allied activities
 Main goal of Cooperative Banks is to promote social welfare by providing concessional loans
 They are organised in the 3 tier structure

 Tier 1 (State Level)    – State Cooperative Banks (regulated by RBI, State Govt, NABARD)
o Funded by RBI, government, NABARD. Money is then distributed to public
o Concessional CRR, SLR is applicable to these banks. (CRR- 3%, SLR- 25%)
o Owned by state government and top management is elected by members

 Tier 2 (District Level) – Central/District Cooperative Banks

 Tier 3 (Village Level) – Primary Agriculture Cooperative Banks


Commercial Banks 

 Organised under the Banking Companies Act, 1956
 They operate on commercial basis and its main objective is profit.
 They have unified structure and are owned by government, state, or any private entity.
 They tend to all sectors ranging from rural to urban
 These banks do not charge concessional interest rates unless instructed by the RBI
 Public deposits are the main source of funds for these banks

Regional Rural Banks 

 These are special type of commercial Banks that provide concessional credit to agriculture and
rural sector.

 RRBs are established in 1975 and are registered under a Regional Rural Bank Act, 1976.
 RRBs are joint venture between Central government (50%), State government (15%) and a

Commercial Bank (35%).
 196 RRBs have been established from 1987 to 2005.
 From 2005 onwards government started merger of RRBs thus reducing the number of RRBs to 82
 One RRB cannot open its branches in more than 3 geographically connected districts.

Local Area Banks 

 Introduced in India in the year 1996
 These are organized by private sector
 Earning profit is the main objective of Local Area Banks
 Local Area Banks are registered under companies Act, 1956
 At present there are only 4 Local Area Banks all which are located in South India

Development Finance Institutions 

 Prime objective of DFI is economic development of the country
 These banks provide financial as well as technical sector to various sectors
 DFIs do not accept deposits from people
 They raise funds by borrowing funds from governments and by selling their bonds to general public
 Types of Finance provided are – Medium (1 – 5 years) and Long term ( >5 years)
 It also provides guarantee to banks on behalf of companies and subscription to shares, debentures

etc.



 Underwriting enables firms to raise funds from the public. In Underwriting a financial institution
guarantees to purchase a certain percentage of shares of a company which is issuing IPO if it not
subscribed by Public.

 They also provide technical assistance like Project Report, Viability study and consultancy services.

Some Important DFIs (Sector Specific) 
 Industry

 IFCI – 1st DFI in India. Industrial Corporation of India established in 1948.

 ICICI – Industrial Credit and Investment Corporation of India Limited established in 1955 by
an initiative of World Bank.

o It established its subsidiary company ICICI Bank limited in 1994.
o In 2002, ICICI limited was merged into ICICI Bank Limited making it the first universal

bank of the country.
o Universal Bank – Any Financial institution performing function of Commercial Bank +

DFI
o It was established in private Sector and is still the Only DFI in private sector.

 IDBI – Industrial Development Bank of India was set up in 1964 under RBI and was granted
autonomy in 1976

o It is responsible for ensuring adequate flow of credit to various sectors
o It was converted into a Universal Bank in 2003

 IRCI – Industrial Reconstruction Corporation of India was set up in 1971.
o It was set up to revive weak units and provide financial & technical assistance.

 SIDBI – Small Industries development bank of India was established in 1989.
o Was established as a subsidiary of IDBI
o It was granted autonomy in 1998

 Foreign Trade

 EXIM Bank – Export Import Bank was established in January 1982 and is the apex institution
in the area of foreign trade investment

o Provides technical assistance and loan to exporters
 Agriculture Sector

 NABARD – National Bank for agriculture and rural development was established in July 1982
o It was established on the recommendation of Shivraman Committee
o It is the apex institution in the area of agriculture and rural sectors
o It functions as a refinancing institution

 Housing

 NHB- National Housing Bank was established in 1988.
o It is the apex institution in Housing Finance

NON BANKING FINANCIAL INSTITUTIONS 

1. Mutual Funds
 Mediators between people and stock exchange
 Money collected from people by selling their units is

called corpus
 Oldest Mutual Fund company in India is UTI ( Unit Trust

of India)
 Mutual Funds nearly provides all the considerations

2. Insurance Companies
 Collect money from public through sale of insurance policies

HDFC Bank – Housing Development 
Finance Corporation. 

It is only a private sector bank and 
not an apex institution. 

Risk is less in case of Mutual Funds as 
firstly investment is made by experts 
and secondly it is diversified investment 

Investment Considerations of a person 
1. Safety of the Investment
2. Returns on Investment
3. Liquidity of Investment



 There are two types of Insurance – Life Insurance and General
Insurance

o General Insurance includes Loss of property, car, house etc.
o It also includes Health Insurance

LIC – Life Insurance Corporation 
 Set up in 1956 by the government by nationalising all the existing

private sector life insurance companies
 This was done due to large scale defaults

GIC – General Insurance Corporation 
 It was established in 1973
 Subsidiaries of GIC are:-

o NICL – National Insurance Company of India Limited
o United India Insurance Company Limited
o Oriental Insurance Company of India Limited
o New India Insurance Company of India Limited

ULIP – Unit Linked Insurance Plans 
 Mixture of Insurance and Mutual Funds

3. Hedge Funds
 These are mutual funds for rich investors
 Funds are raised through sale of their unit to High net worth Individuals and Institutional

Investors
 Units of these are usually sold in chunks/groups
 There is a lock –in period for Hedge funds before which funds cannot be withdrawn
 Corpus is investment in risky instruments with a long term perspective

4. Venture Capital Firms/ Companies
 They provide finance and technical assistance to firms which undertake business project based

on innovative ventures
 They provide finance for commercial application of new technology

5. Merchant banks ( Investment Banks)
 Merchant banks provide financial consultancy services
 They advise firms on fund raising, manage IPO of firms, underwrite new issues and facilitate

demat trading.

6. Finance Companies (Loan Companies)
 Financial Institutions raise funds from public for lending purpose
 e.g. – Muthoot Finance, Cholamandalam

7. Micro Finance Institutions (MFI)
 Raise funds from public for lending to weaker sections
 In India they mainly raise funds from banks
 e.g. - Basix, Bandhan, SKS Micro Finance.

8. Vulture Funds
 These funds buy stocks of companies which are nearing bankruptcy at a very low price.

In different sectors, 
companies are different 

Life Insurance Companies 
 LIC
 ICICI prudential

General Insurance Companies 
 GIC
 ICICI Lombard

IRDA Act, 1999 – Insurance Regulatory 
and Development authority Act 

 Insurance companies were
opened up for private companies

 Objective was to promote
competition

 FDI was allowed upto 26%
(Recently increased to 49%)

 IRDA was established as the
regulator of insurance sector



 After purchasing such stocks they initiate the recovery process to increase the price of shares
and sell it at a later point of time

9. Islamic Banks
 These banks provide loans on the basis of Islamic laws called sharia.
 In law of Sharia Interest cannot be charged on the loans

10. Leasing Companies
 They purchase equipment and machinery and provide the same to companies on a lease.
 These companies charge rent on these machinery which is similar to EMI

SECURITIES 
 Can be broadly classified into

o Bonds

 Government Bonds
 Treasury Bills – Short Term
 Dated Securities – Long Term

 Corporate
 Debentures _ Bonds issued by companies to general public against loans

o Equities (Shares)

 Ordinary Shares (Equity Shares)

 Preference Shares

FORMS OF BUSINESS ORGANISATION 

1. Proprietorship
 Single person ownership

2. Partnership
 Two or more owners

3. Hindu Undivided Family (HUF)
 Similar to Partnership
 Partners are members of family
 Eldest member is called Karta.

4. Limited Liability Partnership (LLP)

5. Private Limited Company
 Cannot issue its shares to general public i.e. IPO
 Shares are held by few share holders
 Number of shareholders is less

6. Public Limited Company
 Can issue shares to general public
 Maybe be in Private sector or Public Sector
 E.g. of Public Limited Company in Private Sector are TCS, Reliance
 E.g. of Public Limited Company is Public Sector are IOC, SAIL, GAIL, NTPC

Similarity between the first three 
types is:- 
 Company and Owners are

same entity
 If company become

bankrupt then property of
owners can be sold off for
recovery

Limited means liability of the 
owners is limited to their 
subscribed capital as company 
and owners are regarded as 
separate entity 



BANKING 

Evolution of Banking in India 
 Bank of Hindustan established in 1779 was the first bank to be established in India.
 First bank to be established by Indians was Awadh Commercial Bank in 1881.
 Punjab National Bank was the second bank to be established by Indians. It was established in 1894.
 First Bank established by East India Company was Presidency Bank of Bengal in 1806. Further it

established two more banks, Presidency Bank of Bombay in 1840 and Presidency Bank of Madras in
1843.

 In 1921 these Presidency banks were merged in Imperial Bank
of India which was restructured as State Bank of India in 1955.

 In 1959 Central Government took over banks from
states/princely states government and associated them with
State Bank of India.

 Recently two associate banks - State Bank of Indore and State
Bank of Saurashtra have been merged into S.B.I.

Nationalisation of Banks 
 In 1969, 14 banks whose deposits were more than `50 crore

were nationalised.
 Central Bank of India, Bank of Maharashtra, Dena Bank, Punjab National Bank, Syndicate Bank,

Canara Bank, Indian Bank, Indian Overseas Bank, Bank of Baroda, Union Bank, Allahabad Bank,
United Bank of India, UCO Bank, Bank of India are the 14 banks which were nationalised.

 In 1980, Government nationalised 6 more banks. These banks are – Punjab & Sindh Bank, Andhra
Bank, Oriental Bank of Commerce, Corporation Bank, Vijaya Bank and New Bank of India.

 Public Sector Banks (owned by Central government) – The State Bank Group, 19 Nationalised Banks
and IDBI Bank. Total number of public sector banks is 19.

Objective of Nationalisation 
 To Induce Confidence of Public in Banking Sector
 To provide social orientation like loan to weaker sections of society, opening accounts in rural areas
 To reduce inequalities in society

Assessment of Nationalisation 
 Achievements

o Most of the social objectives were achieved.
o Bank deposits increased significantly.
o Branches of banks in rural areas increased substantially.
o Loans to priority sector increased

 Failure
o Efficiency and profitability of Banks declined drastically

 Banking Sector Reforms (Narasimham Committee)
o Reduce CRR and SLR
o Reduction in priority sector lending quota
o New Banks to be set up
o Basel Norms to be adopted
o More autonomy to Public Sector Banks
o Banking Ombudsman should be established
o Debt recovery tribunals should be established
o Interest rates should be de-regulated

Associate Banks:- 

1. State Bank of Bikaner & Jaipur
2. State Bank of Indore
3. State Bank of Hyderabad
4. State Bank of Mysore
5. State Bank of Travancore
6. State Bank of Saurashtra
7. State Bank of Patiala

Causes of Losses:- 
 Lending to priority sector
 Non-Performing assets
 Concessional rate of Interest
 Cost of servicing of loans
 High CRR and SLR
 Over Staffing
 Trade Union

Non-Performing assets are those an 
asset on which loan or interest remains 
pending for over 90 days  
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 Narasimham Committee – II
o 4 tier bank structure

 International Level
 National Level
 Regional Level
 Rural Level

BASEL Norms 

 Basel Norms were established by Bank for International
Settlements in 1930.

 It is the Bank of Central Banks as only Central Banks can be its
members.

 In 1988 Basel Norms established a committee on Banking
Supervision.

o Objective of this committee is to recommend various
norms which should be adopted by the Central Banks
to regulate banking sector.

o These norms are called Basel Norms
o These norms were revised in 2004 and into Basel II
o These norms were further revised in 2010 into Basel III

 Focus of Basel Norms is to ensure Capital Adequacy

 Capital Adequacy Ratio (CAR) =  x 100 

CAPITAL 

 Tier I Capital (Core Capital)
o It includes pure equity capital
o Equity means share thus it includes Share

Capital (Paid up Capital)
o It also includes Undistributed Profits (Reserves)
o It includes Preference shares

The Major Changes Proposed in Basel III over earlier Accords i.e. Basel I and Basel II 

1. Better Capital Quality:   One of the key elements of Basel 3 is the introduction of much stricter
definition of capital.  Better quality capital means the higher loss-absorbing capacity.  This in turn will
mean that banks will be stronger, allowing them to better withstand periods of stress.

2. Capital Conservation Buffer:    Another key feature of Basel iii is that now banks will be required to
hold a capital conservation buffer of 2.5%.  The aim of asking to build conservation buffer is to
ensure that banks maintain a cushion of capital that can be used to absorb losses during periods of
financial and economic stress.

3. Countercyclical Buffer:   This is also one of the key elements of Basel III.   The countercyclical buffer
has been introduced with the objective to increase capital requirements in good times and decrease
the same in bad times.  The buffer will slow banking activity when it overheats and will encourage
lending when times are tough i.e. in bad times.  The buffer will range from 0% to 2.5%, consisting of
common equity or other fully loss-absorbing capital.

Basel III was released in December, 
2010 under the title  
Basel III: International framework for 
liquidity risk measurement, standards 
and monitoring 

The revised version was released in 2011 
under the title  
Basel III: A global regulatory framework 
for more resilient banks and banking 
systems - revised version June 2011 

 Tier II Capital (Supplementary Capital)
o Mixture of equity & Debt Capita
o E.g. -  subordinated debt

The Narasimham-II Committee was tasked with the progress review 
of the implementation of the banking reforms since 1992 with the 
aim of further strengthening the financial institutions of India. 

It focussed on issues like size of banks and capital adequacy ratio 
among other things. M. Narasimham, Chairman, submitted the 
report of the Committee on Banking Sector Reforms (Committee-II) 
to the Finance Minister Yashwant Sinha in April 1998. 

http://www.bis.org/publ/bcbs188.htm
http://www.bis.org/publ/bcbs188.htm
http://www.bis.org/publ/bcbs188.htm
http://www.bis.org/publ/bcbs189.htm
http://www.bis.org/publ/bcbs189.htm
http://www.bis.org/publ/bcbs189.htm


4. Minimum Common Equity and Tier 1 Capital Requirements:   The minimum requirement for
common equity, the highest form of loss-absorbing capital, has been raised under Basel III from 2%
to 4.5% of total risk-weighted assets.  The overall Tier 1 capital requirement, consisting of not only
common equity but also other qualifying financial instruments, will also increase from the current
minimum of 4% to 6%.   Although the minimum total capital requirement will remain at the current
8% level, yet the required total capital will increase to 10.5% when combined with the conservation
buffer.

5. Leverage Ratio:     A review of the financial crisis of 2008 has indicted that the value of many assets
fell quicker than assumed from historical experience.   Thus, now Basel III rules include a leverage
ratio to serve as a safety net.  A leverage ratio is the relative amount of capital to total assets (not
risk-weighted).   This aims to put a cap on swelling of leverage in the banking sector on a global
basis.   3% leverage ratio of Tier 1 will be tested before a mandatory leverage ratio is introduced in
January 2018.

6. Liquidity Ratios:  Under Basel III, a framework for liquidity risk management will be created. A new
Liquidity Coverage Ratio (LCR) and Net Stable Funding Ratio (NSFR) are to be introduced in 2015 and
2018, respectively.

7. Systemically Important Financial Institutions (SIFI):  In addition to meeting the Basel III
requirements, global systemically important financial institutions (SIFIs) must have higher loss
absorbency capacity to reflect the greater risks that they pose to the financial system. The
Committee has developed a methodology that includes both quantitative indicators and qualitative
elements to identify global systemically important banks (SIBs). The additional loss absorbency
requirements are to be met with a progressive Common Equity Tier 1 (CET1) capital requirement
ranging from 1% to 2.5%, depending on a bank’s systemic importance.

Basel III norms have not been adopted till now. These norms will be adopted in USA and Europe and in other 
nations gradually from 2013 – 2018. 

Why Basel – III norms have not been adopted as Profitability of the banks will be reduced if these norms are 
adopted. 

In India, RBI announced that Banks will adopt Basel III norms from April 1, 2013 and will be fully adopted by 
2018. 



Financial Inclusion 
The process which ensures access to financial services to all sections of the society especially 
vulnerable/weaker sections. 

Government measures in the pre-reform era 
1. Nationalisation of Banks (in 1969, 14 commercial banks were nationalised)
2. Priority Sector Lending Policy
3. Lead Bank scheme
4. Service Area scheme
5. Establishment of Regional Rural Banks
6. NABARD was established in 1982
7. Cooperative Banks
8. SIDBI was established in 1989
9. SHG – bank linkage group

Latest Measures by the Government to achieve financial inclusion 
1. No frills account
2. Business Correspondent Scheme (Bank Saathi Yojana) renamed as Swabhimaan scheme
3. Post Offices Bank scheme
4. Micro Finance Institutions
5. Pension Schemes
6. Micro Insurance Schemes
7. Developmental Schemes like MNREGA

Why Should MFI charge high interest? 

 Risk in lending to weaker sections is high

 Cost of raising funds for MFI is high

 Cost of operations is also high

  New Pension Scheme (NPS) 

 Initiated on January 1st, 2004 for Central Govt Employees

 NPS is based on defined contribution rather than defined benefit.

 Contribution: Tier 1 and Tier 2
Tier 1: Employee contributes 10% of basic and DA

  Govt also contributes 10% of basic and DA 
 Tier 2: This is optional and the employee can contribute any amount 

       Govt will not make any contribution 
The money so collected will be invested in securities market 

Financial Services include 

 Bank Accounts

 Funds Transfer

Facility

 Insurance Facility

 Credit Facility

 Pension

Malegam Committee Recommendations 
 MFI should give loans to weaker

sections only(less than Rs
50,000pa)

 Max loan is Rs 25,000.00
 Ceiling on interest at 24%
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Micro Insurance Schemes 

 Aam Admi Bima Yojana
 Initiated in 2007
 It is a life insurance scheme

 Rashtriya Swasthya Bima Yojana
 Launched in 2007
 It is a general insurance scheme (health insurance)

Inclusive growth Vs Financial Inclusion 

 Inclusive growth is a much broader term. It means that the benefits of growth should
percolate down to all.

 Financial Inclusion means bringing all under the Financial services cloud which is required for
inclusive growth. That is, in other words nobody is left behind in accessing Financial services.

 Hence Inclusive growth includes within itself financial inclusion.

Inflation 
 Inflation means increase in average prices of goods and services in a long period of time.

 It is macro concept, where in the effect of inflation is seen over a large basket of goods.

 Ultimate effect of inflation is that the value of money is reduced i.e., the purchasing power of
money is reduced.

Type of Inflation 
1. Demand-Pull Inflation

Caused due to increase in aggregate demand in the economy.
Causes: Increase in money supply, Increase in money supply, Increase in Forex reserves,
Deficit financing by government, Increase of Exports, Depreciation of Currency.

2. Cost-Push Inflation
Caused due to reduction in aggregate supply in the economy.
Causes: Increase in price of inputs, Hoarding and Speculation of
commodities, Defective Supply chain, Increase in indirect taxes,
Depreciation of Currency.

Causes of Inflation in recent years 
Causes for Cost-Push Inflation 

 Crude oil price fluctuation

 Defective food supply chain

 Low growth of Agricultural sector

 Food Inflation (growth agriculture sector has been averaging at 3.5%)

 Interest rates was increased by RBI

Causes for Demand-Pull Inflation 

 Increase in foreign-exchange reserves

 Increase in government expenditure
 Due to fiscal stimulus
 Increased borrowing

 Depreciation of rupee

Note: Cost pull inflation is 
considered bad among the 
two types of inflation. 
Because the National 
Income is reduced along 
with the reduction in supply 
in Cost-push type of 
inflation. 



Remedies 
1. Monetary Policy (Contractionary policy)
2. Fiscal Policy measure

 Also called Budgetary policy
 It deals with the Revenue and Expenditure policy of government.
 Tools of fiscal policy

-Direct and Indirect taxes (Direct taxes should be increased and indirect taxes should
be reduced).
-Public Expenditure should be decreased (should borrow less from RBI and more
from other financial institutions)

3. Supply Management measures
 Import commodities which are in short supply
 Decrease exports
 Govt may put a check on hoarding and speculation
 Distribution through PDS



Constraints faced to control Inflation 
Constraints in controlling cost push inflation 

 Prices of imported commodities – crude oil prices increased

 Depreciation of rupee

 Food inflation because of defective supply chain

 Low growth of agriculture sector

 Increase in interest rates

 Increase in Public Expenditure and Budgetary deficit
  Constraints in controlling demand pull 

 Foreign investment is increasing

 Depreciation of rupee

Note: Out of the two types of Inflation, it is the Cost-Push type of inflation that is hard to control 
because these are real problems faced by the economy (like droughts, floods, supply chain 
management problems). On the other hand, Demand-Pull type of inflation can be controlled by 
controlling money side factors. 

Impact of Inflation 

Positive Impact 

 Inflation is good for the economy upto
reasonable limits. This according to RBI is 5%.

 Moderate inflation stimulates growth.
Negative Impact

 Real income of people would decrease.

 Inflation is regressive in nature.

 Would increase income inequalities.

 Capital formation is adversely affected.

 Interest rates were increased by RBI.

 Distorts Resource allocation.

 Promotes generation of Black Money.

 Standard of living would reduce.

 Promote hoarding and speculation.

 Adversely effects BOP situation.

Measurement of Inflation 
Inflation is measured with the help of Index numbers. Index numbers are numbers that measure 
change in any variable. 
There are two types of Index numbers 

 Wholesale Price Index (WPI)
 Based in 676 commodities
 Estimated by Min of Industry and Commerce
 Measured on a monthly basis, but with a lag of 14 days.
 Base year is 2004-05

Item Groups No of Items Weightage (%) 

Primary articles 102 20.12 

Fuel and Power 19 14.91 

Manufactured Items 555 64.97 

Total 676 100 

Phillips curve 
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Note: WPI was revised in 2010. It was revised on the recommendation of Prof. Abhijit Sen 
committee. Earlier the base year for WPI was 1993-94. 
In India, general rate of inflation is measured by WPI. 

Different methods to measure WPI 
 Point to Point inflation

Inflation is compared between two points in time, usually a month’s inflation rate.
 52 week average method

Average of previous 52 week’s point to point inflation is taken.

 Consumer Price Index (CPI)
 It shows the impact of inflation on a common man (increase in cost of living).
 CPI is considered to provide Dearness Allowance to Central government employees.
 CPI is based on retail prices.
 Is available on a monthly basis.

There are four types of CPI: 
 CPI for Industrial Workers (CPI-IW)

o Base year: 2001
o Weightage of food items is 46%
o Measured by Labour Bureau
o This is used for the grant of DA

 CPI for Urban Non-Manual Employees (CPI-UNME)
o Base year: 1984-85
o This is used to provide grant by some MNC’s

 CPI for Agricultural Labourers (CPI-AL)
o Base year: 1986-87
o Used for the fixation of minimum wages
o This is used for revision of wages under MNREGA

 CPI for Rural Labourers (CPI-RL)
o Base year: 1986-87

New CPI introduced by CSO 
In 2011, CSO introduced three new CPI’s 

 CPI – Urban

 CPI – Rural

 CPI – Combined
The reason to introduce these new CPI’s was that there was no single CPI that could give the effect of 
inflation as a common man residing in India would experience. Base year for all the three CPI’s is 
2010. 

Why Inflation is high on CPI as compared to WPI? 

 Weightage of food is high in CPI than when compared to WPI.



Sub-Prime loans 
These are loans that are provided to risky borrowers or in other words, clients who have high 
probability of defaulting. 

Impact of Sub-prime crisis on Indian Economy 
Banks and Financial Institutions suffered loses as a result withdrawal of money by Financial 
Institutions. This resulted in demand being reduced. This in turn resulted in inflation decreasing in 
India. 
Remedies: Government provided Fiscal stimulus (taxes reduced, govt expenditure increased), 
Expansionary monetary policy was adopted by RBI and Support packages was required. 

Terms Related with Inflation 
1. Inflation: Persistent increase in price level
2. Disinflation: Reduction in the rate of inflation

- Price level decreases
- No adverse effect on economy

3. Deflation: Persistent decrease in price level (negative inflation)
4. Reflation: Price level increases when economy recovers from recession
Based on value of inflation
1. Creeping inflation – If rate of inflation is low (upto 3%)
2. Walking/Trotting inflation – Rate of inflation is moderate (3-7%)
3. Running/Galloping inflation – Rate of inflation is high (>10%)
4. Runaway/Hyper Inflation – Rate of inflation is extreme
New terms

1. Stagflation: Inflation + Recession (Unemployment)
2. Misery index: Rate of inflation + Rate of unemployment
3. Inflationary gap: Aggregate demand > Aggregate supply (at full employment level)
4. Deflationary gap: Aggregate supply > Aggregate demand (at full employment level)
5. Suppressed / Repressed inflation: Aggregate demand > Aggregate supply. Here govt will not

allow rising of prices.
6. Open inflation: Situation where price level rises without any price control measures by the

government.
7. Core inflation: Based on those items whose prices are non-volatile.
8. Headline inflation: All commodities is covered in this.
9. Structural inflation: Due to structural problems like infrastructural bottlenecks.



TAXATION: 

In order to run the government and manage affairs of a state, money is required. So the government 
imposes taxes in many forms on the incomes of individuals and companies. 
Broadly taxes are divided in two categories: 

1. Direct Taxes
2. Indirect Taxes

Direct Taxes 
 A tax that is paid directly by an individual or organization to the imposing entity (generally

government).
 A direct tax cannot be shifted to another individual or entity.
 The individual or organization upon which the tax is levied is responsible for the fulfillment of the

tax payment. Indirect taxes, on the other hand, can be shifted from one taxpayer to another.
 A taxpayer pays a direct tax to a government for different purposes, including real property tax,

personal property tax, income tax or taxes on assets, FBT, Gift Tax, Capital Gains Tax etc.

Indirect Taxes 

 The term indirect tax has more than one meaning.

 In the colloquial sense, an indirect tax (such as sales tax, a specific tax, value added tax (VAT), or

goods and services tax (GST)) is a tax collected by an intermediary (such as a retail store) from the

person who bears the ultimate economic burden of the tax (such as the consumer).

 The intermediary later files a tax return and forwards the tax proceeds to government with the

return.

 In this sense, the term indirect tax is contrasted with a direct tax which is collected directly by

government from the persons (legal or natural) on which it is imposed.

Some of the important DIRECT TAXES:- 

1. Fringe Benefit Tax:

 In order to reduce the profit on booked entry, many companies started providing various benefits
to their employees and maintain them under their input cost. Thus reducing the profit which in
turns lead to less taxation by the government.

 Therefore government imposed Fringe Benefit Tax (FBT) which is fundamentally a tax that an
employer has to pay in lieu of the benefits that are given to his/her employees.

 It was an attempt to comprehensively levy tax on those benefits, which evaded the tax.
 The list of benefits encompassed a wide range of privileges, services, facilities or amenities which

were directly or indirectly given by an employer to current or former employees, be it something
simple like telephone reimbursements, free or concessional tickets or even contributions by the
employer to a superannuation fund.

 FBT was introduced as a part of the Finance Bill of 2005 and was set at 30% of the cost of the
benefits given by the company.

 This tax needed to be paid by the employer in addition to the income tax, irrespective of whether
the company had an income-tax liability or not.
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 Fringe benefit tax was abolished in the 2009 Union budget of India.

2. Minimum Alternate Tax

 The concept of Minimum Alternate Tax (MAT) was introduced in the direct tax system to make sure
that companies having large profits and declaring substantial dividends to shareholders but who
were not contributing to the Government by way of corporate tax, by taking advantage of the
various incentives and exemptions provided in the Income-tax Act, pay a fixed percentage of book
profit as minimum alternate tax.

 As per the Income Tax Act, if a company’s taxable income is less than a certain percentage of the
booked profits, then by default, that much of the book profits will be considered as taxable income
and tax has to be paid on that.

 It is called MAT and is a direct tax. It was introduced in order to deter some companies who
managed their account in such a way that they end up paying zero or no tax to the government.

 Current rate of MAT is 18.5%.

3. Alternate Minimum Tax

 Under the existing provisions of the Income-tax Act, Minimum Alternate Tax (MAT) and Alternate
Minimum Tax (AMT) are levied on companies and limited liability partnerships (LLPs) respectively.

 That means what is MAT to the companies, AMT is to the LLPs.
 However, no such tax is levied on the other form of business organizations such as partnership

firms, sole proprietorship, association of persons, etc.
 In order to widen the tax base vis-à-vis profit linked deductions, it is proposed to amend provisions

regarding AMT contained in the Income-tax Act to provide that a person other than a company,
who has claimed deduction under any section (other than section 80P), shall be liable to pay AMT.

 Under the proposed amendments, where the regular income-tax payable for a previous year by a
person (other than a company) is less than the alternate minimum tax payable for such previous
year, the adjusted total income shall be deemed to be the total income of such person and he shall
be liable to pay income-tax on such total income at the rate of eighteen and one-half per cent.

INDIRECT TAXATION IN INDIA 

 Production of goods: Excise or CenVAT

 Distribution of goods: Sales Tax

 Production and Distribution of services (because they can’t be separated):

 Service Tax

In India, generally taxes on production or manufacturing (Excise) is levied by the centre and taxes on sales 
(Sales Tax) is levied by the states.   

1. Excise duties:

 Excise duty (Central VAT) is a tax on manufacture of goods within the country. Excise duties are
levied under the Central Excise and Salt Act, 1944, the Excise Tariff Act, 1985 and the Modified
Value Added Tax (MODVAT) scheme or CENVAT.

 The rates of excise duty levied vary depending inter alia on the nature of item manufactured, the
nature of the manufacturing concern, and the place of ultimate sale.

 The duty rates are either ad valorem (i.e. a fixed percentage of the cost of production), specified (a
fixed rate depending on the nature of the manufactured item, for example length of product or
count of product), or a combination of both.

 The MODVAT scheme, introduced in 1986, on the recommendation of L K Jha Committee, applies
to certain specific items.



 The objective of this scheme is to limit the cascading effect of duty incidence on a number of goods
subjects to excise which are further used as inputs for other excisable goods.

 Under the scheme, MODVAT credit can be claimed on the purchase of raw materials on which
excise have been paid.

 This MODVAT credit can be used to set off excise duty payable on subsequent manufacture of
goods.

2. Sales tax

 Sales tax is levied on the sale of a commodity which is produced or imported and sold for the first
time.

 If the product is sold subsequently without being processed further, it is exempt from sales tax.
Sales tax is levied by either the Central or the State Government, Central Sales tax or 4% is
generally levied on all inter-State sales.

 State sales taxes that apply on sales made within a State have rates that range from 4 to 15%.
However, exports and services are exempt from sales tax.

3. Service tax:

 Service tax is a part of Central Excise in India. It is a tax levied on services provided in India, except
the State of Jammu and Kashmir.

 The responsibility of collecting the tax lies with the Central Board of Excise and Customs (CBEC).

TAXATION SYSTEMS 

1. VAT (Value Added Tax)

 Value added tax or VAT is an indirect tax, which is imposed on goods and services at each stage of
production, starting from raw materials to final product.

 VAT is levied on the value additions at different stages of production.
 VAT is widely applied in the European countries. However, now a number of countries across the

globe have adopted this tax system. GST (Goods and Service Tax) which is to be implemented in
India is nothing but a kind of VAT system.

2. Goods and Services Tax (GST)

 The Goods and Services Tax (GST) is a value added tax to be implemented in India, the decision on
which is pending.

 It will replace all indirect taxes levied on goods and services by the Indian Central and State
governments. It is aimed at being comprehensive for most goods and services with few tax
exemptions.

 India is a federal republic, and the GST will thus be implemented concurrently by the central and
state governments as the Central GST and the State GST respectively.

 The implementation of GST will lead to the abolition of other taxes such as octroi, Central Sales Tax,
State-level sales tax, entry tax, stamp duty, telecom license fees, turnover tax, tax on consumption
or sale of electricity, taxes on transportation of goods and services etc, thus avoiding multiple
layers of taxation that currently exist in India.

Advantages of Implication of GST in India: 

o It will boost up economic unification of India; it will assist in better  conformity and revenue 
resilience; it will evade the cascading effect in Indirect tax regime.



o In GST system, both Central and state taxes will be collected at the point of sale. Both components
(the Central and state GST) will be charged on the manufacturing cost.

o It will reduce the tax burden for consumers;
o It will result in a simple, transparent and easy tax structure; merging all levies on goods and services

into one GST.
o It will bring uniformity in tax rates with only one or two tax rates across the supply chain;
o It will result in a good administration of tax structure;
o It may broaden the tax base;
o It will increase tax collections due to wide coverage of goods and services.
o It will result in cost competitiveness of goods and services in Global market.
o It will reduce transaction costs for taxpayers through simplified tax compliance.
o It will result in increased tax collections due to wider tax base and better conformity.

Limitations in implementing GST in India 

o Experience of various countries shows that it is very difficult to manage GST system. Even various
developed countries find it difficult. India’s tax collecting authority is not equipped technically to
handle it.

o Computerization of data is needed.
o Amendment of Constitution is required for which consensus of at least half of the states is needed,

which is very difficult in today’s rise of regional politics.
o It is resource intensive as large data collection is required.

Laffer curve 

 Invented by Arthur Laffer, this curve shows the relationship between tax rates and tax revenue
collected by governments.

 The curve suggests that, as taxes increase from low levels, tax revenue collected by the government
also increases. It also shows that tax rates increasing after a certain point (T*) would cause people
not to work as hard or not at all, thereby reducing tax revenue.

 Eventually, if tax rates reached 100% (the far right of the curve), then all people would choose not to
work because everything they earned would go to the government.



DIRECT TAX CODE 

 Direct Tax code is a reform of direct tax system
 Objectives of Direct Tax code are:-

o Simplification and consolidation of all direct tax laws of central government
o To make tax system more effective and efficient.

Simplification of direct tax laws:- 
 Tax laws would be re-written in simple language
 Exemptions and reductions would be reduced
 Cross references will be reduced
 Explicit Language will be used.

Consolidation of tax laws:- 
 All tax laws dealing with direct taxes would be merged.
 E.g. Income Tax Acct, 1961; Wealth Tax Act, 1957; Gift Tax Act, 1958.

 Implementation of DTC
o Government published a discussion paper on DTC in 2009
o Government issued DTC bill in parliament in 2010
o Like all technical bills this bill too was referred to standing

committee on finance headed by Mr Yashwant Sinha
o Government wanted to implement DTC from 1 Apr 2012

but due to delay in report being submitted by the
standing committee it was not possible.

o It is not a very controversial bill as state governments are
not involved in it.

 DTC Proposals
o Increase in Income tax slabs. (Government adopted the proposed tax slabs in financial year

2012 – 2013)
o Corporate Income Tax or Corporation Tax – For both domestic and foreign firms, tax rate

should be 30% and no surcharge will be applicable. Currently there is 5% surcharge applicable
on domestic firms and for foreign firms tax is 40% along with 2% surcharge is also applicable.

o Minimum Alternate Tax rate should be 20%. Currently the tax rate of MAT is 18.5%.
o Savings Scheme should be under EET. Presently these

schemes are under EEE.
o Few schemes like PF, Gratuity, pension funds etc would

still come under EEE.
o GAAR – General Anti Avoidance Rule

 It is a provision in direct tax system
 It provided discretionary power to tax official to

deny and tax benefit to any firm.
 Tax officials can violate certain provision of Income

Tax Act and Double Taxation Avoidance Act
 Advantage – Will reduce tax avoidance; to check

the misuse of DTAA; Impose restrictions on round-
tripping.

 Disadvantages – It provides discretionary powers to
tax officials; Corruption may increase; Uncertainty
will increase; Credit worthiness will decrease.

Process of clearance of bill submitted 
to standing committee is:- 

1. Submission of report to the
parliament

2. Discussion on the bill
3. Voting on the bill
4. Passing of the bill

EET EEE 

E – Exempt E – Exempt 
E – Exempt E – Exempt 
T – Tax E – Exempt 

 First exempt on Investment like
PF, fixed deposits

 Second exempt on Accruals i.e.
the income earned from the
investments

 Third exempt is for withdrawal
i.e. investment withdrawal is
exempt

 Under DTC Withdrawal will be
taxed.
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o Guidelines issued by government in implementation of GAAR
 It was postponed for 1 year
 Approving panel should be established having 3 high ranking Income Tax officials
 GAAR will be invoked only for large transactions.

o Parthasarathi Shome committee recommendations
 GAAR should be postponed for 3 years i.e. 1st April 2016.
 Whether GAAR has to be invoked or not should be decided by approving committee.
 Threshold limit to be set as 3 crore.
 Capital gains tax should be abolished and advanced ruling should be allowed.
 Tax residency certificates by governments of other countries should be accepted
 The prime objective of GAAR should be to check misuse of tax and it should be

invoked only in contravention cases.
 If Specific anti avoidance rules is present then GAAR should not be invoked.
 Shome panel also recommended that retrospective amendment should be made

only in rarest of rare cases.

TAX REFORMS 

 In 1991 banking sector reforms were adopted and Narsimham committee was set up. Also in the
same year Tax reforms committee was set up under the chairmanship of Dr Raja J Chelliah.

 Chelliah committee recommendations:-
o Tax rates in respect of all the taxes should be reduced.
o Number of tax slabs should be reduced.
o Service tax should be introduced (It was introduced in 1994)
o Government should convert Modvat into full-fledged VAT.
o Capital gains tax should be indexed to inflation
o Wealth tax should be imposed only on non-productive wealth.
o Specific taxes should be converted into ad valorem taxes.

 2 task forces were set up in 2002 under the chairmanship of Dr Vijay Kelkar. Its recommendations
were:-

o Income tax exemption limit should be decreased.
o MAT should be abolished
o Dividend distribution tax should be abolished for companies and shareholders
o Long term capital gains tax on listed securities should be abolished
o Service tax should be expanded in a comprehensive manner
o Most of the excise should be replaced by Cenvat
o Custom duty should be reduced to the rates prevailing in ASEAN countries.
o State level VAT should be adopted in a uniform manner in all the states

PUBLIC FINANCE AND FISCAL ISSUES 

 Budget
o It is an annual financial statement of the estimated receipts and expenditure of the

government during a financial year.

o Budget is compulsory as per Article 112

o It is compulsory for even for states according to article 202

o Objectives:-

 Transparency

 Accountability

Direct 

tax

Indirect 

tax



 To ensure advance planning

 Legislative control over executive

o Types of Budget:-

 Zero based Budget (ZBB)

 This was given by Peter Pyhrr and was introduced in India in 1987

 No consideration is given to previous expenditure

 Government expenditure must be spent on most efficient programs

 Performance Budget or Performance and Program Budget

 Demand of grants should have Quantitative objectives, programs and

criteria for assessment of performance

 Outcome Budget (reformed version of Performance Budget)

 Annual targets of each program are sub-divided into quarterly targets

 Appropriation Bill is passed in May

 Outcome Bill is presented by ministries after Appropriation Bill is passed in

May.



BUDGET 

STRUCTURE OF BUDGET 

 Budget is the annual financial statement of the estimated receipts and the expenditures of the
government.

 It is classified into:-
o Receipts

 Revenue Receipts
 Capital Receipts

 Sale of assets

 Disinvestments

 Recovery of loans
o Expenditure

 Revenue Expenditure
 Capital Expenditure

 Liability
o It means Debt or Loan that needs to be repaid
o It is affected when government borrows or lends money

 Borrowing can be Internal or External
o Sources of Internal borrowing

 Prime source is Financial Institutions i.e. Banks. They buy government securities as
they are compelled to buy the same under SLR.

 Govt. also can borrow from RBI.
o Source of External borrowing

 Bilateral - Borrowing from other country’s government
 Multilateral – Borrowing from International Financial Institutions like IMF, World

Bank, Asian Development Bank etc.
 Capital Expenditure

o It is the opposite of Capital Receipts
o In this government would spend money to buy assets

 Revenue Receipts
o It is the money received by the government without reducing its assets or increasing its

liabilities.
o This is an income as the money is not supposed to be returned
o The prime source of income for the Govt. is taxation which is of two types:-

 Tax Revenue (85% contribution)
 Non tax revenue (15% contribution)

o Important Taxes:-
 Corporate Income Tax (Direct Tax)
 Income Tax (Direct Tax)
 Excise (Indirect Tax)
 Customs (Indirect Tax)
 Service tax (Indirect Tax)

o Non Tax Revenue
 Profit of the Public Sector Companies (PSU) (PSUs are non-departmental

undertaking)
 Profit from economic services like railways, posts etc. These are departmental

undertaking.
 Fees like passport fees, license fees & fines.
 Gifts, Grants & donations from foreign governments

Difference between Capital and Revenue 

If any receipts or expenditure affects any liabilities of 
the Govt. then it is called Capital, otherwise it is 
called Revenue 

The activities important for social welfare are 
placed under departmental undertaking 
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 Expenditure
o Capital Expenditure – Assets increase and liability decreases (e.g. - Purchase of assets etc.)
o Revenue Expenditure – Day to day expenditure or current consumption expenditure of the

Govt. (e.g. - Interest payments; salary and pension; Defence expenditure etc.)

BUDGETARY DEFICIT 

1. Budget Deficit
o It is excess of total expenditure over total receipts (Total Expenditure – Total Receipts)
o In India we do not have the concept of Budget Deficit
o Earlier Budget deficit used to be equal to 91 days ad-hoc treasury bills as till 1997 we used to

exclude ad-hoc treasure bills in the total receipt
o Ad-hoc treasury bills are special type of treasury bills issued by the Govt. only to Central

bank to borrow temporarily to cover the mismatch between its receipts and expenditures.
o Govt started using it as a permanent means of borrowing and never used to repay the loan

which lead to unintentional printing of money by the RBI and monetisation of deficit. Due to
this ad-hoc treasury bills were abandoned in 1997.

o After 1 April 1997 Govt. adopted Ways and Means Advances (WMA) which is a kind of
overdraft facility.

o Overdraft facilities are provided by banks to firms against current accounts.

2. Fiscal Deficit (called Budget deficit in Europe and America)
o It is the difference of total expenditure and the total receipts of Govt except borrowing.
o In simple language Fiscal Deficit means borrowing by Govt. from any sources.
o Other Formulae – Total Expenditure – (total receipts + non-debt creating capital receipts)
o Borrowing may be good or bad depending on the use of funds.
o Fiscal Responsibility and Budget management Act (FRBMA) was passed in 2003 for Govt. to

impose limit of deficit.
o Negative Impacts:-

 Public debt on Govt increases.

 If Govt. spending is more, then aggregate demand increases and with that demand
price also increases

 Interest rates increase due to which private investment reduces.

 It reduces economic resilience of the government.
o Measure taken to reduce Fiscal Deficit:-

 It can be done by either reducing total expenditure or by increasing revenue

 To reduce expenditure Govt has adopted an Expenditure Reforms Commission in
2000. Mr K.P. Geethakrishnan was the chairman.

 This commission has taken measures like reducing subsidies and reducing Govt.
staff.

 To increase revenue Govt. has initiated Tax reforms and is also planning to introduce
GST.

 Reforms in PSUs

 Selling off non-viable assets like PSUs and land to pay off debt.

 Fiscal reforms Committee was set up under the chairmanship of Dr. Vijay L. Kelkar

3. Revenue Deficit
o It is the excess of revenue expenditure over revenue receipts
o Revenue Deficit = Revenue expenditure – Revenue receipts
o This deficit is not desirable and is the worst type of deficit as it leads to dilution of assets and

increase in liabilities for that expenditure which would benefit Govt. in future.



o Under FRBMA revenue deficit is not allowed
o It should have been reduced to 0% by 2009.
o For the year 2012-13, the target is more than 4%.

4. Effective Revenue Deficit (ERD)
o Revenue Deficit (RD) = Revenue Expenditure – Revenue Receipts
o Revenue expenditures like interest payments, wages and salaries, grants etc.
o Majority of the grants are provided for capital expenditure and since the grants are leading

to creation of assets, hence they are not revenue expenditure.
o So Effective Revenue Deficit = Revenue Deficits – Grants for Capital expenditure. It shows the

effective reduction of assets or increase in liabilities.
o The target for ERD is 1.8% of the GDP which is almost half of revenue deficit.

5. Primary Deficit (PD)
o PD = Fiscal Deficit – Interest Payments
o If govt. borrows in the current financial year, it has to pay interest from the next year or as

and when decided by the lender.
o If primary deficit is zero, it means that Govt. is borrowing just to meet the interest payments.
o PD’s implications depends on various factors like Size of public debt and Level of

development
o There is no target in FRBMA. If Fiscal deficit reduces then PD will also reduce.
o PD target for this financial year is 1.7% of GDP.

6. Monetised Deficit
o It measures the borrowings of Govt from RBI during the financial year
o RBI is empowered to print money against Govt security and when Govt borrows from RBI it

provides Govt security which leads to printing of money.
o Currency held by other entities other than Govt is called High Powered Money and this

printing of money will increase the High Powered Money.
o This will result in increase of Money Supply as Money Supply = Money Multiplier x H. This

will lead to increase in aggregate demand which will further lead to Inflation.
o Govt. borrowing money from RBI is also called Deficit Financing.
o As per FRBMA direct borrowing from RBI is not allowed i.e. monetised deficit is not allowed.

FISCAL POLICY 

 Fiscal Policy deals with the revenue and expenditure policy of the Govt.
 The word fiscal has been derived from the word ‘fisk’ which means public treasury or Govt funds
 Tool of fiscal policy:-

o Taxation
o Public expenditure
o Public debt
o Plan and Non-Plan Expenditure

 Public Debt means debt on the Govt
 It is accumulated borrowing of the Govt
 Components of Public Debt:-

o Internal Debt or liabilities
o Other Liabilities
o External debt

 Types of Govt. funds
o Consolidated Fund of India

High Level committee on public expenditure was set up in 
2011 headed by Dr. C Rangarajan. 

This committee suggested that this classification on plan 
and no-plan expenditure should be abolished because it is 
arbitrary. 

This committee suggested that Govt should use revenue 
and capital instead of plan and non-plan 

It has also recommended that the role of planning 
commission to some extent should be diluted. Instead of 
finalisation of plans of the state Govt by planning 
commission this work should be done by Finance Ministry. 



o Contingency Fund
o Third Fund also called Public accounts

 Debt Trap – Situation where the borrower has to borrow again for the payment of instalment on the
previous debt. A borrower unable to meet debt service obligations without borrowing is known to be
in debt trap. Eurozone countries are known to be in

Fiscal Responsibility and Budget Management Act (FRBMA), 2003 

 The objective of this act is to impose fiscal discipline on government.
 It means fiscal policy should be conducted in a disciplined manner or in a responsible manner i.e.

government deficits or borrowings should be kept within reasonable limits and government should
plan its expenditure in accordance with its revenues so that the borrowing should be within limits.

 Targets under this act:-
o Fiscal deficits should be less than 3% of GDP or less by 2008
o Fiscal deficit should be reduced by 0.3% point per annum
o In 2004 the fiscal deficit was slightly above 4.3% and further reduces considerably by

0.3% every year.
o Revenue deficit must be 0 by 2009.It can be achieved by reducing revenue deficit by 0.5%

points per annum.
o Govt should not borrow directly from RBI.
o Govt has to present the trends of receipts and expenditure in Parliament on a quarterly

basis. In case of deviations in receipts and expenditure from the

Fiscal Federalism 

 It refers to distribution of resource between centre and states
 Distribution of taxes between centre and states is mentioned in the 7th schedule of our constitution.
 There are 3 lists where the taxes are distributed

o Union List
o State List
o Concurrent List

 Taxes are classified under 5 categories
o Central taxes or Central Govt. Taxes
o Shareable taxes – Income tax and Union Excise

duty
o State taxes
o Taxes imposed and collected by Centre and

appropriated by state
o Taxes imposed by centre but collected and used

by state – Stamp duties and agriculture
properties.

 This 5 classification arrangement has been amended and the
last two categories have now been merged. Now they are
called central shareable taxes.

 10th Finance commission headed by K.C. Pant recommended
these amendments.

 By the 80th constitution amendment in 2003, the first two
taxes were merged leaving all taxes shareable.

Terminal taxes:- 
o Terminal taxes are like

platform entry tickets,
airport entry tickets for
passengers or for goods

o These are collected by the
centre and given to the
states

Central Taxes:- 
o Corporation tax
o Customs duty
o Stamp duties on financial

documents
o Wealth tax and gift tax

State Tax 
o Sales Tax or Trade Tax
o Excise on liquor and

narcotics
o Taxes related to agriculture

sector
o Motor spirit and vehicles
o Professional taxes etc.



Finance Commission 

 It is a constitution al body constituted as per article 280 by the President of India.
 This commission is constituted after every five years or earlier if required.
 The role of finance commission is to give recommendation as to how the resource should be

distributed between centre and states.
 Functions of Finance commission

o Distribution of tax revenue between Centre and States
o Principles for how Centre should provide grants to States
o How to strengthen the Panchayats or municipalities. (added after 73rd and 74th amendment)
o Any other matter referred to it by President in the interest of Sound Finance.

13th Finance Commission 

 The TFC was constituted in terms of the Presidential Order November 13, 2007 to make
recommendations relating to tax devolution between the Centre and States; grants-in-aid to
States; and measures needed to augment the Consolidated Fund of a State to supplement the
resources of the Panchayats and Municipalities.

 In addition to the above, the Commission has also been mandated to review the state of
finances of the Union and States, keeping in view, in particular, the operation of the States’ Debt
Consolidation and Relief Facility 2005-2010 introduced by the Central Government on the basis
of the recommendations of the Twelfth Finance Commission, and suggest measures for
maintaining a stable and sustainable fiscal environment consistent with equitable growth. The
Commission submitted its report on December 30, 2009.

 The recommendations of the Commission would be implemented over the period of 2010-15.
The FC-XIII’s overall approach was to foster “inclusive and green growth promoting fiscal
federalism”. Observing that as against the level of 75% targeted by the Twelfth Finance
Commission, the combined debt-GDP ratio was 82% in the terminal year (2009-10).

 The FC-XIII proposes reducing the combined debt-GDP ratio to 68% by 2014-15 with the
Centre’s debt-GDP ratio declining to 45%. It recommended a calibrated exit strategy from the
expansionary fiscal stance of 2008-09 and 2009-10.

 The FC-XIII has recommended fiscal consolidation through the elimination of revenue deficit as
the long-term target for both the Centre and States.

 Terming the goods and services Tax (GST) as a game-changing tax reform measure which will
significantly contribute to the buoyancy of tax revenues and acceleration of growth as well as
generate positive externalities, the FC-XIII proposed a grand bargain.

 The six elements of the grand bargain for the GST included: 1. the design; 2. operational
modalities; 3. Binding agreement between the Centre and States with contingencies for change
in rates and procedures; 4. disincentives for non-compliance; 5. the implementation schedule
and; 6. the procedure for States to claim compensation.

 For this purpose, the FC-XIII recommended the sanction of Rs 50,000 crore as compensation for
revenue losses of States on account of the implementation of the GST.

 This amount would shrink to Rs 40, 000 crore were the implementation to take place on/after
April 1, 2013 and further to Rs 30,000 crore were it to take place on/after April 1, 2014.



DISINVESTMENT 

Disinvestment refers to selling of equity of a PSU to a private sector companies, financial institutions, general 
public or workers 

Disinvestment versus Privatisation 

 Disinvestment refers to selling of equity of a PSU to a private organization or to general public.
 Privatisation refers to providing for larger role for private capital and enterprise in the

functioning of an economy.
 Privatisation is a wider term than disinvestment. Disinvestment is one of the means for

achieving privatization.
 Privatisation may result from any of the following:-

o Disinvestment
o Denationalisation (i.e., complete sell off of a PSU)
o Transfer of management and control of a PSU to the private sector
o Dereservation of areas reserved for the public Sector etc.

Objectives of Disinvestment 

 To transfer the resources from non-strategic sector to the strategic sector, which is much higher
on social priority such as basic health, family welfare, primary education etc.

 To raise funds to cover up the fiscal deficit of the government.
 To improve efficiency of the public sector by inducing private initiative and competition.
 To enhance accountability of the PSUs by exposing them to the capital market.
 To reduce political interference by imparting market orientation to the enterprise.
 Bring down Government equity in all non-strategic PSUs to 26 % or lower, if necessary.
 Restructure and revive potentially- viable PSUs
 Close down PSUs which cannot be revived
 Fully protect the interest of workers.

The Disinvestment Process 

 In 1992, Government constituted a committee on the Disinvestment of shares in PSE’s headed
by Dr. C. Rangarajan to recommend over the policy of disinvestment.

 The committee recommended that upto 49% equity of the PSUs under the exclusive
participation of the state could be disinvested but for rest of the industries disinvestment can
be allowed upto 74%.

 Further, the government constituted a five member Disinvestment Commission under the
chairmanship of Shri G.V. Ramakrishnan in August 1996 to draw up a comprehensive policy for
the long term disinvestment programme.

 The commission was mandated to advise the government on the extent, methodology, strategy
and timing of disinvestment.

 In May 2004, the Government adopted National Common Minimum Programme, which
outlined the policy of the Government with respect to the Public Sector.

• General, profit making PSU’s will not be privatized.
• In case of privatization of profitable PSU’s government will retain atleast 51% of the

equity and the management control of the enterprise.
• Navratna PSU will be retained under the public sector.
• Chronically loss-making companies will be either sold-off or closed, after all workers get

their legitimate dues and compensation.
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• All privatisations will be considered on a transparent and consultative case-by-case,
basis.

• A board for Reconstruction of Public Sector Enterprises (BRPSE) to be constituted.
 A National Investment Fund will be established.
 On 25 November 2005, the Government decided, in principle, to list large, profitable CPSEs on

domestic stock exchanges and to selectively sell small portions of equity in listed, profitable
CPSEs (other than the Navratnas).

 The target for disinvestment is Rs 40,000 crore every year. But due to the financial crisis
government is not able to meet its targets. The targets have now been reduced to Rs. 30,000
crore.

SMALL SCALE & COTTAGE INDUSTRIES 

 Small Scale Industries are industries in which the investment limit is upto certain limit which was 1
crore initially 1 crore and now has been increased to 5 crore

 Cottage Industries are usually very small and are established in cottages or dwelling places.
 In Small scale industry outside labour is used whereas in cottage industries family labour is used.
 SSI uses both modern and traditional techniques. Cottage industries depend on traditional

techniques of production.
 New Definitions of Micro, Small & Medium Enterprises
 In accordance with the provision of Micro, Small & Medium Enterprises Development (MSMED) Act,

2006 the Micro, Small and Medium Enterprises   (MSME) are classified in two Classes:
o Manufacturing Enterprises:  The enterprises engaged in the manufacture or production of

goods pertaining to any industry specified in the first schedule to the industries
(Development and regulation) Act, 1951). The Manufacturing Enterprise is defined in terms
of investment in Plant & Machinery.

o Service Enterprises:  The enterprises engaged in providing or rendering of services and are
defined in terms of investment in equipment:

Manufacturing Sector 

    Enterprises  Investment in plant & machinery 

    Micro Enterprises  Does not exceed twenty five lakh rupees 

    Small Enterprises  More than twenty five lakh rupees but does not exceed 
five crore rupees  

    Medium Enterprises  More than five crore rupees but does not exceed 
ten  crore rupees 

Service Sector 

    Enterprises  Investment in equipment 

    Micro Enterprises  Does not exceed ten lakh rupees: 

    Small Enterprises  More than  ten lakh rupees but does not exceed two 
crore rupees 

    Medium Enterprises  More than two crore rupees but does not exceed five 
core rupees 

Contribution of Small Scale Industries 
 Small enterprise sector provided employment to about 225 lack people during 2008-09. The small

scale sector accounts for over 80% of the manufacturing sector's employment.
 It contributed significantly towards the economic growth of the nation, with over 39% of the

industrial production.
 The small-scale accounts for over 34% of the total exports and about 45% of the manufacturing

exports. Further over 90% of exports of the SSIs consists of non-traditional items like sports goods,
readymade garments, processed foods, chemicals etc.



 SSIs are conducive for the economic development of underdeveloped countries like India. Such
industries are relatively labour intensive so they make economical use of the scarce capital.

 Small scale industries are instrumental in reducing the inequalities in wealth. In these
 industries capital is widely distributed in small quantities and the surplus of these industries is

distributed among large number of people.
 Small scale industries bring about regional dispersal of industries and alleviate regional imbalances.
 Small-scale industries make use of local resources including the capital and entrepreneurial skills

which would have remained unused for want of such industries.
 Small industry sector has performed exceedingly well and enabled the country to achieve a wide

measure of industrial growth and diversification.
 In these industries relations between employers and employees are direct and cordial. There is

hardly any scope of exploitation of labour and industrial disputes.

Government measures to promote small scale 
industries. 

(a) Organisational measures
 Establishment   of  Boards
 National Small Industries Corporation (NSIC)
 Industrial Estates
 District Industries Centre (DIC)

(b) Financial measures
 Small Industries Development Fund (SIDF) - set

up in 1986 to provide refinance (i.e. finance to
the financial institutions in lieu of their
lending to SSIs) assistance for development,
expansion, modernization, rehabilitation of SSIs.

 National Equity Fund (NEF)
 Single Window Scheme (SWS)
 Small Industries Development Bank of India (SIDBI):—lt was established in October, 1989 by

amalgamation of small Industries Development Fund (SIDF) and Natural Equity Fund (NEF)

(c) Fiscal Measures
 Small-scale enterprises having turnover, upto 1 crore are fully exempted from the excise duty.
 Concessional rate of custom duties are levied on import of certain kind of raw materials and

components used by SSIs.
 Price and purchase preference is granted to products manufactured in the small-scale sector in

government purchase programme.

(d) Technical assistance

 Small-scale Industries Development Organisation (SIDO):—It was established in 1954. SIDO
provides technical, managerial, economic and marketing assistance to SSIs through its network of
extension centres and service institutes.

 Council for Advancement of Rural Technology (CART):—It was established in 1982  to provide
technical assistance to rural industries.

 Technology Development and Modernisation Fund (TDMF):—It was set up for the technological
upgradation and modernization of the export oriented units.

Problems of Cottage and Small-Scale Industries 

1. Non-availability of timely and adequate
credit.

2. Inefficient management
3. Lack of infrastructure
4. Technological obsolescence
5. Limited availability of raw materials
6. Marketing problems
7. Competition with large-scale industries and

imports.
8. Excessive burden of local taxes,
9. Widespread sickness.



(e) Reservation of items for SSIs
 The policy to reserve certain items for the small-scale sector was introduced in 1967.
 It aims to promote the SSIs by protecting them from competition with the large-scale units. In April

1967 there were only items in the reserved category which were increased in several phases to 873
in 1984.

 The policy of reservation was widely criticized by a number of economists because it adversely
affected the production and productivity of the reserved items. So, government appointed the
Abid Hussain Committee to review the policy of reservation of items for the SSIs.

 The committee gave its report in 1997 with the observation that the policy of reservation has
actually reduced the competitiveness of the SSIs engaged in the production of such items.

 Only a few SSIs were involved in the production of the reserved items and their output was almost
negligible in comparison of the total output of the SSIs. Thus, the committee recommended that
the policy of reservation of items for SSIs should be abandoned.

 Government did not abandon the policy of reservation altogether; however government has
dereserved few items in the recent past. Government dereserved 79 items in February, 2008. The
total number of reserved items now stands at 35.

INDUSTRIAL SICKNESS 

The government defined the industrial sickness for the first time in the Sick Industrial Companies (Special 
Provisions) Act, 1985. According to this Act, a medium or large (i.e. non-SSI) company was defined as sick if: 
(1) it was registered for atleast 7 years (later reduced to 5 years)
(2) it incurred cash losses in the current year and the preceding year.
(3) its entire net worth (i.e. paid-up capital and reserves) was eroded.
A company is regarded, as weak or incipiently sick on the erosion of 50% of its peak net worth during any of
preceding five financial years.
The industrial sickness has been redefined in the Companies (Second Amendment) Act, 2002.

Revival and rehabilitation measures 
The government undertake the following measures to revive and rehabilitate the sick industrial units. 

 Financial Assistance
As per the directions of the RBI, the commercial banks granted the following concessions to sick
industrial units:
(a) Rescheduling of loans and interest:
(b) Grant of additional working capital:
(c)Waiving off interest on loans:
(d) Moratorium on payment of interest, etc.

 Organisational  measures
o State-level inter-institutional committees — These are set up by the RBI to ensure better

coordination "between the banks, state governments and other concerned financial institutions.
o Special Cell:   It   was   set   up   by   the Rehabilitation Finance Division of the IDBI to provide

assistance to the banks for revival of sick units.
  . 

 Fiscal  Concessions
o The government amended the Income Tax Act in 1977 to provide tax benefit to those units

which take over the sick units for reviving them.
o The government announced a scheme for grant of excise loans to sick / weak units.
o Under this scheme, selected sick units are eligible for excise loans not exceeding 50% of the

excise duty actually paid over the preceding 5 years.



FINANCIAL MARKETS 

 Financial Markets refers to the system consisting of financial institutions, financial instruments,
regulatory bodies and organisations

 It facilitates flow of debt and equity capital
 Financial Institutions (Banks), Development financial Institutions (NABARD, SIDBI, IDBI etc.) and Non-

Banking Financial Institutions form Financial Institutions.
 Financial Instruments are shares, bonds, debentures etc.
 There are two types of Capital Flow – Lending and Borrowing

Financial markets consist of two major segments: (l) Money Market:  the market for short term funds; (2) 
Capital Market:  the market for long and medium term funds. 

MONEY MARKET 
 According to the RBI, "The money market is the centre for dealing mainly of short character, in

monetary assets; it meets the short term requirements of borrowers and provides liquidity or cash to
the lenders.

 It is a place where short term surplus investible funds at the disposal of financial and other
institutions and individuals are bid by borrowers, again comprising institutions and individuals and
also by the government."

Functions of Money Market 

 To maintain monetary equilibrium. It means to keep a balance between the demand for and supply
of money for short term monetary transactions.

 To promote economic growth. Money market can do this by making funds available to various
units in the economy such as agriculture, small scale industries, etc.

 To provide help to Trade and Industry. Money market provides adequate finance to trade and
industry. Similarly it also provides facility of discounting bills of exchange for trade and industry.

 To help in implementing Monetary Policy. It provides a mechanism for an effective implementation
of the monetary policy.

 To help in Capital Formation. Money market makes available investment avenues for short term
period. It helps in generating savings and investments in the economy.

 Money market provides non-inflationary sources of finance to government. It is possible by issuing
treasury bills in order to raise short loans. However this does not leads to increases in the prices.

Money Market consists of all the organizations and institutions which deal or facilitate dealings in short 
term debt instruments. These institutions include RBI, commercial banks, cooperative banks, non-banking 
financial companies like LIC, GIG, UTI and special institutions like Discount and Finance House of India 
(DFHI). The important money market instruments or securities (financial assets) are as follows. 

CAPITAL MARKET 
 The capital market is the market, for medium and long term funds. It consists of all the financial

institutions, organizations and instruments which deal in lending and borrowing transaction of over
one year maturity.

Money Market Capital Market 

Deals with short-term financial transaction. (upto 1 
year)  
Net lenders are people. 
Firms borrow to invest money to buy raw materials. 
This is a short-term transaction.  This is called 
working capital finance. 

Deals with medium and long-term financial transaction. 
Medium   1-5 yrs. 
Long Term   Over 5 years 
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Treasury Bills: They are promissory notes issued by the RBI on behalf of the government as a short term 
liability and sold to banks and to the public. The maturity period ranges from 14 to 364 days. They are 
the negotiable instruments, i.e. they are freely transferable. No interest is paid on such bills but they are 
issued at a discount on their face value. 

Commercial Bills: They are also called Trade Bills or Bills of Exchange. Commercial bills are drawn by one 
business firm to another in lieu of credit transaction. It is a written acknowledgement of debt by the 
maker directing to pay a specified sum of money to a particular person. They are short-term 
instruments generally issued for a period of 90 days. These are freely marketable. Banks provide 
working capital finance to firms by purchasing the commercial bills at a discount; this is called 
'discounting of bills'. 

Commercial Paper (CP):  The CP was introduced in 1990 on the recommendation of the Vaghul 
Committee. A commercial paper is an unsecured promissory note issued by corporate with net worth of 
atleast Rs 5 crore to the banks for short term loans. These are issued at discount on face value for a 
period of 14 days to 12 months. These are issued in multiples of Rs 1 lakh subject to a minimum of Rs 25 
lakh. 

Certificate of Deposit (CD): The CD was introduced in 1989 on the recommendation of the Vaghul 
Committee. These are issued by banks against deposits kept by individuals and institutions for a period 
of 15 days to 3 years. These are similar to Fixed Deposits but are negotiable and tradable. These are 
issued in multiples of Rs. 1 lakh subject to a minimum of Rs25 lakh. 

Discount and Finance House of India Ltd.:  DFHI was set up as a subsidiary of RBI in 1988 on the 
recommendation of the Vaghul Committee. Its objective is to stimulate activity in, the money market 
by providing liquidity to the money market instrument. It buys bills and short term securities from 
banks and financial institution thereby developing a secondary market in them. DFHI was set up as 
a subsidiary of RBI in 1988 on the recommendation of the Vaghul Committee. Its objective is to 
stimulate activity in, the money market by providing liquidity to the money market instrument. 
It buys bills and short term securities from banks and financial institution thereby developing a 
secondary market in them. 

CAPITAL MARKETS 

Investing in new machinery, setting up factories is 
long-term. 

Working capital finance. Promotes capital formation. 

Works only with bonds.   Example: Commercial 
papers, commercial bills, treasury bills, treasury bills, 
commercial bills, treasury bills, etc. 

Deals with both bonds and equity. Example: Debentures, 
shares, etc. 

Deals with high volume transactions. Deals with all value transactions. 

Only banks are there. All FIs are there. 

General public does not participate much in   money 
market.   Money market. 

General public also participates significantly 

Prime regulator is RBI. Prime regulator is SEBI. IRDA
, PFRDA (Pension Fund 

Regulatory Authority) 



Primary Market Secondary Market 

* It issues security for the first time.

Example- Initial public offer and

   follow on public offer.
 

* Existing securities are bought and sold.




* Firms issue shares to public. * One investor sells it to another
investor.

*Price is fixed by the firms. * Price is fixed on the basis of demand
and supply.

* Firms raise money for long-term
investment.

* Companies benefit from the secondary
markets.

* There is no specific geographical
location.

* There is no specific geographical
location.

* SEBI is the regulator for this market. * SEBI is the regulator for this
 market as
well.

GILT-EDGED MARKET 
The Gilt-edged market refers to the market for government and semi government securities, backed by 
the RBI. The term gilt-edged means 'of the best quality'. It is known so because the government 
securities do not suffer from the risk of default and are highly liquid. The RBI is the sole supplier of such 
securities. These are demanded by commercial banks, insurance companies, provident funds and 
mutual funds. 
The gilt-edged market may be divided into two parts- the Treasury bill market and the government 
bond market. Treasury bills are issued to meet short-term needs for funds of the government, while 
government bonds are issued to finance long-term developmental expenditure. 

Stock Exchange 
 It is an organisation which facilitates buying and selling of shares of listed companies.
 Listed companies are those companies which are registered with stock exchange.
 Only old shares are bought and sold because it is a secondary market.
 Price is based on demand and supply.
 Shares are auctioned.
 Demand and supply of shares are constructed on the bidding of people.
 Demands are created by buyers.

Major stock exchanges of India 

Bombay Stock Exchange (BSE)  
 Oldest stock exchange of India as well as Asia (established in 1875)
 Approximately 5000 companies are listed in BSE
 Important Indices

o 1. Sensex   (Based on 30 companies) 
o 2. BSE-100  (Based on 100 companies) 
o 3. BSE-200   (Based on 200 companies) 
o 4. Dollex   (Based on dollar value of BSE-200 companies) 



o 5. Bankex  (Based on shares of banks only) 
o 6. Reality index  (Based on shares of real estate companies)

Sensex (Sensitive Index) - Most important index of BSE - Index of a stock exchange measures change 
in market capitalisation  

Criteria for selection of 30 companies 

 Based on shares of large companies
 Shares must be frequently bought and sold
 There should be atleast one leading company from each sector’



Demand Curve 

The demand curve is defined as the relationship between the price of the good and the amount or 

quantity the consumer is willing and able to purchase in a specified time period, given constant 

levels of the other determinants--tastes, income, prices of related goods, expectations, and number 

of buyers. 

Determinants of Demand 

1. Price of the good

2. Taste or level of desire for the product by the buyer

3. Income of the buyer

4. Prices of related products:

 substitute products (directly competes with the good in the opinion of the buyer; e.g. tea &

coffee)

 complementary products (used with the good in the opinion of the buyer; e.g. car & petrol)

5. Future expectations:

 expected income of the buyer

 expected price of the good.

Changes that decrease demand 

 decrease in price of a substitute

 increase in price of a complement

 decrease in income if good is normal good

 increase in income if good is inferior good

Elasticity of Demand - a measure of the sensitivity of the quantity variable, Q, to changes in the 

price variable, P. Elasticity answers the question of how much the quantity will change in percentage 

terms for a 1% change in the price, and is thus important in determining how revenue will change. 

Inelastic demand curve is steep because even a large change in P causes little change in Q. An 

example is foodgrains – even if the price is increased a lot, people will not cut down on eating 

foodgrain; and if P decreases, people will not start eating more!  
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Supply 

 The quantity of a commodity which a firm is willing to sell at a

particular price

 Follows the ‘supply curve’

Higher the price, greater the incentive for the firm to sell more 

 Supply will increase

Profit = Total Revenue – Total Cost 

Revenue = Money received through the sale of output 

 = Price (P) x Quantity (Q) 

 All other things remaining constant, higher price leads to higher profits

Law of Demand – When price increases, quantity demanded (Qd)decreases 

Law of Supply – When price increases, quantity supplied (Qs) also increases 

Determinants of Supply 

1. Cost of production – if it increases, supply decreases

Shifts in the Supply Curve

If cost of production increases, quantity supplied will reduce

 Supply curve will shift leftwards

If cost of production decreases, quantity supplied will increase 

 Supply curve will shift rightwards

2. Taxes

If taxes increase, supply will reduce, and the supply curve will shift leftwards 

 Impact of increase in cost of production and increase in taxes will be the same

After the global financial crisis of 2008, government reduced taxes to boost supply 

 This shifted the supply curve rightwards

3. Goals of Firms

Profit is not always the only goal of the firm 

 Goal may be sales maximization or social welfare

o In this case, the supply increases, and the supply curve shifts rightwards

 Supply may also increase due to good rainfall leading to increase in agri supply



4. Elasticity of Supply

“Responsiveness of the quantity supplied to the change in price” 

If the change is steep => high elasticity 

Elasticity (Es) = (% change in quantity supplied) / (% change in price) 

 If Es>1  =>  supply is elastic

 If Es<1  =>  supply is inelastic

Determinants of elasticity of supply 

 Overall determinant is choice – more the choice with the firm, higher the elasticity

e.g. Perishable quantities – firm has no option/choice to store; has to sell at any price

      Similarly for agricultural commodities – inelastic supply 

MARKET EQUILIBRIUM  

 Quantity demanded = quantity supply

Equilibrium point = point of intersection of demand and supply curves

 Ideal situation – both buyers and sellers derive maximum utility and satisfaction

from this point

 Markets comprise of two groups – buyers and sellers

o Buyers want lower prices to maximize their satisfaction

o Sellers want higher profits

 Reducing the price below the equilibrium will lead to shortage

 Price will automatically go up, in the interest of both the groups

 Increasing the price about the equilibrium will lead to over-supply

 Suppliers will reduce the price in order to sell all the stock

 Consumer’s equilibrium is the situation where a consumer spends his income on various

commodities in such a manner that he gets maximum satisfaction

 Producer’s equilibrium is the situation where a firm produces that level of output which

provides it maximum profits

Who fixes the price in the market – buyers, sellers, government or nobody? 

 It happens automatically through ‘market mechanism’!

 Also called Price Mechanism or the ‘invisible hand’ (Adam Smith)

 Adam Smith is called the father of Economics (Book – An inquiry into the nature and the

causes of the wealth of nations, 1776)

 Wealth of nations is the first book on Economics, separating it from Philosophy

 Though Kautilya’s Arthshashtra dealt with Economics, it was primarily about statecraft



Impact of change in Demand & Supply 

 When supply increases, price decreases (e.g. More supply of agricultural produce in the

mandis)

 When demand increases, price increases (e.g. Price of fruits during Navratra)

Why are the prices of agricultural commodities volatile? 

 Because of inelasticity of demand & supply

o You don’t start eating more just because price is less!

o Producers anyway have to sell of their agri products at any price (perishable goods)

Paradox of poverty of farmers 

 If crops fail, farmers have nothing to sell and the farmers lose income

 But even when there are bumper crops, their income reduces!

o Farmers lose in both the cases

Why do producers prefer to burn or sink the bumper crops, rather than sell? 

 Because if they export all, the supply will increase, price will come down, bringing down

overall income

Justification of Minimum Support Price by the government 

 If the govt. doesn’t intervene, both farmers and consumers will lose

 With govt willing to buy ALL quantity at an attractive price (MSP), the farmers won’t be

incurring losses

o It will reduce the fluctuation in prices, even in the case of overproduction

However, MSP is announced only for important crops (24 in number) 

 If govt will announce MSP for all (even potato, tomato etc), it will have to buy unlimited

quantity of all these

 Not enough storage for all the crops

 Only those crops which are crucial to food security are supported by MSP

Difference between MSP & Procurement Price 

 MSP = Guarantee to buy unlimited quantity at this price for selected crops

Procurement Price = Guarantee to buy only limited quantity for distribution in PDS & buffer

storage

 MSP = Usually below the market price (though not much below)

Procurement Price = At or above the market price

 MSP Objective = Protect the interest of farmers in case of overproduction

Procurement Price Objective = Protect the interest of both, the consumers (through PDS)&

farmers

 MSP announced before sowing

Procurement Price announced after harvest



 Central Govt announces both these prices on the recommendation by Commission of

Agricultural Costs & Prices (CACP); state govts also consulted

Pricing of Shares 

Share market is a form of Capital Markets, which comprises of Primary & Secondary Markets 

 Security is the general term for all kinds of financial assets; share is also a security

 Primary Market – First time selling of shares - Initial Public Offer (IPO)

o Sold by firms to investors

 Secondary Market – Existing shares are sold again

o Sold by one investor to another

 Shareholders are owners to the extent of the total value of their shares

o They get proportion of the profits (called dividends) in return

o They can’t sell it back to the company (usually) – can only transfer it to other

investors

 Primary Market – price determined by the company

 Secondary Market – price determined by Demand & Supply equations

o The place where the transactions between buyers & sellers happen is called stock

exchange

o Money given to the company in order to invest in long term growth

o Enables people to convert the shares into cash (provides liquidity to the existing

securities)

 SEBI regulates both, primary and secondary markets

 In a stock market, shares are auctioned

o Buyers created demand, sellers create supply

Demand curves are constructed on the basis of bids placed by interested buyers 

Supply curves are constructed on the basis of the willingness of the sellers to sell at a particular price 

Impact of positive news on share price 

 Buyers will become optimistic about the company’s prospects

 Demand will increase, shifting the demand curve rightwards

 This increases the price

 But fewer sellers will be there because they will hold on to the shares (good future

prospects)

 Supply curve will shift leftwards

 Therefore price will go up

Indices of Stock Exchanges 

 Shows performance of the companies listed on that stock exchange through a

representative group of companies (BSE – Sensex, comprising of 30 stocks; NSE – Nifty,

comprising of 50 stocks)

 Market Capitalization = Number of shares x Share Price



 Demand & Supply depends on the perception of the investors regarding future performance

of the company

o Perception of the future depends on – 1) Past & current performance of the

company, 2) Govt Policy (liberal policy will help the company’s performance), 3)

Foreign Investment (if its high, the share price will go up), 4) Global factors (e.g.

2008 Financial Crisis caused a global crash of stock markets), 5) Macro Economic

Factors (GDP, Inflation) and 6) Political Factors

If the Sensex goes up, can we say with certainty that the economic performance of the country will 

be good in the future? 

 We cannot be SURE, but chances are high that the overall performance will be good

 Stock markets are based on perception and sentiments – they are right most of the time, but

not all the time!

Practice Questions 

1. Should the government of India stop interfering with the free market mechanism through its

Minimum Support Price policy? Comment (100 words, 10 marks)

2. An increasing stock index does not always reflect a healthy economy. Comment with

examples. (100 words, 10 marks)

3. What happens to the demand curve of luxury goods when RBI decreases the interest rates?

(50 words, 5 marks)

4. If you are a student of economics, chances that you will take up farming as an occupation

are very slim. Do you agree? Why or why not? (50 words, 5 marks)

5. The global financial crisis of 2008 highlighted the weaknesses in free market mechanism.

Comment (100 words, 10 marks)



Economic Growth and Economic Development

ECONOMIC GROWTH AND
ECONOMIC DEVELOPMENT

Economics is all about making smart choices to cope with scarcity. The most
fundamental measurement used to evaluate the success in allocating the scarce
resources is economic growth. Individuals monitor their income and the changing
value of their assets. Businesses track their profits and their market share.
Nations monitor a variety of statistics to measure economic growth such as
national income, productivity etc. Moving beyond growth and productivity,
some economists argue that any assessment of the nation’s economy must also
include measurements of distribution, equity, per-capita income etc.  Further, the
country should also focus on other needs of a society, like environmental justice
or cultural preservation to sustain the economic growth process and allows an
overall human development in the economy through creation of more opportunities
in the sectors of education, healthcare, employment and the conservation of the
environment.

OBJECTIVES

After completing this lesson, you will be able to:

define the meaning of Economic Growth and Economic Development, and
their differences;

explain the concept of Sustainable Development and Human Development;

list out the factors affecting Economic Growth; and

describe the broad Features of the Underdeveloped countries.
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ECONOMIC GROWTH

The term economic growth is defined as the process whereby the country’s real
national and per capita income increases over a long period of time.

This definition of economic growth consists of the following features of economic
growth:

Economic Growth implies a process of increase in National Income and
Per-Capita Income. The increase in Per-Capita income is the better measure
of Economic Growth since it reflects increase in the improvement of living
standards of masses.

Economic Growth is measured by increase in real National Income and
not just the increase in money income or the nominal national income. In
other words the increase should be in terms of increase of output of goods and
services, and not due to a mere increase in the market prices of existing goods.

Increase in Real Income should be Over a Long Period: The increase of real
national income and per-capita income should be sustained over a long period
of time. The short-run seasonal or temporary increases in income should not
be confused with economic growth.

Increase in income should be based on Increase in Productive Capacity:
Increase in Income can be sustained only when this increase results from some
durable increase in productive capacity of the economy like modernization or
use of new technology in production, strengthening of infrastructure like
transport network, improved electricity generation etc.

ECONOMIC DEVELOPMENT

Economic development is defined as a sustained improvement in material well
being of society.  Economic development is a wider concept than economic
growth. Apart from growth of national income, it includes changes – social,
cultural, political as well as economic which contribute to material progress. It
contains changes in resource supplies, in the rate of capital formation, in size and
composition of population, in technology, skills and efficiency, in institutional and
organizational set-up. These changes fulfill the wider objectives of ensuring more
equitable income distribution, greater employment and poverty alleviation. In
short, economic development is a process consisting of a long chain of inter-
related changes in fundamental factors of supply and in the structure of demand,
leading to a rise in the net national product of a country in the long run.



The economic growth is a narrow term. It involves increase in output in
quantitative terms but economic development includes changes in qualitative
terms such as social attitudes and customs along with quantitative growth of
output or national income.

Economic development without growth is almost inconceivable. The comparison
between the two concepts is given in the following table:

3.3 COMPARISON CHART: ECONOMIC GROWTH VS.
ECONOMIC DEVELOPMENT

      Economic Growth   Economic Development

Meaning

Factors:

Measurement:

Effect:

Relevance:

Economic growth refers
to an increase in the real
output of goods and
services in the country.

Growth relates to a
gradual increase in one of
the components of Gross
Domestic Product:
consumption, government
spending, investment, net
exports.

Economic Growth is
measured by quantitative
factors such as increase in
real GDP or per capita
income

Economic growth
brings quantitative changes
in the economy.

Economic growth  reflects
the growth of national or
per capita income.

Economic development implies
changes in income, savings and
investment along with
progressive changes in socio-
economic structure of country
(institutional and technological
changes).

Development relates to growth
of human capital, decrease in
inequality figures, and structural
changes that improve the quality
of life of the population.

The qualitative measures such as
HDI (Human Development
Index), gender- related index,
Human poverty index (HPI),
infant mortality, literacy rate etc.
are used to measure economic
development.

Economic Development leads to
qualitative as well as   quantitative
changes in the economy.

Economic development reflects
progress in the quality of life in a
country.



SUSTAINABLE DEVELOPMENT

Sustainable development is development that meets the needs of the present
without compromising the ability of future generations to meet their own needs.
Sustainable development includes the protection of future economic growth and
future development. In other words, it means a better quality of life for everyone,
now and for generations to come. Sustainable development includes the protection
of future economic growth and future development. Growth is essential, but
sustainable development requires it to be different. It must become more concerned
about the physical environment not only to present generation, but to the future
generation also. It means that the current consumption cannot be financed for long
by increasing economic debt and ecological imbalance which future generation
will pay. Sustainable development constantly seeks to achieve social and economic
progress in ways that will not exhaust the earth’s finite natural resources.
Sustainable development is a process of development in which economic and other
policies are designed to bring about development which is economically, socially
and ecologically sustainable. The concept thus is pro-people, pro-job and pro-
nature. It gives highest priority to poverty reduction, productive employment,
social integration and environmental regeneration.

The sustainable development thus requires

Preservation of Ecological Resources and greater use of renewable resources.

Encouragement to the use of environmentally-safe technologies for development
purposes i.e. focus on reduction of all kinds of pollution involved in the
economic activities.

Formulation and implementation of policy framework for people-security and
human justice, including ecological and economic security.

HUMAN DEVELOPMENT

According to the United Nation’s Development Programme (UNDP), human
development may be defined as “a process of enlarging people’s choices.” At all
levels of development, the three essential choices for people include to live a long
and healthy life, to acquire better knowledge and to have access to resources
needed for a decent standard of living. If these essential choices are not available,
many other opportunities to improve the quality of life will remain inaccessible.
Human development has two dimensions: acquiring human capabilities and the use
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of these acquired capabilities for productive, leisure and other purposes. The
benefits of human development go far beyond the expansion of income and wealth
accumulation because people constitute the very essence of human development.
Human development is about much more than economic growth. The economic
growth focuses on the improvement of one option i.e. income or product while
human development  focus  on enlarging all human options including education,
health, clean environment and material well being. Thus, the options available for
improving people’s lives are influenced by the quality of economic growth in its
wider sense, and the impact is by no means confined to quantitative aspects of such
growth. In other words, economic growth needs to be seen as a means, albeit an
important one, and not the ultimate goal, of development. Income makes an
important contribution to human well-being, broadly conceived, if its benefits are
translated into more fulfilled human lives. But the growth of income is not an end
in itself.  It is the quality of growth, not its quantity alone, which is crucial for human
well-being.

Thus, the concept of human development, is concerned mainly with enabling
people to enjoy a better life as the ultimate goal of human endeavor. Highlights that
this goal cannot be achieved solely through improvements in income or material
well-being.

As the 1996 Human Development Report put it, growth can be jobless, rather than
job creating; ruthless, rather than poverty-reducing; voiceless, rather than
participatory; rootless, rather than culturally enshrined; and futureless, rather than
environment-friendly. Economic growth which is jobless, ruthless, voiceless,
rootless and futureless is not conducive to human development. The lack of
income or income poverty is only one aspect of human impoverishment; deprivation
can also occur in other areas– having a short and unhealthy life, being illiterate or
not allowed to participate, feeling personal insecurity, etc. Human poverty is thus
larger than income poverty.

MEASURING HUMAN DEVELOPMENT: HUMAN
DEVELOPMENT INDEX (HDI)

As stated earlier three dimensions of Human Development are capabilities of
people to lead a long and healthy life, to acquire knowledge and to have access to
resources needed for a decent standard of living. The combined effect of various
components of human development is measured through Human Development
Index (HDI). The HDI contains four variables: life expectancy at birth, to
represent the dimension of a long, healthy life; adult literacy rate and combined
enrolment rate at the primary, secondary and tertiary levels to represent the
knowledge dimension; and real GDP per capita to serve as a proxy for the
resources needed for a decent standard of living. HDI thus looks not only at GDP



growth rate but takes into account education, health, gender inequality and income
parameters to measure human development of a country.

As per the latest available Human Development Report (HDR) 2013 published by
the United Nations Development Programme (UNDP) (which estimates the
human development index [HDI] in terms of three basic capabilities: to live a long
and healthy life, to be educated and knowledgeable, and to enjoy a decent
economic standard of living), the HDI for India was 0.554 in 2012 with an overall
global ranking of 136 (out of 186 countries) compared to 134 (out of 187
countries) as per HDR 2012. India’s HDI has risen by 1.7% annually since 1980.

INTEXT QUESTION

1. Human development is a better measure of economic development as it places
human-beings at the centre stage of development. Discuss.

FACTORS AFFECTING ECONOMIC GROWTH

The process of economic growth is a highly complex phenomenon and is
influenced by numerous and varied factors such as political, social and cultural
factors. These factors are as follows:

A. Economic Factors

1. Natural Resources: The principal factor affecting the development of an
economy is the natural resources. The natural resources include the land area
and the quality of the soil, forest wealth, good river system, minerals and oil
resources, good climate, etc. For economic growth, the existence of natural
resources in abundance is essential. A country deficient in natural resources
may not be in a position to develop rapidly. However, the availability of rich
natural resources are a necessary condition for economic growth but not a
sufficient one. In less developed countries, natural resources are unutilized,
underutilized or misutilised. This is one of the reasons of their backwardness.
On the otherhand countries such as Japan, Singapore etc. are not endowed
with abundant natural resources but they are among the developed nations of
the world. These countries have shown committment towards preserving the
available resources, putting best efforts to manage the resources, minimizing
waste of resources etc.

2. Capital Formation: Capital formation is another important factor for
development of an economy. Capital formation is the process by which a
community’s savings are channelised into investments in capital goods such as
plant, equipment and machinery that increases nation’s productive capacity
and worker’s efficiency thus ensuring a larger flow of goods and services in a



country. The process of capital formation implies that a community does not
spend whole of its income on goods for current consumption, but saves a part
of it and uses it to produce or acquire capital goods that greatly add to
productive capacity of the nation.

3. Technological Progress: Technological progress is a very important factor in
determining the rate of economic growth. Technological progress mainly
implies the research into the use of new and better methods of production or
the improvement of the old methods. Sometimes technical progress results in
the availability of natural resources. But generally technological progress
results in increase in productivity. In other words, technological progress
increases the ability to make a more effective and fruitful use of natural and
other resources for increasing production. By the use of improved technology
it is possible to have greater output from the use of given resources or a given
output can be obtained by the use of a smaller quantity of resources. The
technological progress improves an ability to make a fuller use of the natural
resources e.g. with the aid of power - driven farm equipment a marked increase
has been brought about in agricultural production. The USA, UK, France,
Japan and other advanced industrial nations have all acquired the industrial
strength from use of advanced technology. In fact economic development is
facilitated with the adoption of new techniques of production.

Entrepreneurship

Entrepreneurship implies an ability to find out new investment opportunities,
willingness to take risks and make investment in the new and growing business
units. Most of the underdeveloped countries in the world are poor not because
there is shortage of capital, weak infrastructure, unskilled labor and deficiency
of natural resources, but because of acute deficiency of entrepreneurship. It is,
therefore, essential in the under-developed nations to create climate for
promoting entrepreneurship by emphasizing education, new researches, and
scientific and technological developments

4. Human Resources Development: A good quality of population is very
important in determining the level of economic growth. So the investment in
human capital in the form of educational and medical and such other social
schemes is very much desirable. Human resource development increases the
knowledge, the skills and the capabilities of the people that increase their
productivity.

5. Population Growth: Labor supply comes from population growth and it
provides expanding market for goods and services. Thus, more labor produces
larger output which a wider market absorbs. In this process, output, income
and employment keep on rising and economic growth improves. But the
population growth should be normal. A galloping rise in population retards



economic progress. Population growth is desirable only in a under-populated
country. It is, however, unwarranted in an overpopulated country like India.

6. Social Overheads: Another important determinant of economic growth is the
provision of social overheads like schools, colleges, technical institutions,
medical colleges, hospitals and public health facilities. Such facilities make the
working population healthy, efficient and responsible. Such people can well
take their country economically forward.

Non-Economic Factors

Non-Economic factors that include socio-economic, cultural, psychological and
political factors are also equally significant as are economic factors in economic
development. We discuss here some of the essential non economic factors which
determine the economic growth of an economy.

1. Political Factors: Political stability and strong administration are essential
and helpful in modern economic growth. The stable, strong and efficient
government, honest administration, transparent policies and their efficient
implementation develop confidence of investors and attracts domestic as well
as foreign capital that leads to faster economic development.

2. Social and Psychological Factors: Social factors include social attitudes,
social values and social institutions which change with the expansion of
education and transformation of culture from one society to the other. The
modern   ideology, values, and attitudes bring new discoveries and innovations
and consequently to the rise of the new entrepreneurs. The outdated social
customs restricts occupational and geographical mobility and thus pose an
obstacle to the economic development.

3. Education: It is now fairly recognized that education is the main vehicle of
development. Greater progress has been achieved in those countries, where
education is wide spread. Education plays an important role in human resource
development, improves labor efficiency and removes mental block to new
ideas and knowledge thus contributes to economic development.

4. Desire for Material Betterment: The desire for material progress is a
necessary precondition for economic development. The societies that focus on
self-satisfaction, self-denial, faith in fate etc. limit risk and enterprise and thus
keep the economy backward.

INTEXT QUESTION

1. Non-economic factors are as much important in economic development as
economic factors. Comment.



COMMON FEATURES OF UNDERDEVELOPED
COUNTRIES

1. Low per Capita Income: The level of per capita income is very low in
underdeveloped countries.

2. Poor Level of Living: The vast majority of people in underdeveloped nations
lie under the conditions of poverty, malnutrition, disease, illiteracy, etc. Even
basic necessities of life such as minimum food clothing and shelter are not
easily accessible to the poor masses.

3. High Rate of Growth of Population: Population growth in underdeveloped
countries neutralizes economic growth. High population implies greater
consumption expenditure and lower investments in productive activities and
slows down the economic development.

4. Highly Unequal Income Distribution: The income inequality between the
rich and the poor people within the underdeveloped countries is also very high.

5. Prevalence of Mass Poverty: Low level of per capita income combined with
high degree of inequalities in its distribution leads to widespread poverty in
underdeveloped countries.

6. Low Levels of Productivity: The Productivity level (i.e. output produced per
person)  tends to be very low in an underdeveloped country which is mainly
due to : (i) inefficient workforce which itself is a consequence of poverty, ill
health and lack of education (ii) Low work culture (iii) Low use of capita in
the form of machinery and equipment.

7. Low Rate of Capital Formation: The saving rate in an underdeveloped
country is quite low and rate of capital formation is also is very slow.

8. Technological Backwardness: In most of the sectors, an underdeveloped
economy the techniques of production employed are generally obsolete mainly
due to low saving rate.

9. High Level of Unemployment: Unemployment levels are very high in the
underdeveloped countries mainly due to lack of capital and low level of
development in various economic sectors, these countries are not able to
absorb the rising labor supply.

10. Low Social Indicators of Development: The under-developed countries
have very low social indicators such as low literacy rate, high infant mortality
rate, low expectancy of life, etc. as compared to the developed countries.
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