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Two fundamental facts of Economics

, Unlimited Wants
_ Resources are relatively scarce resources (Problem of

Scarcity) and have alternative uses

We cannot have everything we want with resources we
have, we are forever forced to make choices.

Therefore, we choose to satisfy only some of our wants
leaving many other wants unsatisfied.

Problem of scarcity is faced by EVERYONE in this world
Thus Economics is "®8THl WX TR ®1"

‘Economics' is derived from Greek word 'Oikonomia’.
Its meaning is ‘household management’.

Various Definitions of Economics

. Wealth Definition
Adam Smith Limitation : neglect of immaterial services
I8 say mno:o:.n._nm is a "Science which deals with
wealth
Alfred Marshall| Welfare Definition
Lionel Robbins | Scarcity Definition
or Robinson | Economics is neutral between ends.
Paul A. L
En_mo: Growth Definition

.> Mohnish Vora (MVSIR)

TURE & SCOPE OF BUSINESS ECONOMICS | U

BOOK . Business Economics
1 - INTRODUCTION

GHART:

_ ECONOMICS L
_ mnozoﬁn« PROBLEMS L
!
ENDS MEANS
,_. UNLIMITED m?:“u.u Ewﬁ.mo >S.mnzw4.H<m
NUMBER PRIORITISED USEs
SCARCITY OF

RESOURCES

1

Economics is the study of the processes by which relatively scarce rescurces are callocated

to satisfy competing unlimited wants of human beings in a society.

Economics concerns itself with

i. the crucial concern of how a nation allocates its scarce preductive rescurces to various
uses;

ii. it also deals with the processes by which the productive capacity of these resources is

increased and

with the factors which, in the past, have led to sharp fluctuaticns in the rate of

utilisation of these resources.

Till 19*" century, Economics was known as 'Political Economy'
Father of Economics - Adam Smith. He wrote a book 'An Inquiry into the Nature and Causes
of the Wealtkaf Nations' (1776)
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Q The study of economics helps us in- Micro Economics Macro Economics
» Developing an enclytical ovvﬁoonr. Study of behaviour of individuals or group of | Study of economy as a whole. It analyzes th,
» Choosing the best course of action from among |i1 i<  rather than all the units combined overall economic environment.
the different alternative courses |
- N ember that- J|i| It examines how individual units make decisions | Aka - Aggregate Economics
DHaiever. it & :noﬁ%MNm M“..M_.Mwanoa lex nature ||| @5 To how to efficiently allocate their scarce
- :..Mm» economic pro P HaSoliciads
ani

» are affected by several forces Few areas under Micro- Economics are:

(i) Product pricing;

(ii) Consumer behaviour;

(iii) Factor pricing;

(iv) The economic conditions of section of
people;

(v) Behaviour of firms; and

(vi) Location of industry.

Few areas under Macro- Economics are:

(i) National Income and National Output;

(ii) General price level and interest rates;

(iii) Balance of trade and balance of payments;
(iv) External value of currency:

(v) The overall level of savings and investment;
and

(vi) The level of employment and rate of
economic growth.

Q The study of Economics-
- cennot  ensure  that all problems will be |}
eppropriately tackled; but, :
» it would enable a student to examine a problem :

in its right perspective.

Decision making refers to process of

- selecting an cppropriate alternative that will
provide the

~ most efficient means of cttaining a desired
end,

» from two or more alternative courses of action.

NOTES

Business Economics may be defined as the use of
economic analysis to make business decisions

involving the best use of an organization’s scarce
resources.

economic analysis in formulation of business policies.

Business Economics is aka. Applied Economics or
Managerial Economics

CA Mohnish Vora
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NATURE & SCOPE OF BUSINESS ECONOMICS | UNIT 1 -

~ Business Economics
INTRODUCTION

ﬁ\\\a1n of Business Economics

1) Business Economics is a Science
Economics is a branch of social science of
how people in a society focused on
13%2_.0:. distribution & consumption of
goods/services.

2) Based largely on Micro Economics

elements of  Macro

3) Incorporates
Analysis
4) Business Economics is an art

5) Use of Theory of Markets and Private
Enterprises

6) Pragmatic in Approach

Micro-Economics > abstract & purely

theoretical (due to unrealistic assumptions)

Business Economics -> pragmatic (tackles

practical problems)

7) Interdisciplinary in nature
Incorporates tools from other disciplines
(subjects)

8) Normative in Nature

+ Positive Economics - Descriptive, “"What
is" current situation, analyses cause &
effect relationship between variables in
objective & scientificsmanner

* Normative Economi¢s - Prescriptive,
"What should be" done for welfare,
involves value judgements

Scope of Business Economics

Operational / Internal Issues
(solved using Micro-Economics)

Environmental / External Factors
(solved using Macro-Economics)

Those issues that arise within

These are not within control of

'
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organisation and are within M__‘_nozcn_umNﬁmmhM“ +c=Mrcw+ s o_“M_MMWMiM”
control of mana J o i
gemvent minimise their adverse effects
i. Demand Analysis and
Forecasting
Demand analysis pertains to Mai mic factors
behaviour of consumers in djor macro-econo
market Q Stage of business cycle
ii. Production and Cost Analysis D,_.awﬂ&m _h+ ) hM_M_mo:n_mn%M oaw
Production  theory  explains empoyment,  p ’ 9
investment.

relationship between inputs &
output. Cost analysis explains
behaviour of  costs  when
variables- output, time period
and size of plant change

ii. Inventory Management

iv. Market Structure and
Pricing Policies

v. Resource Allocation

vi. Theory of Capital and
Investment Decisions
Profit Analysis
Risk and Uncertainty

Analysis

0O Government's economic policies
like industrial policy, competition
policy, and fiscal policy, foreign
trade policy etc

0O Working of central
financial sector

0 Socio-economic organisations like
trade unions, producer and
consumer unions and
cooperatives.

O Social and political environment.

banks &

Order books of MVSIR from-
www._mvsir.in

Enrall in classes from-

ultimateca.com

Making pdfs or photo-copies or
selling baoks of MVSIR is NOT
allowed. Strict legal action will
be taken,

CA Mohnish Vora (MVSIR)
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ECONOMICS oI>v._.mﬂ u &

Z>._.C_~m m. mnO_um OF mcmHmem ECONOMICS

ECONOMICS CHAPTER 1 | UNIT 2 - BASIC PROBLEMS OF AN
| ECONOMY AND ROLE OF PRICE MECHANISM

& emp.

issues like demand, supply
& profit

Concentration

only on economic aspects

Both economic as well as
non-economic aspects of
any business problem

Validity of
Assumptions

Based
assumptions

on certain

Some
become
applied.

assumptions

invalid when

CA Mohnish Vora (MVSIR) A

Framing of economic | Application of economic | Every economic system has to deal 3 Types of Economies-
Meaning principles to solve | principles to solve |![ with central problem of scarcity of )
economic problems business problems. i| resources relative to the wants for | | 1) Capitalist " - All resources ar
Character Micro & Macro economic Micro economic i| them. This is generally called ‘the owned and controlled by private
3 ” i| central economic problem’. individuals for profit
; Proper decision making in |i| 1) What to produce? - What &
Main Task ﬂ.c.__duuﬂuw ﬁonw_moﬂw_._m.nmﬂmmom a ' how much to produce 2) Sccialist - Material resources
. __| particular business entity |!| 2) How to produce? - Capital or are owned by State (aka Govt. cr
s | Labour Intensive Central Planning Authority)
P |
Nature :MM“.MMg a5 Well s Normative '] 3) For whom to produce? > How
6/5 distributed 3) Mixed - It depends on both
Scope Wider Scope Narrow scope i| 4) What provisions are to be made markets and governments for
__ " > -
Branches It has business economics | It is an applied branch of ' for economic growth? allocation of resources
cs its applied branch. economics : g
All theories relating to o - m, NOTES
Concerned with | production, distribution & | " profit +.rno1< i
consumption ignoring other theories m
Analysis Analysis of macro level >:n_<m_.m of micro level m_
issues like growth, inflation '
Invovied |




>_6 mwnn ..:o_..rn._, nnozo_ﬂ% or _n_mmnn mo_ﬂn nno:o:&. or .:E.rg
economy

All means of vwoacn._._o: are owned and controlled by private
individuals for profit. In short, private property is the
mainstay of capitalism and profit motive is its driving force.

Eg- USA, UK, Hong Kong etc.

Characteristics

» Profit motive is driving force.

» Right to private property

> Freedom of enterprise & economic choice (consumer
sovereignty)

Y Absence of Government Interference
» Competition (Efficiency increases, optimum allocation, cost
minimized; but wastage of resources due to o&<m1_mm3w:¢

Merits

Y Consumers vn:nm_,lnm many good quality goods at low prices
> Self-regulating and resources allocated automatically by price
mechanism

> Functions in a democratic framework

> Encourages enterprise and risk taking

Demerits

> Vast economic inequality and social injustice, splits society into
‘haves' and ‘have-nots'

> Exploitation of labour & consumers

> Resource misallocation - production of more luxury goods

» Conspicuous & unethical consumption - environmental

degradation.

Ioi do nnu..—n_..ﬂ. economies mo_<n nn:i.n_

Business Economics

problems?

1) What to produce?

decided by consumers who  show
preferences by spending on goods which
they want

2) How to produce?

If labour is relatively cheap than capital,
then use labour-intensive method & vice
versa

3) For whom to produce?

Higher the income, higher buying capacity
and higher demand for goods. Goods
produced for people having buying capacity

4) Provision (Saving & Invt)
Interest Rate on saving high- more saving
More profit expectation- more investment

CA Mohnish Vora (MVSIR) /£
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Business Economics

Socialism

Mixed Economy

» Aka Command Economy or Controlled Economy or
Economy . o )

> no:nmv.w given by Karl Marx and Frederic Engels in 'The Communist
Manifesto’ (1848) ) )

> Production by Govt. is aimed at maximizing welfare of public

Centrally Planned

Characteristics

» Collective Ownership

» Economic planning

» Absence of Consumer Choice

~ Relatively Equal Income Distribution

~ Minimum role of Price Mechanism or Market forces - Pric
are ‘administered prices’ which are set by Govt.

» Absence of Competition

es prevailing here

Merits

~ Central planning of resources- Rapid development, better utilization, waste
avoided .

~ Unemployment is minimised,

~ Business fluctuations are eliminated %

» Right to work and minimum standard of living

~ Labourers and consumens are protected from exploitation
~ Comprehensive social security ’

Demerits

~ Bureaucracy & red tapism, inefficiency and delays, corruption, favouritism
~ Takes away the basic right- right to property

~ Does not provide necessary incentives to hard work

~ Consumers have no freedom of choice

~ Extreme form of socialism is not practicable (Socialist economy is a myth)

How_do_socialist economies solve central problems? - Central Planning
Authority

» It includes the best features of both capitalism & socialism

» Private enterprise is allowed to do any type’of economic activi
However, the Govt. imposes measures to control and regulate privat,
sector

> The Government itself runs important and selected
eliminate the free play of profit motive and self-interest

industries g

In a mixed economy, there are three sectors of industries:
1) Private sector

2) Public sector

3) Combined sector

Merits

> Economic freedom & existence of private property which ensures
incentive to work and capital formaticn. .

> Price mechanism and competition > leads to efficient decisions

> Consumers benefitted > consumers’ sovereignty & freedom of choice.

> Incentives for innovation & technolegicel progress.

> Encourages enterprise and risk taking.

> Advantages of economic planning & rapid economic development

» Greater economic and social equality and freedom from exploitation

> Disadv. of competition averted through government's legislations

Demerits

> Excessive controls by state> reduced incentives & constrained growth
> Poor implementation of planning

> Higher rates of taxation

* Undue delays, Lack of efficiency, Corruption, Wastage of resources

> Poor performance of the public sector

How do mixed economies solve central problems? )
It uses a mix of both price mechanism and central planning

CA Mohnish Vora (MVSIR)
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Chapter 2
Theory of Demand & Supply
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‘Demand’ refers to quantity of a
good or service that buyers are
willing and able to purchase at
various prices during a given period
of time.

In Economics, demand is not the
same thing as desire to purchase.

The effective demand for a thing
depends on :

i. desire

ii. means to purchase and
willingness to use those means
for that purchase.

Two  things  about  quantity
demanded.
1) Quantity demanded is always

expressed at a given price. At
different  prices  different
quantities are demanded.

Quantity demanded is a flow
concept. We are not concerned
with single isolated purchase, but
with a continuous flow of
purchases and  we  must
therefore express demand as

‘so much per period of time'.

2)

, Determinants of Demand
Factors which influence the demand for a commodity are determinants of demand

ﬁ

~\

1) Price of the good
Ceterus paribus, price
decreases & vice versa

increases > demand

2) Price of related goods

> Complementary goods (goods used together) ->
Eg Car & Petrol > Price of Petrol increases,
demand of car decreases [inverse relation]
> Substitute/Supplementary/Competing goods
(goods which satisfy same want) > Eg Tea &
Coffee > Price of tea increases, demand of
coffee increases [direct relation]

3) Disposable Income of Consumers
Generally, higher the income > higher the demand,
however sometimes it depends on nature of goods.

4) Taste & Preferences
todern or more fashionable goods have higher

demand. However preferences may get affected by
4 types of effects. (Refer next page)

5) Consumers' Expectations
If consumer expects > Increase in future price
OR 1Increase in future income OR Shortage of good
in future=> Current Dem. increases & vice versa

iNaturetofGood

.\» “

S
ung

Normal Goods
Eg- Furniture,
Automobile,
Consumer Durables

Increase in income leads to higher

demand.

Essential
Consumer Goods
Eg- Food Grain,
Cooking Oil, Fuel

Satisfies basic needs of consumers.

Increase in income leads to higher
demand, but this increase will be less
than proportionate to the increase in

income.

|

Durable Goods
Eg- TV, Car, House

As people beceme richer, there is a

relative decline in importance ofinon-

4.. R

durable goods & rise in S.vo

durable goods.

Inferior Goods
Eg- Cheap
substitutes, Local
goods

BTy Ty

Demand rises only up to a
level of income & nnn-.nnmnu.

roe

Eﬂr

A same good may U
condition & inferior i inc

ovE
(Refer next una& P

Luxury / Prestige
6oods

Eg- Sports Car etc

Demand rises beyond/a
consumers' income and! .Snv ris
_Jhoam _JQ—ANDMNM

\

ohnish Vora (MVSIR)
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2 Types of ‘Effects” which influences| consumens “Tas

Demonstration
Effect
Aonxrn-onrrc

>

>

' of; consumers
Given by James Duesenberry,

Desire of people to emulate (imitate) the consumption
behaviour of others.

People buy or have things because they see that other
people are able to have them.

Bandwagon
Effect
(Bhed-Chaal)

It refers to extent to which the demand for a commodity
is increased due to the fact that others are also
consuming the same commodity. (Herd Mentality)

Purchase commodity in order to be fashionable or stylish
or to conform to the people they wish to be associated
with.

Snob Effect
(function of
consumption
of others )

By 'snob effect’ we refer to the extent to which the
demand for a consumers' good is decreased owing to the
fact that others are ‘also “consuming the same
commodity. .

Desire of people to be exclusive; to be different; to
dissociate themselves from the "common herd."

Veblen Effect
(function of

ice)
_

Given by Thorstein Veblen.

Highly priced goods are consumed by status seeking rich
people to satisfy their need for conspicuous consumption.

People buy these goods to show that they have style,
class, money, and good faste.

a) Size of

Larger the size of population, higher the demand of

population goods
More old people, then demand for spectacles, sticks,
etc. will be high.
b) Age ildren d for toys, toffees, etc. will
Distribution of Wﬁ more of children, demand for toys, toffees,
- e more.
population

If there is migration from rural areas to urban areas,
there decrease in demand in rural areas.

¢) The level of
National
Income & its
Distribution

Higher the naticnal income, higher the demand

Rich people has lower propensity to consume (PTC) and
poor have higher PTC.

Uneven Distribution, then PTC less, demand less

Even Distribution, then PTC more, demand more

d) Consumer-
credit facility
and interest
rates

Low interest rate, high demand

More credit available, then high demand

e) Government
policies and
regulations

Tax increase, demand decrease
Subsidy increase, demand increase

Ban or restriction increase, demand decrease

A Mohnish Vora (MVSIR) /
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Demonstration or
Bandwagon Effect

It is a psychological
effect in  which people
do the same what
others are doing. They
do not have their own
belief and thinking.

Snob) Effect:

It is understood as the
desire to possess a
unique commodity
having a prestige value.
It is quite opposite to
the  bandwagon  or
demonstration effect.

It leads to increase in
demand of a particular
commodity.

It leads to decrease in
demand of a particular
commodity.

Example: When some
people start investing
money in share market
then many people start
following  the  same

without considering its
advantages
disadvantages

and

Example: If Miss. X and
Miss. Y are rich rivals of
each other and if in any
party Miss. X wears an
expensive dress and on
seeing it Miss. Y who
also having the same
dress decided to reject
the use of the same
dress further. Rather
Miss. Y will try to use
even more expensive
one.

Mohnish Vora (MVSIR)

As per Alfred Marshall, Law o.* demand Aﬂﬂw\m-
ceterus paribus (other things being E:n_.y _ﬂ price
of commodity falls, quantity demanded will rise and
vice versa

The quantity demanded is amount of a good or

service that consumers are willing o buy at a m?,m:
price, holding other factors constant. The quantity
demanded can exceed quantity actually sold.

I ————

Demand Schedule

A demand schedule is a table showing quantities of
a good that buyers would demand at different
prices, per unit of time, with all other variables
held constant. Demand schedule obeys law of
demand.

S|le|a|s|n|o @Ez
. L8

—
n

.................................................... m
.

A demand curve is qgraphical Presentyy;
1TQtigy

of the demand schedule, It g obtq
plotting Price on VY-axis & m_“__a b
Demanded on X-axis. 55_|

Slope of demand curved - AP/pq
Negative sign in slope > consistent -
law of demand. "

Demand curve can be linear (straight fi,~
or curvilinear (slope may vary along curve) —

Bl N
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Market Demand Schedule

N

Demand Function

- - : _ 4) Price effect
Market awaosa Is .z.:,o_ quantity .}3. m__’acw«n_lm of |}| Demand function states relationship between ‘| The total fall in  quantity
a commodity are willing to buy per unit of time at a i| 8 demand for a product (dependent variable) and {| demanded due to an increase in
given price, other things remaining constant. t| Qits determinants (independent or explanatory variables). i| pricz is termed as Price effect.
Oty Demanded i . \ . m
Rty bemandedi{in “taidl || A demand function may be expressed as follows: i| The price effect is sum of its two
‘Consumer. Cons nket 1. Dx = f (Price of Good X, Income, Price of Related Gsods) i| components namely: (as explained
A L e | e s o by Hicks & Allen)
3 — i) substitution effect
0 5 The straight-line demand curve where we hold everything else i) income effect.
10 2 3 constant other than price, can be described by a linear |!| i) Substitution effect:
demand function. i| When the pricz of a commodity
20 1 1 Q=a-bP : falls, it becomes relatively
#‘ 30 0 0 0 Where 'd’ is the vertical intercept and 'b' is the slope. i| cheaper than other commodities, &
..................................................................................................... T s | i induces consumers to increase
Market Demand Schedule Rationale of the law of demand

: demand of commodity whose price
The reason why price & demand are inversely related and why | | has fallen.
demand curve slopes downward.

(lateral) summation of all individual demand curve
If we plot the market demand schedule on a graph,
we get the market demand curve.

Censumer A's Consurrer B's Market demand
Demend curve Demand curve

=, for gocd X 0, for good X

. . When price falls, substitution
1) Utility maximising behaviour of Consumers effect is always positive: ie it w
According to Marshall, consumer has diminishing utility for always cause more to be demanded.
each additional unit of a commodity and thus, he will be
willing to pay only less for each additional unit.
2) Arrival of new consumers
When price falls, some consumers who could not afford to
buy earlier may now be able to buy it. (b) there is lower cost of switching
- to the substitute good

3) Different Uses (c) there is lower inconvenience
- " Goods having multiple uses> Price decrease > used for while  switching to  the
~ varied purposes & demand increase. Eg- Milk substitute good

mvsiriny

curve fon good X The substitution effect will be
stronger when:
(a) the goods are closer substitutes

]

Prce ot X (inRe)

, Electricity etc.

2.4
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Additional Notes - Price Elasticity of Demand

> Change in Quantity = AQ = New Q - 0ld Q

> Percentage change in Qty = %AQ = [ (New Q- Old Q) / Old Q ] x 100
> Change in Price = AP = New P - Old P

> Percentage change in Price = %AP = [ (New P - Old P) / Old P ] x 100
> When no method is specified in question = use percentage method.

> When price change is infinitesimal small, then use point method
Q When data of Qty Demanded is given as an equation = use
point (derivative) method
0O When questions mentions “demand curve is meeting the two
axis” - use point (graphical) method

» When price elasticity is to be calculated between two points - use
arc method.

> When question mentions about changes in price and changes in total
expenditure/revenue - use total outlay method.

S o
v4 e w N\ -
“ &
Sa NN < B G

Price

Ep =LS/US

Qty Demanded

Mohnish Vora (MVSIR) £
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RY OF DEMAND

Value of price elastici
however while interpretin

of demand varies from minus infinity fo approach 5,
g its value we ignore -ve sign (to draw conclusions) "B

Q Vertical Demand Curve ! “
Q Parallel to Y-axis or Price axis
Q When price changes > %AQ = 0

Ny Fp=n0 .m
D ;
i
g i
= 1
= 1
'
Ll
i 1
X o
o Quantity > , m 8
Q Perfectly inelastic demand (Ep =.0) '~ ;

Q
=2
=
[-n

D

o 5oL
Quantity

Q Relatively inelastic demand

(Ep<1)

0 Steeper Demand Curve

0 %AQ < %AP

x

are unwilling to significantly

contract demand.

O Qty dem. here is relatively

i

insensitive to price changes.

Qunit

Q Relatively

QL
ity

Y

* |
p f-1 ,

D

o

— X

Quartity

Q Unitary Elastic demand (Ep = 1)
Q Demand Curve-> Rectangular Hyperbok

O %AQ = AP

elastic

demand (Ep > 1)
Q Flatter Demand Curve

Q %AQ > %AP

sensitive
changes

to

+ O Qty dem. is relatively

price

o4

Price
o

x x
D:».:.Zp(
M Mnlnn.wa_w. elastic demand
P = = (Infinj
Q Horizon oore)

mnaw:n from 0 40 oo

Q Small price incre,

Q Found in vmﬂmmni“hm. Qd=0 -
petition market




Additional Notes - Total Outlay Method

Determinants of

Business Economics

._.ImOn< OF DEMAND

ice Elasticity of Demand

Generally when price increases, there are two effects which act

in
opposite directions on revenue.

_ Quantity effect

Price effect

After a price increase,
each unit sold sells at
a higher price, which
leads to more revenue.

After a price _:nﬂmnmn.
fewer units are sold,
which leads to lower
revenue,

<$5+ will be ._.:n :n4 ‘effect on: 43,9_ _revenue?:

Hzo_nmm,vnﬁomaoza QE <PE | Decrin TR<Incrin TR | TR will increase
Elastic Demand . . . ¢
Ep>1) QE>PE | DecrinTR>IncrinTR | TR will decrease
Unit Elastic .- . = : TR will remain
Demand (Ep = 1) QE =PE | Decrin TR=1Incrin TR e

%A Qty Dem. AQ A _
%A Advt Exp :

P2 -P1

. »
U

Availability of
Substitutes

Goods having substitutes-> Elastic Demand

No substitutes> Inelastic Demand

> Goods as a group (generic) > Inelastic Demand (eg-
petrol)

» If we consider brands> Elastic Demand (eg- IOCL
Petrol, Reliance Petrol etc)

»
S

Position of a
commedity in a
consumer's budget

» Greater the proportion of income spent on a
commodity-> greater zlasticity of demand & vice-
versa.

» Salt, matches, buttons = inelastic dem

> Rental apartments, clothing > zlastic dem

Nature of the need
that a commodity
satisfies

> Luxury goods (possible to pestpone consumption) >
elastic demand
> Necessities (cannot be postponed) inelastic dem.

No. of uses of
which a commodity

> More the possible uses of a commodity, the greater
its elasticity of demand

Time period

> Long time period to adjust to price change-> elastic
> Short time period-> inelastic demand

Consumer habits

Consumer is habitual of a good-> inelastic demand

Tied demand

Tied demand-> inelastic (Eg pen & refill)

Price Range

> Very high price or very low-price range=> inelastic
> Middle range - elastic demand.

Minor complement
items

Cheap & complementary items to be used with a
costlier product = inelastic demand
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peri ChartBol

Responsiveness of quantity demanded to a change in income of the consumer _
1

v..o_uo_.ﬂo*n Percentage Arc | Fozzoooo--d
Method (Ey) Method (Ey) Method (Ey)
......................................... e le!l Responsiveness of quantity demanded of Good X fo a change in price of relates

good Y. Where Goods X & Y can be- .

H*. nI.mk. nm m:n_.noun in income, .z.u - S T ;
proportion of income spent on a good Type of Income Elasticity @mnum&m:n\ i L
ﬂ Remains Same Income Elasticity = 1 i Cocd IS ; : =
I I lastici Two goods  which [i| Two goods which are to |; Two goods having ¢
ncreases ncome Elasticity > 1 satisfy the same want. ||| be consumed together. [i| Felation between them
Decreases Income Elasticity < 1 Eg- Pepsi & Coke || Eg- Pen & Ink /| Eg- Laptop & Burger
("~ — Y Y | No relation between™
L2 ___ Percentage Method (Ey). B . || Price of Laptop & Q¢
%A o Demanded g P9 :(_of Burger.
MK - o\Mv\H OR mv~ = DD X Y %-v ! wnl “r ...........................
oA Income AY Q ‘S RS H
o ] )
\ Value of Ey Type of Good 2 : Pm  Making pdfs or phote-
a ' ' L -
Ey=0 Demand is unresponsive to change in income. . > | "G copies or selling books
(No specific type of good) D?no_ws of x i Qty Demof x| LS CENCEITY
- — oke ! Ink  allowed.
Ev\ is Positive > Ey >0 Normal Goods Direct or Positive |!( Negative or Inverse ):
r O0<Ey«1 ‘ Necessities relation between Price |i| relation between Price || BT PR TLRL
‘ =y ‘ of Pepsi & Qd of Coke. |i| of Pen & Qd of Ink. ] be taken. Kindl
. v\. Luxury goods Unwards:slapin 1IN i [ refrain from doing s0

CA Mohnish Vora (MVSIR)
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%A Price of Y

x P2 + P1 or

Ql-Q2

‘ Ghanh ki
- THEORY OF DEMAND & SUPPLY. | UNLT { -

X
Q2+Ql P2 - P1 Ql+Q2 P1-P2
Value of Ec Type of Good
Ec=0 Unrelated Goods

Ec is Positive > Ec> 0

Ec is Positive & Low

Remote Substitutes

Ec is Positive & High

Close Substitutes

Ec is Positive & Infinite

Perfect Substitutes

Ec is Negative > Ec <0

Ec is slightly below zero

Weak Complements

Ec is Negative & High

Strong Complements

Ec is Negative & Infinite

Perfect Complements

Ecis -ve & slightly below zero
Eg- iPhone & Local co. charger

<

Steeper
Downward
sloping Cross
Demand Curve

Price

e

Price

Ec is -ve & high
Eg- iPhone & Apple co. charger
Y

Flatter Downward
sloping Cross
Demand Curve

Qty Dem

>

X

CA Mohnish Vora (MVSIR)
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less similarity. [Ec is +ve & low]

Eg- Iphone & Smansung Mobile

Price of Iphone <

Steeper Upward
sloping Cross
Demand Curve

Qty Demof  y

Business Economics

THEORY OF DEMAND

Remote Substitutes
2 Goods are substitutes but have

Close Substitutes

2 Goods are substitutes & are very

similar. [Ec is +ve & high]
Eg- Pepsi & Coke etc.

Y
— Flatter Upward
g sloping Cross
a Demand Curve
e
(o]
o
9
&

Qty Demof  x

Coke
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Classification of Wants

Business Economics

“ ._.Im0n< Om CONSUMER BEHAVIOUR

é

desires, tastes and motives of human beings are called
ssim in Economics. Since resources are limited, we must
choose between urgent wants and not so urgent sEi.m.

Nature of Human Wants
» Unlimited > never completely satisfied.

» Differ in intensity> Some are urgent ,others are less
intensely felt

» Satiable (capable of being satisified)
» Competitive> resources are scarce in relation to wants.

» Complementary-> Some wants satisfied only by using
multiple goods together.

> A particular want may be satisfied in alternative ways

> Wants are subjective (vary person to person) and
relative (vary with time & place)

> Some wants recur (non-durable goods) whereas others
do not occur again and again (durable goods)

> Wants may become habits and customs

> Wants are affected by income, taste, fashion,
advertisements and social norms and customs

b d

Wants arise from multiple causes such as physical and
psychological instincts, social obligations and individual's
economic and social status

" Necessary to meet minimum
Necessaries

. physiological needs >
?M. _,.Mn:ona minimum amount of food,
existenc clothing & shelter.

Necessities required to
. maintain longevity, energy
ZannNou%-._nu and efficiency of work.
Necessaries efficienc Eg- nourishing food,
4 adequate clothing, clean
water etc
Not necessaries in reality

Conventional but arise either due to

necessaries | Pressure of habit or due to
compelling customs &
conventions.

While necessaries make life possible
comforts make life comfortable and

satisfying. Comforts are less urgent than

Comforts | necessaries.
Eg- Tasty and wholesome food, good house,
clothes that suit different occasions, audio-
visual and labour saving equipments etc.
Wants  which are  superfluous and
Uiisicories expensive. Not essential for living.

Eg- expensive clothing, exclusive 332.

Sret s

cars, classy fupnitune,.goods use

SRR S

» Concept of ufility is used ip

>

>

alpml W

neo classical Economics 1t

explain operation of law of
demand.

=

Utility to "that property in| "
any object, whereby it t nz&
to produce ben
advantage, pleasure, mo“n
or happiness”.

Tility> nticipated /
expected mo_, faction fl

A commodity has utility for ¢
consumer even when it is 2.-
consumed .

It is a subjective entity and
varies with person, time &
place. It should be noted that

utility is not the same thing s
usefulness.

From the economic standpoint,
even harmful things like
liquor, may be said to have
utility because people want
them. Concept of utility

ethically neutral. f.

CA Mohnish Vora (MVSIR)
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Utility hypothesis forms basis of theory of consumer cn_::‘_oﬂ_

Cardinal Utility Approach

Ordinal Utility Approach

Cardinal Utility is the utility
wherein  the  satisfaction
derived by the consumers
from the consumption of good
or service can be measured
numerically.

Ordinal Utility states that the
satisfaction which a consumer
derives cannot be measured
numerically. Here utility
measured in terms of ranking
of preferences of a commodity
when compared to each other

Marginal ~ Utility  Analysis
propounded by Marshall

Indifference Curve Analysis
propounded by Hicks and Allen

Stpen

"THEORY OF DEMAND & SUPPLY | UNIT 2 -

Marginal Utility Analysis

e

> Marginal utility theory, formulated by Alfred Marshall, seeks
to explain how a consumer chooses to spend his income on
different goods and services so as to maximize his utility.

> The law of diminishing marginal utility states that-> “The
additional benefit which a person derives from a given
increase in the stock of a thing diminishes with every
increase in the stock that he already has.”

» Since each want is satiable, as a consumer consumes more and
more units of a good, the intensity of his want for the good

goes on decreasing and a point is reached where the consumer
no longer wants it. j

Chart: Book

Business Economics
THEORY OF CONSUMER BEHAVIOUR

Gulab Marginal Utility | Total Utility | | Total Utilit .

u.n”._ancz (MU) (TV) » TU is sum of marginal u ties
(in Utils) (in Utils) derived  from  consumption  of
15" Piece 50 50 different units.
2nd Piece 40 90 » TU= MU1 + MUZ +.....+ MUn
3rd Piece 28 118 Marginal Utility (MU)
: > MU is addition made to total u
4™ Piece 10 128 by consumption of one additional
5th Piece 0 128 {marginal) unit of a commodity.
6t Piece -5 123 » MUn = TUn - TUn-1
Observations from above table 1 S
Yol
1) MU can be positive ,zero or negative. J/ .W?.MW.
U mw w

2) MU diminishes throughout. H
3) TU rises as long as MU is positive, but

at a diminishing rate because MU is - ; g ?%

diminishing. 2 ok o —=
4) When MU = 0, TU is maximum. It is a Xa

satiation point or saturation point. Once =\ vv\Wg

this point is reached, consumer would .ﬁ T e

refuse any extra unit even if it were | owy T

free H T .
5) When MU is negative, TU is diminishing. - \ o

§

6) MU = Slope of TU,
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Assumptions of Marginal Utili

4.Im0n< O_u om>>>Zo k vavC\
Rationali Consumer is rational & attempts to attain maximum satisfaction
ationality from his limited money income.
Cardinal is a cardinal concept-> measurable & nco:z:nc_nlv. in
Measurability of Compare different commodities & express which
Utility commodity gives him greater utility & by how much
Money s 4“0 £ The amount of money which a person is prepared to pay for a
anouc,“..__,",:m%o T | unit bf a good is a measure of utility which he derives.
Other factors Price of commodity, tastes & preferences, income, habits, etc are
‘constant’ assumed constant.
Continuity. in No time gap or interval between consumption of different units.
consumption = :
All units consumed should be identical in nature. If successive
Homogenous Units | units show variation or are of superior quality, diminishing
utility may not occur.

Eg- spoonfuls of juice are too small units & in such cases we
could consider the normal units as a glass of juice. Also, the
commodity should be divisible in nature.

Standard Units

If MU of money changes as income changes, the measuring-rod

Constancy of the
of utility becomes unstable & thus would be inappropriate for

Marginal Utility of

Money measurement.
The Hypothesis of | Total utility which a person gets from whole collection of goods
Independent is simply the sum total of separate utilities of the goods.
Utility The theory ignores complementarity between goods,

A Mohnish Vora (MVSIR)

Assumptions like cardinal measurability of utility,
constancy of marginal utility of money, continuous
consumption & consumer rationality are unrealistic,

Unrealistic
assumptions

!

|

Utility is not independent. Shape of utility curve
may be aoffected by presence or absence of|

substitutes or complements.
Eg- Utility obtained from tea may be mm_._ocm:
affected if no sugar is available.

mxnnv:osm to this law-
Prestigious goods -> gold, cash, diamond etc

Case of
related
goods

\

> Hobbies, rarz collections etc

> People who seek greater knowledge and|
information will be more satisfied with every!
additional information secured by them.

Creative art, painting, music, poetry etfc

Habit forming commodities -  alcohol,
cigarettes, & computer games etc.

> People with miserly behaviour > @
accumulation of every additional unit of money
- gives more satisfaction.

Law is not
universal

\'d

v

_
'
|
1
'
|
|
'
|
|
'
1
1
|
|
'
1
|
'
'
1
'
'
i
1
'
|
'
|
'
'
'
'
|
'
'
'
|
'
'
1
|
|
'
'
'
|
|
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i
1
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1
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1
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1
|
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'
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in Single Commodity Case
> A consumer will be in equilibrium (will be )
deriving maximum  satisfaction) in
respect of the quantity of one good
when MU = Price.

> A consumer will go on buying a good till

MU = Price
» At equilibrium marginal utility of money
spent on X >
MUm = MUx / Px =
1 ¢
i N\ {x
S E fx
° 3
Tﬂ k Py
. ”\ f E P
\’ —
Qe Q. 7 x

— & x —

When price falls> Buy more of good
When price rises> Buy less
so as to equate the marginal utility to price.

Thus, we can say that downward sloping
demand curve is directly derived from
marginal utility curve,

CA Mohnish Vora (MVSIR)

Law of Equi-Marginal Utllity

> When consumer

than 1 good> then consumer equilibrium is
explained with Law of Equi-Marginal utility.

» Consumer will be in equilibrium > spending
money in such a way that MU of each good is
proportional to its price & last rupee spent
on each commodity yields him equal MU.

(MUx / Px) = (MUy / Py) = MUm
or
ﬁ (MUx / MUy) = (Px / Py)

spends his income on more |

Alfred Marshall gave concept of CS.

CS = what consumer is ready to pay - what he
nn+co=< pays OR CS = MU - Price

nsu MMer freea
hbh/:d/.bw ATR

Towml oW = Axeon AEDS
ﬁJF Par A= Aesn TFBD

>
T _/pn\ &

Jowmon —>

>

QX3

<~ Golds

Business Economics

" Gulab Marginal Utility | Total Utility | ~ om0
‘| Jamun R ) Surplus
i (in Utils) (in Utils)

|| 1! Piece 50 50 40

| 2 Piece 40 90 30

| 3¢ Piece 28 118 18

i 4™ Piece 10 128 0

[ 5 Piece 0 128 -

i 6t Piece -5 123 -

> The concept of consumer's surplus is derived from |
the law of diminishing MU.

> Height of demand curve measures buyers willingness
to pay. Difference between his willingness to pay and
price that he actually pays is net gain To consumer,

called the individual consumer surplus.

> Total consumer surplus in a market is sum of all
individual consumer surpluses in market & is equal o
arta below market demand curve but above price.




Qo

Q1

Quaneit

1) €S cannot be measured precisely

2) In case of necessaries> CS IS
always infinite.

CS is affected by the availability
of substitutes.

3)

A fall in

two components-

(rectangle marked by “b")

lower prices (the triangle ¢)

-

. price from P to P1 >
increases consumer surplus from
APE to APiF. Increase in CS has

v Increase in CS of existing buyers

v CS now available to new buyers
who now started buying due to

4) No simple rule for deriving utility
scale of prestige goods (e.g.,

diamonds).
5

~

CS cannot be measured in terms
of money > as MU of money
changes as purchases are made’

Many modern economists believe
that utility cannot be measured
in terms of money.

Limitations of M\.\J

A business firm can reflect on amount of
CS enjoyed by customers

1)

i identify groups of

If business can identi ou f

2 consumers with different elasticity of

demand getting different CS, },ns

firms can profitably ~use  price
discrimination.

i decisions >
3) Large scale _3<mm+_ﬂn3.
v consider the CS which project may fetch.

4) Rising price > CS falls. Firms rising price
should expect to make fewer sales.

5) €S> guide to finance ministers -
impose taxes on commoadities yielding
high consumer's surplus.

z
1
—+
©
(2]

/]

Ordinal Approach

Assumptions of Indifference Curve Analysis

> As per ordinal approach, T_canﬂ
satisfaction -> psychological
phenomenon & cannot be
measured in monefary ferms.

> It is easier & more sound to
order preferences than fo
measure Them in money terms.

1) Consumer knows his own
tastes & preferences and
possesses full information

2) Consumer is rational =
result in a more preferred
consumption bundle over a
less preferred bundle.

A to

Mohnish Vora (MVSIR)

3) Utility is ordinally expressible. The consumer is

capable of ranking all conceivable combinations
(But he cannot tell quantitatively)

4) Transitive choices> If consumer prefers combi.

5) If combination A has more commodities than
combination B

B,&B to C, then he must prefer A o C

. then A must be preferred to B
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....... ndifference Curve Marginal Rate Of Substitution (MRS) Indifference Map
Combination | Biscuit | Chocolate | MRS > MRS of X for Y > amount of Y |i[> Indifference map~> collection
r 1 12 whose loss can just be many indifference curves Srmﬂm
compensated by a unit gain of X in each curve represents a cert
B 2 6 6 such a manner that the level of level of satisfaction, (set &“
z ” 2 2 satisfaction remains same. indifference curves)
»> MRS is absolute value of slope of IC i te pictures
D 4 3 1 N » It depicts complete picture
: (MRS = AY / AX ) consumer's tastes & preferences.
o > MRS = MUx / Muy y  TEGEREREE ki
g ﬁ b Why MRS keeps falling ?
| szw § > Wants are satiable > when a
| Cral® o consumer has more of a good, his
A P " intensity of want for it decreases.
ditferesee
L /H: ‘Cowe- > Most goods are imperfect substitutes g
ST AT Ty L eeaeter i et e
V —— Pt ——

Properties of IC

> An indifference curve is a curve which

represents all those combinations of 1) Indifference curves slope downward to the right

ﬁ mccu._.m._dﬂ. Goods _ ﬁ noa_u_nanswnq 6oods _

two moon_ which give same 2) Indifference curves are always convex to the = Dowiward Gisping L-si r
N . E . . . . . ” »~ L-snaped
satisfaction to consumer. origin (since MRS which is slope is falling) > Straight Line = Eamyes Ta g
> If a consumer equally prefers two 3) Indifference curves can never intersect each » MRS is constant ~ 2 straight lines with

product bundles, then consumer is other right angle bent

indifferent between. the two bundles. m_ 4) A higher indifference curve represents a higher

An Indifference curve is also called level of satisfaction

or equal :.:.__.HK_

5) Indifference curve will not touch either axes
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Budget Constraint

> A consumer = to maximise satisfac
reach highest possible indifference curve.

> Budget constraint - explained by budget line
A budget line shows all those combinations of two
goods which consumer can buy spending his given
money income on the two goods at their given prices.

_m Q Any point on the BL - spends all his money

try to

» But, in his pursuit of maximizing satisfaction , he has
to work under two constraints:
1) Pay prices for goods &,
2) Has a limited money income

Thus, a consumer's choices are limited by the
budget available.

income

O Any point above BL (point B) = over-spending
(beyond reach)

pa
Q Any point within (below) BL (point A) 2 under AJG) T

L 4 Ovo» X

> Slope of budget line = 'Price Ratio’ = Px / y

> Algebraically, budget constraint for two goods X and Y

| as> [PxQx+PyQylc<B

spending

Consumer is
deriving maximum  possible P
satisfaction from goods & thus
is in no position to rearrange his
purchases of goods. QN\E »

o voai ol | Consumer is in equilibrium s The budget li | shift when there is:
P — m@a&seB* _ e . 1| # The budget line will shift when there is:
ComGnabon § | | &f ‘Combination Q', where |!| Q A change in prices of one or both goods g

————— | budget line PL is tangent 1| Q A change in level of nominal income I

to indifference curve IC3 O A change in both income and relative prices

IC Analysis Vs Utility Analysis

Here we assume that: i

AN At equilibrium point,
// o Slope of IC = Slope of BL

> Consumer has a give is i
difenenceimop given ; R [MUx/Muy) = [Px/Py] IC analysis is superior to utility analysis:
> He hes a fixed money frcone ol X e 1) No assumption of measurability of utility
~ Prices of goods X and Y are Note- Making pdfs or i
_ . : 2 i i
M:&q: and ?xnm. A consumer's optimal choice should || [ACACRI I TOES [ ) Studies mare Yone Esmmudyata fiv
7 Zoocs dre homogeneous & || satisfy two criteria> Equi. point should | ELCLCRIEI I CHNENGIM || 3 Does not
. divisible, and ——— * Bea point on his budget ﬂzn\. & allowed. | ) Does not assume constancy of MU of money ,
> Consumer acts ‘rationally’ & |« Lie on highest indifference curve | MR R IR T 4) Segregates income effect from||
maximizes satisfaction. possible taken , ﬁ substitution effect. ._
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+Imon< OF EMAND & SUPPLY

4) State of technology

0O Demand = Consumer point of view
OSupply > Seller point of view (Sellers can be
individuals, firms & governments)

_mcvv_< refers to amount of 6/S that producers are
» willing and
» able to offer to the market
» at various prices
» during a given period of time.

O Three important things about supply

1) Supply> what a firm offer for sale-> not necessarily
to what they succeed in selling.

2) Supply is a flow concept=> 'so much’ per unit of time

3) Supply requires > willingness & ability to supply.

Determinants of Suppl

) Price of the good
nn:wwcm paribus, price increases -> supply increases
(since profit increase) & vice versa

2) Price of related goods

If a farmer produces & sells wheat and soya. If price of
wheat rises, farmer may shift his land to wheat
production away from soya (decreasing supply of soya)

3) Prices of factors of production
Rise in price of factors of prod. - increase in cost of

Use of advanced tech-> low cost->

supply increases

5) Government Policy

Q Increase in Taxes> cost rises>
supply decrease

O Increase in Subsidy-> cost falls>
supply increase

QO Restrictions> import quota or
rationing on inputs> production
fall> supply decrease

6) Number of sellers, Nature of
competition and size of industry

No. of sellers rise> Competition
increase> More supply and vice versa.

8) Expectations

An increase in anticipated future
price - reduces its supply today

Other Factors
government policies,
goals of firm,
infrastructural facilities,
natural  factors >

weather,

floods, earthquake
man-made factors = war,

0O DOooope

labour

prod. > profit decreases - supply decreases

strikes, communal riots etc.

| UNIT 3 - THEORY OF SUPPLY

Business Economics

» Other things remaining constant, quo
will increase as price rises and vice versa.

» The behaviour of supply is affected by the time
taken into consideration-
Q Inshort run> not
O Inlong run-> can be easily adjus

in response to changes in price.

easy to increas

> Law of supply=> explained through sup
& supply curve,

Qty Supplied (in units)

2 10

4 20

35

8 60

10 80

m|o|ajlw|>»
(e}

Notes:
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A supply curve is the graphical presentation of

supply schedule. H ice i —axi p . i : . A
& mmnﬂ:j\ chnm,,nan“M wﬁ_m w._wx_mm_oima on e Faxis Supply refers to entire relationship between price uanti __nn Is the czn;t? which s/
B a . & quantity supplied. supplied at a specific price.
Y od) Represented by entire supply schedule & curve. It is represented by a point on the supi,
N S "Changes in Supply" occur due to changes in (| CUrve. {
factors other than price of good. “Changes in Quantity Supplied” accur due
Price Favourable change in | Unfavourable change in changes in price of goods concerned. |
: any factor other than :

price rice Increase in price of | Decrease in price of

Increase in Supply - | Decrease in Supply > (| goods concerned goods concerned |
p3 S Rightward  shift in | Leftward shift in supply ] .
< : R ~ o3 &n o on ‘X supply curve curve Expansion or | Contraction of

Eo- I o Extension of Supply | Supply 2>

Eg- Decrease in price of _.M_.ﬁhh_,nnmmwo_m v:nmomw - Upward movement | Downward movement
related good, Advance | restriction, fall in tax along the same supply | along the same supply
tech, fall in tax etc. ete. S curve

¥
<— Q% Svup ?BI&

> Supply curve depicts direct relation between price
& qty supplied > thus it is upward sloping.

I

——

‘| any factor other than
T

» Supply curve shows simultaneously: i
2 highest quantity willingly supplied by the suppliers |:
at each price & :

O minimum price which will induce suppliers to
offer the various quantities for sale

~ Market supply> sum of supplies of a commodity _
made by all sellers in a market i

~ Market supply curve> Obtained by adding
horizontally the supply curves of various firms.
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Elasticity of supply - Responsiveness of quantity supplied of a
good to a change in its price.

— ]
'Percentage Point Arc
' Method Method Method
% OQs dQ N P Q2-Ql N P2 +P1
% OP dP Q Q2+ Q1 P2 -P1
OR Where, dQ/dP =
AQ X P Derivative of
AP Q qty with respect
OR to a point on
supply curve
1 P
_ X —
>lope Q

> Value of price elasticity of supply is always positive, since
price & qty supplied have direct (positive) relation

» When no method is specified in question > use percentage
method.

> Use vo::, method
> When price change is infinitesimal small,
» When data of Qty supplied is given as an equation

> When price elasticity is to be calculated between two points >
use arc method.

A Mohnis

..,_..mo_~< o_u o_m>>>2a m mc% < _ czHﬂ 3

w

3

&

o QUANTITY

0 Perfectly  inelastic
supply

QEs =0

Q Vertical Supply Curve
Q Parallel to Y-axis or

Price axis
0 When price changes
>%h0Q=0 .
-
8
E_w
o
mj AP
aQ
o Q, S
QUANTITY

Q Relatively elastic supply
(Es > 1)

Q Flatter Supply Curve

0 %AQs > %hAP

THEORY OF SUPPLY

Aq

Business Economics

0, o

2
QUANTITY

Q Unitary Elastic Supply

QEp=
0O Supply

through origin (irrespectiv

Curve>

passe

S
e

Sn &mmﬂnn with X axis)

o

QUANTITY

X

Q Perfectly elastic supply

Q Es

e (Infinite)

Q Horizontal Supply Curve
Q Parallel to X-axis or qty axis

Q Small

increase  in

price

causes supply to rise from

zero to an infinitely

ap

aq

Q; S =
QUANTTY
Relatively inelastic supply
Es <1
Steeper Supply Curve
%AQs < %P

_‘L‘LJ

oL

Price

o QL u-

Quantity <

If firms have-
Q Idle capacity> elastic supply

Supplied

Q Reached their full capacity=>
inelastic mnio:m
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.................................... lasti Equilibrium Price
How to improve price elasticity of supply ? Key raw material > easily & cheaply Elastic —
= - . available Supply » Market Equilibrium is ¢
A business organization generally tries to keep their vﬂ_nm 5. e " market situation where
elasticity of supply high as they want to earn more profit when |; . o nelastic |; C i g
prices rise, or shorten their production when price fall. m Procuring resources is difficult or costly Supply |: Qty dem = Qty supplied
' - — : - |i| » Intersection of demand
To improve price elasticity of supply an oamnzmn:os can- 6. nom so_qu_,n_ &MH&::NM WMMQMHMMM ﬂ_,_nxxm M_DGM__,M & supply  determines
Q Improve the technology used, such as upgrading equipment | cheaply store a q P | equilibrium price (aka,
QO Improve production capacity ' o . Inelastic |! market clearing price
O expanding storage space for stock while making sure that [i| 7 Sellers expect > rise in future price Supply | g price)
products can last long while stored. i - - !| » Determination of
........................................................................ ) Inputs—> m:o:w in supply> require longer Inelastic ||| market price is central
Determinants of Elasticity of Supply 8. delivery vm}onuﬂr.mr? specialized supply |i| Theme of micro
nature | ; :
Increase in Production > substantial cost Inelastic . - - — M._MM”MBS analysis. h.rcm
increase > Profit decrease Supply g | Labour> highly skilled> scarce> require | Inelastic |: i economic  theory
) longer training period Supply | aka. price theory.
1 Increase in Production - negligible rise in Elastic " ”
’ cost or constant cost Supply Capital & labour-> occupationally mobile m“_ww__,w | P | Qd | Qs [ Impact on
Complex production process - require long | Inelastic s _ Price
time to produce (Eg- aircraft, cruise ship) Supply 10. Products continuously produced MWMM__M 8 115 | 52 | Downward
. o . | Inelastic 1 6|30]30 e
If after increase in price - short time period ic | Equilibrium
5 P P Supply Products infrequently produced HMM_MMH\S 13 a0 P T
If after increase in price > long time Elastic ||‘/m—mnr~otrrro-——"———-— | | E
period-> build new plants or new firms Supply Order books of MVSIR from- www.mvsir.in » - s
3 More no. of sellers > More competition > Elastic Enroll i AT , ! o \
: Fewer barriers to entry Supply nroll’in anmmnm .?oa-, iftinateca.com ._. N
4, | Notworking on full capacity - more spare BTN Making pdfs or photo-copies or selling baoks of MVSIR is
capacity Supply NOT allowed, Strict _nmn_ action will be taken,
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» Social efficiency represents net gains to
society from all exchanges that are made
in a particular market. It is achieved
when both producers & consumers enjoying
maximum possible surplus.

» Consumer surplus - measure of consumer
welfare. [MU - Price]
QO1It is represented by area below
demand curve & above price line

» Producer surplus > benefit derived by
producers from the sale of a unit above
& beyond their cost of producing that
unit. [SP - Cost]

Q1It is represented by area above
supply curve & below price line.

Business Economics
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As per Economics, production denotes process. by
which man utilises resources to fransform them into
goods and services to make them satisfy human

wants. (similar definition given by James Bates and
J.R. Parkinson)

The performance of an economy is judged by level of
its production.

Production can also be defined as creation or addition
lity. During production we can confer 4 types
of utility-

1) Form Utility- Changing form of things to add
utility to it. Eg- Wood to chair.

2) Place Utility- Changing place of resources from a
plece where they are of little or no use to
another place where they are of greater use.
Eg- extraction of minerals from earth, apple from
Kashmir to Mumbai etc.

3) Time Utility- Mcking ovailable materials at times
when they are not normally available. Eg- Canning
of seasonal fruits

4) Personal Utility- Making use of personal skills in
the form of services, eg., those of organisers,
merchants, transport workers etc

Production does not include work
household by anyone out of
voluntary services
consumption. Eg- Fo
NOT production

done within «
love and affection,
and goods produced for self
od made by mother in home is

CA Mohnish Vora (MVSIR)

) Land is heterogeneous
"

Factors of Production (Input

]: input is a good or service which a firm buys for use in its pro

duction process,
T :

—
Natural Resources _

_ .
( Human Endeavour )

) Land | () Labour ]
1

ﬁvlae;\ or original .mnﬂoJ

7
% (4) m:qnm_sasu

Produced factor, as it
is produced by man

Land
It refers to soil or earth's surface and to all
free gifts of nature which would include all

:oE_.n_Emo_._anM.mo:. water, air, light,
etfc.

Characteristics

1) Land is a free gift of nature

2) Supply of land is fixed

Supply of land is perfectly inelastic from

view of economy And relatively elastic

from the point of view of a firm

3) Land is permanent and has indestructible
powers

4) Land is a passive factor

5) Land is immobile

wv Land has multiple uses

It refers to various types of human efforts which
require use of physical exerticn, skill and intellec

Labour must be done with
reward. Anything done out o
or for sake of pleasure or lov

motive of econcmic

f love and affection

2, is not labour

Characteristics

> Labour is perishable, re
active factor,
mobile.

> Labour power differs from

> Labour has poor bargaining power

> Supply of labour cannot be
decreased instantly

> Supply curve of labour has ba
shape

quires hy

Y man effort,
inseparable

from labourer,
labourep to labourer
Fnﬁnouna or

ckward vns&m:m




Business Economics

IT 1 - THEORY OF PRODUCTION

Capital is ‘produced means of production’ or
‘man-made ‘instruments of production’. It
refers to all man made goods (assets) that are
a part of wealth (total assets) and are used
for further production of wealth.

 Produced factor, as it is produced by man by
working with nature.

Eg- Machine tools and instruments, factories,
etc.

Capitcl is a stock concept which yields a
periodical income which is a flow concept

Types of Capital
1) Fixed capital - Durable nature & renders

services over a period of time

2) Circulating capital - For single use and is
not available for further use. Eg, seeds,
fuel, raw materials etc

3) Real (Tangible) capital - Physical goods
(can be perceived by senses)

4) Intangible Captial - rights & benefits
which cannot be perceived by senses. Eg-
patents, goodwill etc.

5) Human capital - Human skill and ability

6) Individual capital - Personal property

7) Social capital - Belongs to society as a
whole in form of roads, bridges, etc.

Capital Formation (aka Investment)

Capital formation means a sustained increase in
the stock of real capital ina country.

It involves production of more capital goods
like, machines, factories, etc. which are used
for further production of other goods.

Stages of Capital Formation
1) Savings

2) Mobilisation of savings
3) Investment

se Objectives ||l EnterpriselProblems

o [ 1) Objectives

1) Organic objectives Il 2) Location & size of
2) Economic objective | the plant .

. i e i| 3) Selecting & organising
3) Sacial cbjectives _ }; physical facilities
4) Human objectives |.| 4) Finance
To provide fair deal [i[ 5) Org. structure
to employees etc i| 6) Marketing

3 ol :[ 7) Legal formalities
5) National cbjective i| 8) Industrial Relations

B T LT T

Production Function

Entrepreneur

Entrepreneur is a factor which

> mobilises other factors of production,

> combines them in right proportion,

> initiates process of production and bears
risks involved in it.

Functions of Entrepreneur

1) Initiating business enterprise and resource
co-ordination

2) Risk bearing or uncertainty bearing
Financial risks & Technological risks, Profit is
reward, risk bearing cannot be delegated

3) Innovations -~ Most Important Function

Production function is a mathematical statement of
relaticnship between dependent variable (output)
and independent variable (inputs). [similar definition
given by Samuelson]

Q = f (Labour , Capital) = f (L.K)

Assumptions of Production Function

1) Relationship between inputs and outputs exists
for a specific period of time

2) Production technology remains constant

3) Output resulting from use of inputs is at the
maximum level (no wastage)
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Production Function

Short-run production
function shows maximum
amount of a good or
service that can be
produced by set of inputs,
assuming that amount of
at least one of inputs
used remains unchanged.

In short run, Capital is

fixed and Labour is
variable.

It is the subject matter
of the law of variable

proportion

Long Run
Production Function

A long run production |
function shows maximum
quantity of a good or
service that can be
produced by set of
inputs, assuming that cll
inputs are variable

It is the subject matter
of the law of returns to
scale.

'

'

'

'
'

'
'
'
'
'
'
'
'
'

Aka. Law of returns to a variable input OR Law
of diminishing returns

Law states that as we increase quantity of one
input (Labour) which is combined with other
fixed inputs, marginal product (MP) of the
variable input must eventually decline.

Assumptions of Law of Variable Proportions

1) Production technology remains constant

2) Must be some inputs which are fixed (Short
Run)

3) Law does not apply where factors must be
used in fixed proportions fo yield cutput

Avnosmamqos_(urﬁmnn_m:vc,qmosa outputs
ﬁ[ {unit ferms) and not in monetary terms

TP vs AP vs MP

Total Product (TP) : Total output resulting

from efforts of all factors of production
combined together at any time

Average Product (AP
of the variable factor.,

¢ Total product per unit

AP = TP / No. of Units of Variable Factor
Marginal Product (MP) : Change in TP per unit
change in

quantity of variable factor,

CA Mohnish Vora Q_><m R)

ATP / AQ

i

Increasing
Returns

TP increases at

increasing rate
till POT

After POI, TP
increases  with

decreasing rate.

Diminishing
Returns

TP increases
with decreasing
rate

Stage ends= TP
is max.

Negative
Returns

TP is decreasing

oz

MP _rises & is| APis rising.
maximum
corresponding to [ Stage
POT, and the falls. ends=
AP is max &
MP > AP, throughout. AP = >>vox
—
MP is decreasing but
positive. %v is
e .
Stage ends= MP is 0 Uc,_n.vmom_:m
MP < AP, throughout. | POSitive,
I/\
p d ing & AP is
MP is decreasing decreqe;
negative. but asing
Positive,




WLE per

chart:BooK

~ Business Economics

ODUCTION
Returns to Scale

1
2
3
4
5 104 80 :
6 100 80
7 95.70 70
8 %0 50 Stage 2
9 83.30 30
10 75 (o]
1 67.30 -10

Occurs in LONG RUN

A change in _scale
means that all factors

of  production are
increased or decreased
in same praportion.

The study of changes
in output as a
consequence of changes
in scale forms subject
matter of returns to
scale.

Eg- When ALL inputs are increased by 40%

» Constant Returns to Scale (CRS)
% Increase in Output - % Increase in Input
Eg: If output increases by 40%, then it is CRS

CRS is also referred to as
Production Function”

“Linear

» Increasing Returns to Scale (IRS)
% Increase in Output > % Increase in Input
Eg: If output increases by 70%, then it is IRS

> Decreasing Returns to Scale (DRS)
% Increase in Output < % Increase in Input
Eg: If output increases by 35%, then it is DRS

rlomogeneous

Relationship between AP & MP
> When AP rises > MP > AP
» When AP is maximum > MP = AP
» When AP falls > MP < AP

Stage of Operation

‘economic non-sense
~ Rational producer-> Produce in stage 2

~ Never produce in Stage 1 & 3 are > ‘economic absurdity’ or

This function applies not to an individual firm but to whole of ma

industiry.

Labour contributed about 3/4th and capital about 1/4th of increase in production

Where 'Q’ is output, 'L’ the quantity of labour and 'C’ the quantity of capital, 'K’ and ‘o’

Q=K. L. ¢

and 'b’ are positive constants.

a+b>
a+b
a+b<

v v
n

Y

1, Increasing returns to scale
1, Constant returns to scale
1, decreasing returns to scale

£
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THEORY OF PRODUCTION

f r one  important &12.«:3,.:
Properties of Isoquants- However, por . -
An isoquant represents all those combinations of » Negatively sloped, (Slope of Isoquant = MRTS) || between isoquant & indifference curve i
n isoqu
inputs which can produce the same level of output.

that in an

» Convex to the origin due to diminishing MRTS ion i '
Isoquants are aka : equal-product curves, 2 9 . Hmonw_...._hn. s\_nMMMQMm production is easily
production indifference curves or iso-product |i| > Curve on right represents a higher level of quangity .

curves. output,

* Inan indifference curve it is not possible &
. . . to quantify the level of mD:.mmnn:.g_
> non infersecting. acquired by the consumer.

Factor

| combination”

> _ Producer Equilibrium
A 1 12 - > Isocost line, aka. Equal-Cost Line or :
" budget line or budget constraint line, '
B 2 4 :
> It shows various alternative combinations | | - (osk (ombinan
c 3 5 3 of two factors which the firm can buy | | et - Cost oo
with given outlay. : =
b 4 3 2 1) > Whatever be  the combination of | ! i
E 5 2 1 factors the firm chooses on isocost line, :
the total cost to firm remains the same. '
vy Ia Slope of Isocost =w / r .
124 N C-./QU m\é _’ [_ : v
© 1 L ¥ o oot X
| Units _" R R —==——===—p
l— ¢l of i P
Capital TSosT Lings i | A producer can produce the desireq
y i opital K i | least possible cost at equilibrium. eutput at
o1 m .
. . N i | Producer equilibrium  will Um. achievey wh
ced 0 P o ¢ © X 1| isocost line is TANGENT 1o isoquant (o, Point
Units of Labour : 2

CA Mohnish Vora (MVSIR) A e .
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UNIT 2 - THEORY OF COST

s Economics

Business Economics

Cost analysis is concerned with the financial
aspects of production relations as against
physical aspects which were considered in

production analysis.

1) Accounting Costs & Economic Costs
Accounting (Explicit or Outlay) costs are
expenses which will have to be incurred by
firm and are recorded in financial
statements.

Economic Cost = Explicit + Implicit Cost

Implicit Cost is cost of using self owned
factors, Eg- normal return on capital invested
by owner himself in his business. salary not
paid to entrepreneur which could have been
earned elsewhere

2) Qutla
Outlay costs involve actual expenditure

Opportunity cost is the cost of next best
alternative opportunity which was foregone
to pursue certain action. It is cost of the
missed opportunity

3) Traceable (Direct) costs & Non-Traceable (Indirect)
costs
Direct costs are costs that are readily identified and are

traceable to a particular product, operation or plant

.H:a:.m& costs are those which are not easily and definitely
identifiable in relation to a plant, product, process or
department. Eg- Electricity exp, common or general exp etc.

4) Incremental costs & Sunk costs
Incremental cost refers to the additional cost incurred by
a firm as result of a business decision

Sunk Costs are costs which are already incurred once and
for all and cannot be recovered. They are based on past
commitments and cannot be revised or reversed if the
firm wishes to do so.

5) Historical costs & Replacement costs
Historical cost refers to the cost incurred in the past on
the acquisition of a productive asset such as machinery etc

Replacement cost is the money expenditure that has to be
incurred for replacing an old asset

6) Private costs & Social costs
Private costs are costs actually incurred or provided for by
firms and are either explicit or implicit

Social cost refers to the total cost borne by the society
on account of a business activity and includes private cost
and external cost

7) Fixed Costs & Variable costs

> Fixed or constant costs are costs
which do not vary with oufput upfo a
certain level of activity.

Q These require fixed expenditure of
funds irrespective of level of output,
e.g., rent, property faxes, interest on
loans etc

O Fixed cost is a function of capacity

QO If the firm closes down for some time
in the short run but remains in business,
fixed cost CANNOT be avoided
(inescapable)

Q Shut down costs are costs which will
continue even after operaticns are
suspended. Eg- for storing of old
machines which cannot be sold in
market.

> Variable Costs (VC) are costs which
vary with the level of output (function
of output)

QIf a firm shuts down for a short
period, then VC can be avoided

O Eg- wages of labour, prices of raw
material, fuel, transportation cost etc
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___ Super. Chart
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7

8) Semi - Variable Cost b
mvoam costs which are 30:.:2.501 ect ly
variable, nor absolutely fixed in relation
1o the changes in the size of output.

Eg: Electricity exp, Postpaid Phone Bill
etc

)|

[Sem-voxiowie _Cost |

) Stair-Step Variable Cost
Some costs which may increase in a
stair-step feshion, ie., they remain fixed
over certain range of output; but
sudgenly jump to new higher level when
output goes beyond a given limit.

| [[Srobr-Sree Voxioh\e cagy)

3 -
lo&\ 5¢ 106 (50 20 4%
Coutput .
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ECONOMICS CHAPTER 3 - UNIT 2

Short Runh Total Costs

THEORY O

> TC = TFC + TVC

Total Fixed Cost curve (TFC)

> horizontal straight line paralle! to X-axis
> Starts from a point on the Y-axis
Total Variable Cost (TVC)

> Initially increases at a decreasing rate and then at
an increasing rate. (Inverted-S shaped)

Total Cost Curve (TC)

> Obtained by adding vertically the TFC curve and
the TVC curve.

> Slopes of TC & TVC are same (Inverted-S shaped)

> At each point the TC & TVC curves have vertical
distance equal to total fixed cost.

J ? _Mfo—»‘lﬁs Toved  Cost nbiom_
AL
L

0%

Cote

!

AWOLs £&— ouput —

Jv
X

Average Fixed Cost curve (AFC)

AFC = TFC/ Q

> AFC is fixed cost per unit of cutput.

AFC falls as output increases.

AFC curve will slope downwards throughout its
length but will not touch the X-axis as AFC
cannot be zero. (shape- rectangular hyperbola)

A O R U

Average Variable Cost (AVC)

>AVC =TVC/ Q

» AVC curve will first fall, then reach a minimum
and then rise (U-shaped)

I~

Average Total Cost (ATC or AC)
>ATC=TC/Q or >._.nu>_un’m<.h
> ATC curve will first fall, then reach a minimum ff

and then rise (U-shaped)

" mvsir.in
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ch._..ﬂ.hm mx._n.m*mwﬁ variable cost

1 1000 50 1050 1000.00 50.00 1050.00 50

2 1000 90 1090 500.00 45.00 545.00 40

3 1000 140 1140 333.33 46.67 380.00 50

4 1000 196 1196 250.00 49.00 . 299.00 56

5 1000 255 1255 200.00 51.00 251.00 59

6 1000 325 1325 166.67 54.17 ) 220.83 70

7 1000 400 1400 142.86 57.14 200.00 75

8 1000 480 1480 125.00 60.00 185.00 80

9 1000 570 1570 111.11 63.33 174.44 90 R T e

10 1000 670 1670 100.00 67.00 167.00 160, Enroll in classes from~ ultimateca.com

1 1000 780 1780 90.91 7091 161.82 110 Making pdfs or photo-copies ar selling books of
MVSIR is NOT allowed. Strict legal action will

12 1000 1080 2080 83.33 90.00 173.33 300 be taken,
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sy = Cost Curve (MC) Long Run Average Cost Curve

GM . ; .
. RS Long run is a period during which firm can vary g
Marginal cost is addition made to total cost by (= its inputs (Labour & Capital both)
production of an additional unit of output. "
2@30 b M l In the long run the firm can build any size or sca),
MC = A in TC / A in Output (0¥ \ “ ! | of plant and therefore, can move from one plan
Or b i to another. Long run is planning horizon.
= Ai i + [ 1
MC = &inTVC/ A in Outpu m o ' A firm plans for the long run and operates in short
I
MC is independent of fixed cost. . m ! m m ) run.
S B . .
. [3) Ag C ) Long run cost of production is the least possibl
The ,%En ommmz,n comes due to the changes in 4 Oukpuk X cost of producing any given level of output when c!
variadle CosTs.

[CHoRT RO AVERAGE TOST OORVES | individual factors are variable.

Long run cost curve depicts functional relationshi

MC curve becomes minimum correspanding to
between output and long run cost of prod.

the point of infiection on the total cost curve

MC curve declines first, reaches its minimum

o Curve (SAC Curve) in the long run ?
and tnen rises ("U” shaped)

SAC Curve is aka. PLANT Curves
Mmc Curve imrersects AC curve and AVC curve
at their respective minimum points,

As per above figure,

MC & AC MC & AVC > For making output upto OB -use SAC 1 X mw“ ) m
| h i
., » For output more than OB, but less than I “
.? AC falls > MC<AC  AYC falls 5 MC < AVC OD - use SAC 2 m i !
[§.C rises > MC> AC  ayc ris by "
/ es > MC> AVC > F - R N Y
B A or output more than OD - use SAC 3 “ e R VI ) \x

AVC min. > MC = AVC

How to select a Short Run Avergae Cost _

# Mohnish Vora (MYSIR)
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Long Run Average Cost Curve

Business Economics

THEORY OF COST
SCALE OF PRODUCTION

IT 2

LAC Curve is aka. Planning Curve or Envelope Curve or Boat
Curve

LAC Curve is drawn so as to be tangent to each of the SAC
curves

However, LAC curve is NOT tangent to minimum points of

SAC curves
> When LAC curve is declining, it is tangent to falling

portions of SAC curves and
» When LAC curve is rising, it is tfangent to rising portions
of SAC curves

"0Q" is the optimum output. This is because "OQ" is being
produced at minimum point of LAC and corresponding SAC
4 (os per graph). Production ot OQ is done at FULL
CAPACITY.

For producing output less than "OQ", firm will construct

T
|
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'
'
'
'
'
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'
|
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|
|
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'
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Economies of scale are cost advantages that enterprises obtain duz fo

their scale of

operation, with cost per unit of output decreasing which causes scale increasing.

[

1

“Exfernal Economies

[
| EInfernaliEcanomies)|

External economies are benefits accruing to
each member firm of the industry as a
result of expansicn of the industry.

Internal economies accrue to firm
when it expands its output, so that
cost of production would come down.

They are not dependent on the output level

Internal economies arise purely due
of individual firms.

to endogenous (internal) factors

External Economies and Diseconomies
1) Cheaper raw materials & equipment
2) Technological external economies
3) Development of skilled labour
4) Growth of ancillary industries
5) Better transportation & marketing
6) Economies of Information

Internal Economies and
Diseconomies
1) Technical
2) Managerial
3) Commercial
4) Financial
5) Risk bearing

However, external economies may cease if there are certain disadvantages which may

relevant plant and operate it at less than its full capacity, >

neutralise the advantages of expansion of an industry. External diseconomies are
Whereas for outputs larger than OQ the firm will construct disadvantages that originate outside firm, like in input markets.
aplant a i i i ity.

P ridiogrerieye: i beyuad Heoptimans icapaclty > Eg- Rise in various factor prices. When an industry expands, demand of factors
The falling portion (negatively sloped) region of LAC curve (inputs) increases, leading to in increase in prices of factors, especially when they are
is due- Increasing Returns to Scale and Economies of Scale |1 short in supply. ,

The risi - . . |i] » Moreover, too many firms in an indusiry at one place may also result in higher

e rising portion (positively sloped) region of LAC curve is || transportation cost, marketing cost and high pollution centrol cost.
due- Decreasing Returns to Scale and Diseconomies of |!

Scale i| > Government may also, through its location policy, restrict expansion of an industry.
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Free Goods - These goods are free or have zero
prices. They are nm::&oa+ in supply thus do not
have scarcity. Example: air, sunlight etc

Economic Goods - They are scarce in relation to
their demand and have an opportunity cost. They
are exchangeable in the market and command a

price Eg clothes, mobile phone etc

Price signifies the quantity of money necessary
to acquire a good or service. It is the money-
value i.e. the purchasing power of an article
expressed in terms of money.

Value in exchange or exchange value, according
to Ricardo, means command over commodities in
general, or power in exchange over purchasable

commodities in general.

Value in use refers to usefulness or utility i.e,
attribute which a thing has to satisfy human
needs

Value in exchange or economic value is amount
of goods and services which we may obtained in
market in exchange of a particular thing.

In Economics, we are only concerned with
exchange value. Considerations such as
sentimental value is not considered in a market
economy, as it is subjective.

Exchange value is determined in the
market where exchange of goods and
services takes place

A market is a collection of buyers and
sellers with the potential to trade.

A market need not be formal or held in
a particular place. Eg- 2" hand goods are
often sold through listing it in an online
websites. (OLX, Quikr etc)

Elements of Markets

1) Buyers and sellers;

2) A product or service;

3) Bargaining for a price;

4) Knowledge about market conditions;
(rational buyers & sellers) and

5) One price for a product/service at a
given fime.

Classification of Markets

I) General Classification

a) Factor Market - Market in which
firms buy the resources (inputs) to
produce G/S. They allocate productive
resources to producers. Prices in factor
markets - factor prices.

b) Product Markets - Markets in which
households buy G/S they want from
firms. They allocate goods o consumers.

Business Economics
MEANING AND TYPES OF MARKETS

II) Geographical Area Classification

a) Local Market - Here buyers and sellers are limited
to a local area or region,

Highly perishable goods and bulky articles, (transport
of over long distance is uneconomical) are sold here.
Also it is limited to a particular locality.

Eg- locally supplied services - hair dressers & retailers.

b) Regional Market - They cover a wider area such as
a few adjacent cities, parts of states efc.
Eg- Mekhela Chador (Assamese Saree), Yewle Tea etc.

¢) National Markets - When demand is limited to
national boundaries of a country.

The trade policy of government may restrict trading
of a commodity to within country.

Eg- Hindi books - national markets in India.

d) International Markets - High value & small bulk
commodities are demanded and traded internationally.
Eg- Gold and Silver.

Above classification has become outdated as in modern
days even perishable goods have internaticnal market.

IIT) Requlation

a) Regulated Market - Here fransactions are
statutorily regulated, to put an end to unfair practices.
Eg. Stock exchange

b) Unregulated Market - Aka. free market - no
stipulations on transactions. Eg- Weekly (Haat)
Baazaars.

A Mohnish Vora (MVSIR)
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IV) Time
Alfred Marshall

conceived the 'Time' element in
markets

a) Very Short Period Market - Aka. Market period
-here supply is fixed - cannot be increased or
decreased.

mml perishable goods- vegetables,, fish, milk, etc
Since supply is fixed, very short period price is
dependent on demand. An increase in demand will
raise the prices vice versa.

b) Short Period Market - Slightly longer than very
short period.
Here, supply can be moderately adjusted.

c) Long-period Market - In long period, all factors
become variable and supply can be fully adjusted to
changes in demand by altering scale of production.

The interaction between long run supply and demand
determines long run equilibrium price or ‘normal

price’.

d) Very long-period Market - Aka. secular period

Nature of Transaction

Market- Goods are exchanged for
ther immediately or within short

a) Spot / cash
money payable ei
span of time

re Market- Transactions involve

rward or Futu
o mise to pay and deliver goods at

contracts with a pro

Goods are sold in bulk o

a) Wholesale Market-

b) Retail Market- Goods are sold in small quan

r large quantities. Transactions between 4pq4

derg

tities. This is the market for ultimate consyn,,,

Number of Sellers Very Large Large man:,anva One
Product Differentiation | : None Slight < cﬂmﬁzﬂn_ Extreme
v_.cmmw:om-ummwwnﬁw.hm Infinite Large Small Small

Concepts Of

TR, AR & MR

I) Total Revenue
The amount of money which a firm realises
by selling a commodity. [ TR = P x Q]

II) Average Revenue (AR

III) Marginal Revenue (MR)

MR is change in TR resulting from sale of ¢

additional unit of commodity. (MR is slope of L)

MR = ATR/ AQ or MRn = TRn-TRn!
or MR = dTR/ dQ

AR is revenue earned per unit of output.

AR = Price = TR/ Q
Also, AR curve = Demand Curve of firm

AR = Price > Happens in ALL types of market
AR =

Price =

some future date

CA Mohnish Vora (
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For any falling average revenue (or price)

schedule, (in Imperfect Competition)

gAR curve slopes downwards  (inverse
relationship between price and qty dem)

JMR < AR > MR declines more rapidly than
AR - because any reduction in price applies
1o all units sold.

OTR increases when MR is positive & TR
declines when MR is negative.

increases at diminishing rate due
shing MR and reaches maximum &
then it falls. (Inverted U shaped)

O When MR becomes zero, the TR is maximum,
slope of TRis O

N

For constant average revenue (or price)
schedule (in Perfect Competition)

OMR= AR = Price

DAR Curve = Demand Curve = MR Curve -
Horizontal straight line parallel to X axis >
Perfectly elastic demand (Ep = )

AR wod MR Cuncs under

) [ F—
M oan . //
@ 2o H
[} . ™
R b
.
T0 5
.
= .
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= I S S T T i
¢ ouTPuUT
. 4 .
14 :
.
134 : )
wr s
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al H
.
a .
.
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- P ZERO
e T2 3 4 5 6w_7 o
ﬁ I ouTPUY ra
Y 1
'
]
H
I
b1 |
Dp— AR:MR |
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|
]
1
'
1
'
o QUANTITY X \
|
'
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Strict Legal action along with monetary penalties will be Jevied on anyone making pdfs,

Photocopies or se

ing MVSIR's books. Kindly refrain from doing such things

INATION IN DIFFERENT MARKETS | UNIT {1 -

Concepts of TR, AR & MR in Imperfect & Perfect Competition

Business Economics

MEANING AND TYPES OF MARKETS

Relationship > AR, MR, TR & Price Elasticity of Demand
Portion of Value R
Demand Curve | of e
Mid Point ] MR=0 TR 2> maximum
Upper e>1 MR > positive TR - Rising
Lower e<1 | MR- negative TR = Falling

Principle 1

Principle 2

> A firm should not produce
at all if its fotal variable
costs are not met (TR<TVC)

>When AR = AVC -
Shutdown point

> Shutting down is temporary
& does not mean going out of
business.

> At shut down point :
Q Price is equal to AVC
QTR=TVC

Q Total loss = TFC

A firm will maxis
profits  (or minimize

losses) at MR = MC

EAE o FiNl o ¥

mvsir.in)
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o
Situation
Qty Supplied T ; Tncrease in Demand :
Mkt Price > Equi Price decreases il . ' :Qnmw Mﬂ_“__ +no Remains
Downward & il : “ Increase in Supply =ame
1. ie, Qty Sup. > Qty Pressure on | Qty Demanded | @ i “
Dem. Price increases \ fo ! Increase in Demand
(Surplus) RIS 18 is greater than Increase | Incregs,
Upto Equilibrium oo e,y Ak Increase in Supply
Supplied \1 ; Increase in Demand
Dﬁn..nh%m% N ’ ) is less than Decrease | Increas
Mkt Price < Equi Price Upward & ' Increase in Supply
2. ie., Qty Sup < Qty Dem Pressure on | Qty Demanded EZM i " Decrease in Demand Remai
" (Shorta e) Price decreases W RN | 10. is equal to &mans | decrees
9 51 AN ' D in Suppl same
Upto Equilibrium | G x| ki s ]
......................................................... vn-------_ Decrease in Demand
S is greater than Decrease | Decreast
S. Situation Effect . b S ' Decrease in Supply
ho. Equi Price | Equi Qty" “ Decrease in Demand
- e 12, is less than Increase | Decreast
3. Increase in Demand Increase | Increase |Ep : Decrease in Supply B
4 b in Demand | & N { > When both demand & supply increase, but no ofher dc
ecrease in Deman ecrease ecrease s ) ! given> then EQ increases, but effect on EP cannot
i determined
5 Increase in Suppl Decrease | Increase ' |
! i > Similarly, when both demand & supply decrease, cﬁm
\ 6. Decrease in Supply Increase | Decrease Eq _“ other data given> then EQ decrases, but effect onf

cannot be determined

s = ..M...;,.. lL



Increase in Demand
is equal to
Decrease in Supply

Increases

Remains
Same

Increase in Demand
is greater than
Decrease in Supply

Increases

Increases

15.

Increase in Demand
is less than
Decrease in Supply

Increases

Decreases

Decrease in Demand
is equal to
Increase in Supply

Decreases

Remains
Same

Decrease in Demand
is less than
Increase in Supply

Decreases

Increases

Decrease in Demand
is greater than
Increase in Supply

Decreases

Decreases

* When demand increases & supply decreases> EP rises but

effect on EQ cannot be determined

* When demand decreases & supply increases> EP falls but
effect on EQ cannot be determined

S G
ECONOMICS CHAPTER 4 - PRICE DETERMINA

: Business Economics
DETERMINATION OF PRICES
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7 The wznn of a commodity and the || Features / Characteristics of Perfect Competition
quantity exchanged i iod | i [
mmnn_.,_%o”y hanged per time period |i » Share of each seller & buyer in *.2_164 - is too
il q | Large number of | = o il > unable to influence price, demand or
Uthe market demand and |: buyers and sellers |
supply functions and ' SUpRY
Q the market structure. > Perfect substitutes ]
, 2 ﬂhaomns_o“m 5 O | 5 Buyers have no preference between different
7 Market structure = the way sellers [i enfical Frocucts sellers and different units of goods
& buyers interact to determine | i
il : 4 % . . » No legal or market related barriers to entry & no
equilibrium price and quantity. It [i| 3| Free Entry & Exit ” : i
deteraiines s Fioris Gower o B | special costs fo enter an industry.
the price of its product. [Bargaining ; Above 3 characteristics are conditions for pure competition
Power] _ 4 Perfect knowledge | > Both buyers and sellers have all information
N . . Nt of market condition relevant to their decision to buy or sell
> The level of profit maximising price |i
is generally different in different |: Ve low | > Buyers and sellers do not have to spend much
kinds of markets due to differences |i|5 ._.31_Nmon:o= costs time and money finding each other
in the nature of competition. i > No advertisement required.
) T “ » Firms accept price determined by market forces
5 . S ur | . s .
»In _Hr,_nmmﬂhvcﬂw will discuss four : .>__. ‘ firms | > Price Gr.zm applies to consumers as well
Boa*n S etition 6 _i_sncn__,\ are | > .d_n_.n is perfect knowledge and perfect mobility,
1) perfect comp . " price takers if any seller raises his price, he would lose his
2) monopoly, o ! customers.
3) monopolistic compefition & e e
4) oligopoly i | » Perfect compisamyth,
w these market structures |i | . . i T
and ﬂo 4o determine short-run and |; ” m.m :S.,_S_ES_ products, financial instruments (stock, bonds, foreign
operate fo det S auantity. | exchange), precious metals (gold, silver, platinum)
long-run equilibrium price 9 - the above examples approach the, condition of S
! _H_o perfect competition i

CA Mohnish Vora (MVSIR) A .
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> Demand curve of each PC firm is perfectl
elastic
v.Hs PC firm, MC curve above AVC has
identical shape of firm's supply curve. ;

PRCE

CA M

Perfect Competition

—

L1

Run____J]
» Industry > large number of independent
firms in similar business

» When total output (Mkt supply) of indusiry
is equal to total demand (Mkt Demand)=>

industry is in equilibrium in short run

mofilPCFirm "

» Output which gives maximum profit to the
firm is called equilibrium output. In the
equilibrium state, the firm has no incentive
either to increase or decrease its output.

»PC Firms are price-takers. They have to
accept price determined by market forces.

(a) Marset (b) Incrvsiaual Setier

D,

D/ARIAR

o
ouanTiTY M L *

a (MVSIR) /£

CUANTITY

ohnish Vor

Il

_

GondiTioneIfor _fu#.._ IBRIURRO TP GARIEmAEID

SNORTRUR

Ist

2" order condition> MC curve should cut
MR curve from below. (MC > positive slope)

order condition> MR = MC

1
\
|
'
]
]
]
]
]
1
1
'
]
1
]
]
'
1

<

T_PRCE

NMARKET (INDUSTRY)

D
Mc

7
2 COST/REVENUE

AR = MR

> T3 PRICE < @

Q QUANTITY

L

)

Uliorium or I ’

» In long run> firms can alter scale of operation &

> PC firms are in long run equilibrium-> when they have

> In long run, all PC firms will be

freely enter or exit PC industry.

adjusted their plant to produce at minimum point of
their LAC curve, which is tangent to the demand
curve defined by the market price.

earning just normal

profits, which are included in the ATC.

(a) .u
FIAM i
4 NOLSTRY

wsc

= AR =R

= AR = MR

OUTPUT x o ) G-

DEMANDED

PLIED

QUANTITY

& SU

> The condition for leng run equilibrium of PC firm is

that MC = Price (AR) and MC = LAC

A
]
a
a

PC firm can in short run-

Normal Profit> AR=AC or

Super Normal Profit - AR > AC or
Losses > AR < AC

Order baaks of MVSIR fram- www.mvsir.in

Enroll in classes from- ultimateca.com
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Three conditions: . . . . . z
aeimdiag . o P : > A firm producing output at optimum cost (min pt of LAC) > optimum firm. In lon run, al
1) All firms in industry are in equilibrium (maximizing profit) B2 ?.am are optimum firms having optimum <ie 9
2) No firm has an incentive either to enter or exit industry i
as all firms are earning normal profit. > Thus, under PC, in long run> market mechanism leads to optimal allocation of resources
3) Price is such that mkt supply = mkt demand which is shown by- o ) !
- — - po— (@) Output is produced at minimum feasible cost.
- NOUSTRY . = e (b) Consumers pay minimum possible price> just covers MCi.e. MC = AR, (P = MC)
g z -~ e (c) Plants are used to full capacity - no wastage of resources i.e. M\C = AC.
B £ (d) Firms earn only normal profits i.e. AC = AR.
g / >C (e) Firms maximize profits (i.e. MC = MR), but the level of profits will be just normal.
S Z ) i P = AR=MA (f) There is optimum number of firms in the industry.
B o In other words, in the long run,
o — x o LAR = LMR = P = LMC = LAC > optimum allocation of resources,

‘Monopoly’ = "alone to sell".
Monopoly is a situation in which
there is a single seller of q

Single * Only one firm producing or supplying a m has control o

: 1| seller of product. . market SUpPly (pri
w,__,mm_».__.ww,.msr_nr has o cloze product | No distinction between firm and industry * Sells q E.on_:% nﬂ:ﬂﬂxmﬂv
. || (absence of competition) close u_.__umz.vsnu. as m

X No close * Cross
2| Barriers | . Strong barriers to entry which could be | |3 substitutes

m_nm:.n_;?
to Entry economic, institutional, legal or artificial. .

SErO or very smay)
Price elasticit

Pure monopoly is never found in
practice. However, in public
utilities  such as transport,
water &electricity, we may find
monopoly market,

CA Mohnish Vora (MVS

of demand -

Y of demand is less

3| Market |° Monopoly firm has ability fo .nrnén*.“
power price above MC and earn a positive profi
(AR> mc

u_ov_.:m demand
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=== MonopolistSIRevenue Curvesi:

& MR both are downward sloping — 1 Merbpolyiini&hont R
1s* order condition> MR = MC

Should firm shutdown ?

It depends,
If AR ¢ AVC , then shutdown or else

f MR = 2 x Slope of AR
lies half-way between AR curve |8
je. it cuts horizontal line

2" order condition> MC curve
should cut MR curve from below,
(MC > positive slope)

0 Slope ©
MR curve
& Y axis.

petween Y axis & AR into Two equal parts continue

wlY i
> i w Y
0 AR cannot vm.Nﬁ.o. but MR can be zero | MR p=an m o ATC “ 2 e ke
or even negative. \  ouanmry @ ) ! g .
ettt I ; Poog / / :
7. Monopolies are mainly of two types: 8 i ; B ol :
Discriminating monopoly P ¥ P 103385 5
) Here the monopolist charges =_" : 3
In.muﬂ ;w_.nnaﬂnww:o”m._.v:n”“.mwm different prices from different 14 1 : N
uniform p Y buyers of same good or service AR m /
For eg, Indian Railways charging m - [E AR
same fare from all AC 3Tier || For eg. Dynamic fare charged by ; o Q- OUTPUT X

passengers Indian Railways in specific trains

Equilibrium ;of :Monapoly.

e R b e e ong; Run

> In absence of competition, monopolist need not produce at Order baaks of MVSIR fram- www.mvsir.in
optimal level. He can produce at a sub-optimal scale also.

Enroll in classes fram- ultimateca.com
% He need not reach minimum of LAC curve. he can stop at
any point on the LAC where his profits are maximum. Making pdfs or phata-copies aor selling baoks of
MVSIR is NOT allowed. Strict legal action will

» Monopolist will not continue if he makes losses in long b taken

run. He will continue to make super normal profits even in
long run as entry of outside firms_is blocked.

Q ~ o3
MR ouTPuT

A Mohnish Vora (MVSIR)
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Price Discrimination

Degrees Price Discrimination by Prof. AC Pigou

¥ Price discrimination occurs when a producer sells a specific
6/S to different buyers at two or more different prices

Separating market into each individual

> There- is loss of econop;,

(e) to secure equity through pricing

prices in railways for senior citizens, etc.

high prices are charged fo
all consumers _

First consumer & charge them different prices _ welfare as the price paid i
for reasons not associated with differences in cost. Degree (extract entire consumer surplus) “ higher than marginal cost,
> Adopted by a monopolist & to earn abnormal profits. An_._ﬂ.oaa Eg- Doctors, lawyers, consultants etc., i > Price disc. results in reduce:

> Price  discrimination cannot persist under perfect r Wise) n:nﬂm;m different fees, prices decided, )| consumer surplus.
competitian i i i auctions ! .
..... I 50 s B Flowis hai ho it ence e B | Advantages of Price Disc.
Conditions for Price Discrimination There are two possibilities here: b e 8
. — 1) Larger quantities available at lower unit || ~ Increase in revenue due
1) Seller should have some control over supply of his price. : price disc. will enable som:
product (price-sefting ,uos.m& Second | E9- family pack of soaps or biscuits tends |} firms to stay in business
2) Seller should be able to divide his market into two or Degree | 10 cosT less per kg than smaller packs. m . ) )
nore sub-markets. n.ﬂ.} :| > Many essential services (eg
i . AOcmzv_ Y| 2) Each consumer pays different price for ||  railways) cannot bt
)] mjsm ela: ticity of ﬁ_..oacnu should be different in wise consecutive v..:;n:ﬂwmw. ! n—ao_hS..DU_% run unless prict
ifferent sub-markets : . . - i iscrimination i
‘ Eg- mobile sim service> charge higher |i|  discrimination is followed.
Charge high price > for buyers having inelastic demand _:m.wm:‘_ﬁ prices when no:mcavro:mmxhn%% all
Charges low price - for buyers having elastic demand particular limit. > By peak load pricing, firm
4) Not be possible for buyers of low-priced market to . : i| having capacity constraints
resell to buyers of high- uzwma market (no market Price varies by attributes > location or | > spread its demand %
arbitrage) customer segment, 1| off-peak times.
Ownﬁ.ﬁm&?_onanzasﬁ_oa ................ Third Divide consumers into separate sub- | > i fi
(@)t . - Degree | markets &charge different prices in [t i SRMSINErS, will vn:ﬂ,
0 earn maximum profit (Attribut | different sub-markets. | from lower prices as the
(b) to dispose off surplus stock e wiike) i| would not be able
(¢) to enjoy economies of scale Eg- Dumping, charging different prices for {| purchase 6/S, if unifors
(d) to capture foreign markets and domestic and commercial uses, lower |!

R .

mvsir.in 4]
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ECONOMICS CHAPT e —— - usiness Economics
......... ,mmﬂ.._,mlﬂ..—.,.w.!.......... ......q...w.m..—...m.niHZ>q.HOZ UNDER DIFFERENT MARKET FORMS
Monopolistic Competition

..... monopolies arise?
1) Strategic no:.:..o_. over a "unacnnm aggregate economic welfare - L
scarce resources, inputs or oss of productive & allocative efficiency ' .M._Em 0. dft Bpliene selling Ciflerenfites (STl SO0 SI2
technology . [ 2) Monopolists ¢ . . " ,.M:m: _S.o products > to attract customers on some basis other
2) Control ~ over @ unique |: d charge higher prices & || an price.
roduct difficult to copy ; produce lower output > Eq of -
; m%ﬁ.:anim rtin m 3 Mo i m g of monopolistic market- soaps, detzrgent, toothpastz etc
) ment g | nopolists earn economic profits in |i | > Contains some featu f both — monopoly & perfe
exclusive rights ; long run which are arjustifiabl “ atures of both markets- monopoly & perfect comp.
4) Patents and  copyrights |i & ' F e, o
given by govt to encourage |: 4) Monopoly prices exceed marginal costs |! eatinesiol/MonapalisticiCompetition
innovation " - reduces consumer surplus., 1 Large no. of .
5) Business combinations or ! 5 R . ! sellers Large number of sellers-> small share in mkt
cartels ". estricts consumer sovereignty ;
: . : Products of different sell differenti
¢) Extremely large start-up |i 6) >>o=omo__m+m may use unjust means for | on basis of brands mn_”m.nu..n..w " i
costs even to enter market | creating barriers to entry to sustai " ; sof bransts> wclose SIBRG tes> demand
7) Natural  monopoly ~arises |i their monopoly power " 's relatively elastic.
when there are very large |[: . i Product i i i
, _ ) ) ) a2 uc Firms use size, design, colour, shape,
ciBEES.aE Seals, . ; 7) ﬂﬂw\cmn:wcmcﬂoﬂﬁo_ _r:n:n_n_ resources > i differentiation | performance, mwnqc,‘wM packaging P &
8) Enormous goodwill enjoyed | obtain pall __un_o process in order fo |: promotional technigues to make their products
9 ww a ?.J*E. a __o:m period in favourable legislation. ' different. (may be true or fancied)
ringen egal and 8) Do not h ; : . '
. ; ave incentive to introduce |! i
_,mmc_o».oi _ requirements . efficient innovations ' This market > bieRe of mepPRoly, & BC.
effectively discourage entry | : Freedom of .
0 of new firms . N i 9) Cm.m their monopoly power to pay lower |i 3 entry and exit Firms are free to enfer or exit the market
) Using anti-competitive | prices to their suppliers. : -
mwon:nn. A_u_.n&n*oﬂv\ tactic), |! & o They indulge in aggressive advertising, product
lke limit pricing  or " ) Economy > suffer  from X' | 4 Non-price development, efficient after-sales service etc.
predatory pricing (selling | inefficiency> loss of management |i competition . .
below cost) __ efficiency where competition is limited |; Avoid price wars > throw few firms out of
)i or absent. market or reduce profit margins.

N,
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rm makes independent decisions about price &

Each firm 3 price maker = some control on price due to prod diff.

More Similar to More More
‘ Substitutability l Elastic Demand

‘ Flatter
Demand Curve

(12

15" order condition= |

2" order condition> MC curve should
ve from below. (MC >

> In long run - all monopolistic comp. firms > |
earn only normal profits.

> At equi. > do not produce at min point of LAC
> do not fully realize economies of large
scale prod-> not used to optimum capacity.

> Any atfempt fo produce more - irrational
> fall in AR > fall in AC

> Long run equilibrium > produce af falling

portion of LAC curves> producing lower
quantity than its full capacity level>
leading to excess capacity.

o Larce i

_ GUTRUT

N

Perfect Monopolistic
Competition Competition Monapo
Price = MC Price > MC Price > MC
Price less than | Price s high | Highest equi
other markets compared to PC price
Demand curve is | DoWnward  sloping 0053_.%&
infinitely elastic and'more and highly
(Ep = o) elastic demand | inelastic
PF curve (Ep > 1) curve (Ep < 1)
_.u_.wm %ﬁ_ﬂmr“_ohum TR inverted U | TR invert
through the origin shaped shaped
No price | Depends on extent | Can practic
discrimination of monopoly power | discriminatio
Price given, decide | Decides on both | Decides on
only about output | price and output price and out
No selling costs High selling costs . | Low selling ¢
; LR Equi at LR Equi gene
LR Equi at declining portion of | decline port
minimum AC LAC LAC,,

Eq Qty is highest

Eq Qty less thanPC

No wastage of
resources

Huge wastage on
advertisements




S\

pen ChantiBook

E OUTPUT DETERMINATION UNDER onmman+ MARK

Business Economics
ET FORMS

T TypestofiOligepalyr

&

> o_aovo_ﬁv ‘competition among few' (2 to 10 fir 5%

» Prof. Stigler defines oligopoly = “situation in
which a firm bases its market policy, in part, on
2%3& behaviour of a few close rivals"”,

Pure oligopoly or perfect oligopoly occurs when the product
is homogeneous in nature, e.g. Aluminium industry.

It tends to process raw materials (intermediate goods) that
are used as inputs by other indusiries. Eg- are petroleum,
steel, and aluminium

»Eg of O_Govo_«? cold drinks, automobile, Airlines,
petroleum refining, power generation, mobile

Differentiated or imperfect oligopoly occurs when goods
sold is based on product differentiation, e.g. Talcum powder.

telephony & Internet service providers etc.

Open oligopoly > new firms can enter market & compete
with existing firms.

Each seller is big enough to

In closed oligopoly entry is restricted.

An oligopoly firm cannot have
sure & determinate demand
since curve

demand

reaction

firm.

Y

n

to price change made by a

w
®

2}

Now, what price &
fixed cannot

However, economist have given
some pricz-ou t models

influence market. A firm has to
necessarily respond to its rivals’
actions, and  simultaneously
rivals also respond Yo the firm's

Strategic
Interdependence

When few firms of oligopoly market come to common
understanding or act in collusion > fixing price or output or
both, it is collusive oligopoly.

actions.

} Firms use  aggressive &

When there is absence of such an understanding among the
firms and they compete with each other, it is called
competitive oligopoly.

defensive marketing weapons to
gain greater market share.
Firms avoid price cutfing & try
to compete on non-price basis

i Importance of
advertising and
selling costs

Oligopoly is partial when industry is dominated by one lerge
firm > looked upon as leader of group. Dominating firm will
be price leader

q +No generally accepted theory

Full oligopoly-> Absence of price leadership.

of group behaviour.

Group Behaviour Firms may agree to pull together

Syndicated oligopoly> Firms sell their products through a
centralized syndicate.

as a group in promotion of their
common interest. May or may not

> Firms organize themselves into a

have a leader.

gr
2)a) Cournot model >
control varicble is
They do net collude.
2)b)  Stackelberg’

leader commits to an output 2>
rest of firms are followers
2)c) Bertrand model, price is

control variable

3) Enter into
fry to
interests.

agreement and
th commen

-3
[
[ =
o

pu

central association for fixing prices, output, quotas, etc.

E e
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= Price rnoans.uﬁm.—.. ......................

(> Cartele ~ 2= —— —  —— —
> Cartels > A group of firms that

NXv:n.J? agree (collude)  to
coordinate their activities> leads to

high market power & earn monopoly
profits

Kinked! Demand Curve

> As per Paul A. Sweezy, prices in oligopolistic
industries remain sticky or inflexible.

» Price rigidity under oligopoly is Q_G_n_:& by kinked | ppe-esmmmeeeaaaaii il
demand curve hypothesis (Sweezy's Model)

» Kinked demand curve faced by an oligopolist has a

> But it is possible that there is a

L .

dominant firm surrounded by many kink'at the level of the prevailing price. m m

uao: firms (fringe firms). These Q segment of demand curve above prevailing
firms are too unreliable> large firm price level is highly elastic (when a firm raises : ﬁ

then decides how to set its price price, competitors do not follow) :

1) Live and let live philosophy> QO segment of demand curve below prevailing

Dominant firm accepts presence of price level is inelastic. (when a firm decreases :
fringe firms and sets price to | price, competitors will follow) (@] M our

maximize its profit (price-leadership
by dominant firm)

Kinked Demand Curve

2) Price leadership by low cost firm->
Price leader sets price in a manner
that it allows some profits to
followers also.

Sopol | A subset of oligopoly where there are only two firms in | EelN LT R LIE
_Juop < market. www._mvsir.in

R Market where there is single buyer of 6/S & is
‘Monopsony | applicable to factor markets i
the only buyer of a factor.

Enroll in  closses

3) Barometric price leadership> An old " which a single firm is || EEEEXEY
rometric_pr

or most respected firm acts as a

: i i s or phott
S der  ond ey wuiker Oligopsony %marﬁ_, where there is a small number of large buyers ;o_.csm _x__mm of MR
4 + is relevant to factor markets, selling boo 1 o
conditions  about demand,  cost, — i allowed. Strict lege
competition efc. and makes n_.‘.o:mmu. in Bilateral Market .m#:nwhwmw; ne o , s
vﬂ._.hﬂ ST_GT are best %ﬁoa view VO_S._. 30:0“0_‘ and a m:._@_ﬂ hﬂ_—ﬂ " i

fmmcmcc—mmmemmmmmmmm———mmemme——mmmm————r

- CA Mohnish Vora (MVSIR)

market & a monopsony
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Business Economics

Phases of [ Expansion
Business (aka Boom
Cycles or Upswing)

The rhythmic fluctuations in aggregate economic activity
zsm osvnnozcav. experiences over a period of time are called

business_cycles or trade cycles.

» Periods of Good trade characterised by rising prices

Peak & Trough are
collectively called
“turning points” of
business cycle.

and low unemployment percentage, (Expansion)

» Periods of bad frade characterised by falling prices
and high unemployment percentages. (Contraction)

» A trade cycle is composed of- _
]

» Business cycles is that they occur again & again but not
clways ot regular intervals, nor are they of same length

Expansion_ (aka Boom or Upswing)

Increcse in national output |

(production of 6/5)
x
* Increcse in employment:;

+ Involuntary unemployment

“Peaki(akaiProsperf

Growth rate in expansion stage eventually slows down and reaches its peak.

Peak = top or highest point of business cycle.

In later stages of expansion,

is almost 26ro Increase in Expansion » inputs are difficult to find as they are short of their demand and
+ Frictioncl unemp. (change sales, profits, stage } +rm1ﬁ"oww.§u:+ prices increase. , ) N

of jobs, strikes) or rising stock continues till » Output prices also rise .1ov_a_< leading to increased cost of living and
+ Structurcl unemp. (skills prices and bank there is full greater strain on fixed income earners. )

mismatch) may exist. credit employment > Consumers begin to review their consumption expenditure on housing,

of resources
& production
is maximum
possible

durable goods etc.

~ Increase in income _

= W

crease in agg. Demend
(demand for all types of

goods and services rises)

Actual demand stagnates.

Increase in
capital &
consumer exp.

CA Mohnish Vora (MVSIR)

It is end of expansion & it occurs when economic growth has reached vo.ma,
where it will stabilize & then move in reverse direction, starting contraction
staae
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» Severe contraction in economic activities pushes economy into phase of
depression.

Growth rate becomes negative-> national income & exp. declines rapidly.

+ instantaneously recogni

oducers do not : 4 °ghize pulse of econom
(thot contraction is n.oB_:mv & .xnnv anticipating high level oﬁ
demand (because earlier expansion was going on), and maintain
their investments. -

» Pr

vV Y

Agg. demand decreases, prices are lowest - forcing some firms to shutdown. It
leads to mounting unemployment which leaves consumers with very little income.

> A typical feature of depression is the fall in the interest rate. With low
interest, people's demand for holding liquid money (i.e. in cash) increases.

> Despite lower interest rates, demand for credit declines because investors'
confidence has fallen. It may lead to possible banking or financial crisis.

> Industries, especially capital and consumer durcble goods industry, suffer
from excess capacity. Large number of benkrupicies and liquidation.

nsequence is mismatch between demand & supply. Supply far

7 Co demand. Gradually it spreads to all sectors.

exceeds
, producers, now being aware of above, respond by
O holding back future investment plans,
O cancellation of orders for equipments & inputs incl. labour.

5 This in turn generates a chain of reactions in input markets and
producers of capital goods and raw materials in turn respond by
cancelling and curtailing their orders. This is beginning of

recession.

» Decline of aggregate economic activity over a period of time is !
RECESSION (when contraction stage lasts for 2 or more quarters ||| > The economy cannot continue fo contract endlessly. Trough lasts for some fime &
continuously, then it is called recession) : marks end of pessimism and beginning of optimism. This reverses process.
Decrease in input demand Trvestor confidence is af iTs i | > Process of reversal is initially felt in labour market. Pervasive unemployment
pulls input prices down lowest & stock prices fall \_ m forces workers to accept lower wages.
- 83 i| > The produ ticipate | d b busi i Slowl
Decreace - = i p cers anticipate lower costs and better business environment. Slowly
Leads 4“““_“”,““” _wuﬂw_ﬂﬂw_n _ Bank n1m&__+_ decreases L“ business confidence takes off, & firms start to invest again and to build
T Business firms become pessimistic | | stocks
?&:.S..m lower their prices about future and Investments, || > Technological advancements require fresh investments; thus bank credit
to dispose of f inventories prodn and emp. further decline _ increases. employment incr, agg. demand picks up and prices gradually rise.
11 |
Consum S (—Aggregate demand further falls, ]! 3 Price mechanism acts as a self-correcting process in free market economy.
e pech further & gap between demand & supply | . ) ) ) )
creases in prices and gets further widened and i | > spurring of investment causes recovery of economy. This acts as a turning point
Postpone their purchases ﬁ recession becomes severe ; from depression to expansion

A Mohnish Vora (MVSIR) A0 Y



Business Economics

It is very difficult o predict the turning points of business cycles.
Economists use changes in a variety of activities to measure the
business cycle and to predict where the economy is headed towards.

These are called indicators

a) Business cycles occur periodically, but do not exhibit the same regularity 3,
duration & intensity of fluctuations varies. :

b) The phases seldom (only sometimes) display smoot

hness and regularity,
c) Generally originate in free market economies. Get transmitted to all sectors.

Leading Indicators

Indicator that changes before (prior to) economy starts to follow

a particular pattern.

d) Capital goods & durable consu

mer goods industries are disproportionats,
(more) affected. Industrial sect

or is more prene compared to agri. sector

Eq- i in Stock Pri e) Complex phenomena; they do not have uniform characteristics and causes.
ml JDDMhm in Stoc ri
goods & capital goods, buil

deliveries

ce, value of new orders for consumer
ding permits for private houses, delayed

) Repercussions of get simultaneously felt on nearly all economic variables

g) Contagious and are international in character.

Lagging Indicators

Lagging indicators reflect economy's historical
changes in these indicators are observable only
frend has already occurred.

performance and
after an economic

If leading indicators signal the onset o

f business cycles, lagging
indicators confirm these trends.

Ecn.—:nio:u in Effective Dem

r Fluctuations in Investment g
L .

Enln.zozm in government m_un:mE
1

r Macroeconomic policies
1

r Money Supply L
1

F Psychological factors _

Eg- unemployment, corperaete profits, labour cost per unit, interest
rates, consumer price ind

ex, commercial lending activity

Coincidental / Concurrent Indicators

They coincide or occur simultaneously  with business-cycle

state of business cycle,
Eg- 6DP, industrial production, inflation

movements. They describe current

, personal income, retqj| sales
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seconomic ies (monetary & fiscal

policies) also
business cycle

Businesses whose fortunes are closely linked to the rate of economic growth are referred
to as “cyclical" businesses.

Expansionary policies - Policies resulting in increasing
8] 50 demand (Results in booms)

1

|

i | These include fashion retailers, electrical goods, house-builders, restaurants, advertising,
% Fiscal Policy- Increase government spending and |!

:

i

|

'

:

'

overseas four operators, construction and other infrastructure firms.

tax cuts, Ouring a boom, such businesses see a strong demand for their products but during a slump,
> Monetary Policy-  Softening (decr) interest | Lthey usually suffer a sharp drop in demand.
UieR: Demand-Pull Inflation -
0 Anti-inflationary measures - Policies resulting in If demand for goods and services is more than their supply, the resultant increase in price

decreasing agg. demand (Controlling inflation) is called Demand-Pull Inflation
» Fiscal Policy- Decrease government spending and || D ———— ]

i e | . Examples of Business Cycles

1) Great Depression of 1930

Longest & deepest depression of 20th century > during 1930s in USA. Global GDP fell
15%. Keynes regarded lower aggregate exp as the cause while as per monetarists ba
crisis- and low money supply were the causes

increasing tax,
» Monetary Policy- Increasing interest rates.

Business Cycles are caused due to
fluctuations in aggregate effective demand

Keynes

i| 2) Information Technology bubble burst of 2000

i | Aka. Dot.Com bubble (1997-2000). Many new Internet-based cos. (dot-com cos.) were
i | started. Due to over-optimism, investors were less cautious & stock prices of these cos.
: increased, but could not sustain & stock market crashed.

Business Cycles are caused due to
Pigou anticipations of business firms & QﬁJ
affected by waves of optimism or pessimism

Schumpeter Business Cycles are caused due to innovatior|

theory 3) Global Economic Crisis (2008-09)

— After IT Bubble burst, With lower interest rates - houscholds, even with low
Business Cycles are caused due to cobwebli| /. it orthiness, began to buy houses using loans. Increased demand for houses led to
theory - present prices substantially increased prices.

influence production at some future date. Loans were given even to sub-prime households. Houses were built in excess during boom

& due to oversupply, house prices began to decline in 2006.
Housing bubble got burst in the second half of 2007. Sub-prime households started
losses to the banks.

Business cycle is purely monetary
phenomenon. Unplanned changes in supply of
money may cause business fluctuation.

defaulting on large scale & caused hugel
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The performance of an
goods and services produced by
National Income.

National Income is defined as the -

According to the Central Statistical Organisation (CSO)
‘National
generated by the normal residents of a country in the form

il

CHAPTER 1 % Determination of Nationa) Income | U

National Income - Basics
depends on the output of
which

ccorl

it, is measured by

net value of

all economic goods and services
produced
within the do
in an accoun

income is the sum <total of factor incomes

TV

Zhant:

NIT 1 -

Macro Economi

Bookitial il
¢ Aggregates and Measurement

Usefulness And Significance Of National Income Estimates

_Business Econonic.
of National Income

It provides a framework for analyzing the short-run performance,

The distribution pattern of national income helps businesses
future demand.
Economic welfare depends on mognitude and distribution of natignq) ey

NI shows composition and structure of NI of different sectors
in them. Helps to make comparisons of frend and speed of development

Provides quantitative basis for assessing,
policies

Shows income distribution and possible inequality in its
comparisons of statistics, such as ratios of investment, taxes,

choosing & evaluating ec

to 6DP

Provides guide 10 make policies for growth and inflation

\ of wages, rent, interest and profit in an accounting year'. /
\H: order to calculate National Income, first ) 4 ) / Intermediate goods

-

we need to understand the concept of GDP.

~ monetary value of

» all final

~ economic goods and services,
~ gross of depreciation,

~ produced

Monetary Value

Money enables us to
measure  and  find
aggregate of
different types of
products expressed
in different units
of measurement by
converting them in
terms of Rupees

iS a measure

within the domestic
territory of a country
during a given fime period.

Final goods are used either-
"

S
) d

They are neither resold nor
undergo further transformation
in process of production.

—

Final Goods

which are used either for

i Q resale or
— - . .
MMM.qoww._‘_u%h:u.:o: [Househald O for further preduction in the same ye=
for :.Zmﬂ:..ma [Business They do not end wup in final consumpticn, e
Sector] ' are not capital goods either.

> They have derived demand. Infermed

\ then they are treated as final

NI & GDP is a ‘flow' mecsure of ouiput
per time period and includes
those G/S produced in current p

Flow _Measure

NI & 6bP

enly

+ period exchanged in

F

Economic_Activities
includes those 6/S, which are
produced through economic activity, which are
market & valued at market price

CA Mohnish Vora (MV5IR)

Counted in GDP
1) Capital goods and

2) Inventory investment =

Closing Stock -

to wo«.mnn..

& variaty,,
nwa.“

distribution, Mely

Intermediate goods refer to those g

Hodd

goods are used up in the same «m.b...n
they remain for more than one y&&

es of goods used in production process which &

. k
Opening S1o¢
e




ndation New Syllabus £ =

CHAPTER 1 - Determination of National H:no:.,,n |

Economics

jonal Income

Business
of Nat
Real GDP

payments - Government making a

) i he total money value

, Tanster ived in Payment, without goods or > Real GDP or GDP at constant prices refers to the 1 !
T gervices being zmuwﬂﬂmo:_n...n-.a*:ﬂ:. €9~ social security benefits of the final goods and services produced within the domestic
%«%.330:4 com ' ) territory of a country during an accounting year, estimated using

base year prices.

ial transactions - Stocks & bonds which are exch : . )
4 ﬂ_”nwml& are not _Jn_:&sﬂ - do not directly involve ncE.M:Mﬂwmmr_Mnmﬂ_m > Itisaninflation adjusted measure
powe¥er value of services 4_ at accompany sale and purchase (e.g. fees > Ttis not affected by changes in prices:
"t real estate agents and lawyers) is included. y < :
B . > It changes only when there is change in the amount of output
. sale of 2™ Hand goods produced in the economy.
r

true picture of the change in production of an economy.

: . > Real GDP is a better measure of econcmic well being as it shows the
. Non-reported output - illegal transactions. Eg - narcotics and mp«:v::m\

S

N
- Nominal GDP 6DP Deflator j
5 Nominal GDP' or '‘GDP_at current prices’ - GDP estimated on basis of Nominal GDP
arrent year's market prices, it is called. GDP Deflator = x 100
. Real GDP

7 Nominal GDP changes from year to year for two reasons.

1) The amount of goods and services produced changes, and

2) When market prices change. Changes in GDP due to changes in
prices fail to correctly explain performance of economy.

Inflation rate _ GDP deflator in Yr 2 - GDP deflator in Yr 1
in Yr 2 * 200

GDP Deflator in Yr 1 k

Domestic Vs National

A Earnings from production in India that accrue to foreign

> The term ‘national' refers to normal residents of a 1. | residents or foreign-owned firms ? Tnglacid preiaded

| country who may be within or outside the domestic - - - - -

territory of no<noc:._.1< and is a broader concept 2. | Profits earned in India by X Company, foreign-owned firm Included Excluded

.M compared to the term 'domestic’. 3. | Earnings of Indian corporations overseas Excluded Included

ﬁ,v The term ‘domestic' refers fo production done by 4. | Earnings of Indian residents working overseas Excluded Included
pecple WITHIN the domestic territory Profits earned by Company Y, an Indian company in UK Excluded Included
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Book

\ Real GDP
> Real GDP or GDP at constant prices refers to the total money value

r Payments - Government making a payment wi
! 13“? peing received in return. Eg- d . Without goods or i .
T grvices nimoavnzmo:o: etc. 9= social security benefits, of the final goods and services produced within the domestic

%nav_ewi_ territory of a country during an accounting year, estimated using
ry Y
base year prices.

nanciol transactions - Stocks & bonds which are o
f » TItisaninflation adjusted measure

the period are not _Jn_can& - do not directly involve cur
" " value of services that accompany sale and pu
ol estate agents and lawyers) is included.

xchanged during
rent production.
rchase (eg. fees

’

> Itisnot affected by changes in prices:
» Tt changes only when there is change in the amount of output
produced in the economy.

> Real GDP is a better measure of economic well being as it shows the
true picture of the change in production of an economy.

Citore
P

. gale of 2~ Hand goods
4

Nominal GD

a P N GDP Deflator

. Neminal GDP' or 'GDP at current prices' - GDP estimated basi

1 g:e:\\\ﬁ&ﬂ market prices, it is called. on basis of GOF Deflator = e x 100
R Real GDP

', Nominal GDP changes from year to ycar for two reasons.

1) The amount of won&u and services produced changes, and Inflati + P . .
?) When market prices change. Changes in GDP duc to changes in n _ﬂ ,N”_ Mn € = GDP deflator in Yr 2 - GDP deflator in¥r 1 , 400

/ prices fail to correctly explain performance of economy. \ GDP Deflator in Yr 1

Domestic Vs National

» The term ‘national’ refers to normal residents of a 1. WMMH“mmeﬂoM%MMMM“ﬂM_MM wﬂahma_o that accrue to foreign Included
y who may be within or outside the domestic - -
oy of a country and is a broader concept 2. | Profits earned in India by X Company, foreign-owned firm Included
compared to the term ‘domestic'. 3. | Earnings of Indian corporations overseas Excluded Included
» The term estic' refers to production done by 4_ | Earnings of Indian residents working overseas Excluded Included
pesple WITHIN the domestic territory 5. | Profits earned by Company Y, an Indian company in UK Excluded Included

n’ 6.2
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ﬁmnomm Domestic Product at Factor Cost (pp F

oyed in rest of world employed in domestic territory

4 Net Factor income from abroad (NFIA) C)
. [ = [ 60P MP - Indirect Taxes + Subsidies
Factor income carned by Factor income carned by factors
stic foctors of production - of production of rest of world OR

Compensation of employees

Operating Surplus (rent + interest+ profit)

4 Operating Surplus
Income from Property + Income from Entrepreneurship

OR

Rent «+ Interest + Profit

Market Value Vs Factor Cost

MP = FC + Indirect Tax - Subsidy
OR
= FC + Net Indirect Tax

|
_
_ Mixed Income of Self- employed
*

Depreciation

GDP Per Capita

-
-

Mixed Income of Self Employed

Measure of country's economic output per perse,

bour income from capital income

Difficult to separate lab
If-employed like lawyers, engineers,

capital services. Eg- s

r.

> ZIndicator of the standard of living of a country.

when people provide both labour and

proprietors etc. > GDP Per Capita = Real 6DP / Total Population

Net Domestic Product at Factor Cost (NDP Fc) 1) GOP at MP 5y GNP at MP 3 6Golden Rules of NI
(AKA - Domestic Income or a a 1) Gross - Depreciation = Net
Factor Income earned in Domestic Territory) 2) GDP at FC 6) GNP at FC ) Rre &
: — 3) NDP at MP 7) NNP at MP 2) MP = FC + IDT - Subsidy
= NDP MP - Indirect Taxes + Subsidies 4) NDP at FC 8) NNP at FC = i
oR %mxn_:_v_n MP = FC + NIT

= | NDP MP - Net Indirect Taxes

%

3) Domestic + NFIA = National

_ Gross Domestic Product at Market Price (GDP MP)

OR

- | Depreciated Indirect Taxes and Subsidies

= | Compensation of employees

Net Domestic Product at Market Price (NDP MP)

+ | Operating Surplus (rent + interest+ profit)

Subsidies

1) Production Taxes & P.o%&nﬁ
These are independent of the volurt

+ | Net Factor Income from Abroad (NFIA)

+ | Mixed Income of Self- employed

Net National Product at Market Price (NNP MP) of actual production

( National Income (NNPFC)

- _ Indirect Taxes 2) Product Taxes & Product

FI earned in Domestic Territory (FID) + NFIA

Subsidies

+

_ Subsidy

| CA MohnishVora (MVSIR)

Paid or received on per unif o
product

5 Net National Product at Factor Cost (NNP FC)
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1 - Determinati i i
CHAPTER 1 - Determination of National Income || UNIT 1 - Macro| Economic Aggregates and Measurement of National Income
gasic Price Market Price Domestic Income (NDPfc) has 2 parts
Factor Price = | Basic Price vo-.wm. 1: Income from domestic product accruing to the publ )
: ; + | Product T 1| = Incom from P/E accruing to govt admin dep - ¢ f MNon p
7| production ‘_.oxn.h - oxm.m 1| enterprises ! -
production Subsidy - | Product Subsidy i| Where, Departmental Enterprise include- Railways, Post & telegraph etc
; ket price- : Non-Departmental Enterprise include- IOCL, GAIL, LIC etc
marke . R |
H,ﬂwunm both product tax as well as production tax & i| Part 2: Income from domestic product accruing to private sector
| excludes both product and production subsidies. i {_=_NDPfc - Inc. from P/E accruing to govt admin dep - Savings of Non dep ent
..................................... B S TV
w«\_.mno\...,.o_L\HﬂUh:ﬂNganro_ d PI (Basic Formula) Private Income Private Income vnmwm:_w_ H:o_nﬂ_o
come received = A K ! - ormula
HMMM including  Non-Profit = | National Income ‘It is a meas £ 1h _| Income from domestic product (¢
=~ +utions Serving Households - <o .“._1n ° = ~ | aceruing to private sector = | Private Income
Institutio income d b +| income (both factor
Il sources |l + rec ut  not || - - 3
from @ earned i| income and transfer + | Net factor income from abroa 3 buted
PI (3~ Formula) - ! income) which accrues + | National debt interest -~ W: m...M+1. uie
}5 - _ income earned but not |!| To private sector from e LhL
= | National Income recd | all sources within and . | Current transfers from || _ Corporate Tax
[ Tncome from prop & ent. T _ i | ouiside the country. government & rest of world P
= i i ormula h
aceruing fo govt admin dep. - ( ) i [ Net National Disposable Income (NNDI)- The amount of G/S Ionore ~Govt
- | saving of non-dept ent. = | National Income i | domestic economy has at its disposal. .m;;.i.:. st fin
- - P - 1| » NNDI = NNPfc + Net IDT + Net Current Trf. from rest of world RNy e
- | Saving of private corporates - | Undistributed profits i {_~ GNDI = NNDI + Depreciation mzmuﬁ ZZUH ......
- | corporate profit tax _ an.u m:,__wmﬂ.Nm*r _%n<303+m : T | LR T T S TR (e
- " made by households ! -
+ | National debt interest Corporate Tax : Earned Income recd. or not recd.
, | Current  transfers from d hold _ Earned Income recd. Household
government and ROW + | Trf Pay to households 11 Personal Income & sector including
........................................................................... N Transfer Income recd. NPISH
Disposable Personal Income (DI) Earned Income recd. or not recd.
It is a meas : hands of the individuals || Private Income & Private Sector
that is oEJ_n“._MWn o*momw”nmﬂ MM:H._ﬁMNM” M”.mxofmwm.. ° : Transfer Income recd. or not recd.
: : ic P o .
BI = Personal Income - Personal Income Tax - Non Tax Payment . H:MMH.:M..HMQM.O WNUMMM_WNMMMMQ NDP fc - Public Sector Income Private Sector

A Mohnish Vora (MVSIR)
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CHAPTER 1 - Determination of National Income | UNIT 1 -

\ Supen:

Circular flow of income

Circular flow of income refers to the cc

roduction, income generation & exp

involving different cector

endi

ire

ctors of the economy. There are 3 phases-

ous circulation of-

Firms produce 6/S with help of factor services.

in the form of rent,
s from firms to the

and investment goods. This exp. leads to
production of 6/S & sustains circular flow.

ChartiBooK

Macro Economic Aggregates and Measurement

iMethi

ured?

Value Added Method
or Product Method
or Industrial Origin

or Net Output Method

The sum of net values added by all the
producing enterprises of the country

sUred;

Contribution of
production units

Factor Income Method
or Factor Payment
or Distributed Share

Total factor incomes generated in the
production of goods and services

Relative contribution
of factor owners

Expenditure method
or Income Disposal

Sum of exp. of 3 spending units-
1. government,

2. consumer households, and

3. producing enterprises (firms)

Flow of consumptien
and investment
expenditures

CA Mohnish Vora (MVSIR)
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Measurement

usiness Economics

of National Income

Important Points of Value Added Method

Important Points of Income Method

e of Output in v,m Value of Output in S5 Value of Output in TS Compensation of Employzes
—-mediate Cons. in Ps nh - | Intermediate Cons. in S5 -| Intermediate Cons. in TS + | Operating Surplus (R, I, P)
pu| = n
ZvA by PS GVA by ss _ "l =l eva by Ts + | Mixed Income of Self-Emp
== ot e -~ = | NDP £
i Gross Value Added at Market Price (6VA mp) or GDP mp NFIA -
............................................ P = = e i TR AR +
..... of the following items are also : TTTTTTTTTT T T — -
Ha__n&ﬁc“ per Product Method If Value of Output is not given separately = | NNP fc (National Incom

Income earned by owners of primary factors of prod. are
included. Thus, while wages of labourers will be included,
Pensions of retired workers will be excluded.

_ Value of Output

Sales + Change in Stock
. Where, C.O.E. includes - wages and sal., bonus, D.A., commission,
Change in Stock = Cl. Stock - Op. Stock employers' contri. to PF and imputed value of pay in kind.

Important Points of Expenditure Method \Zozl_n_uo..:. income - rent mnn4co_J

= 2 Final Expenditure = C + I + & + (X-M) & imputed), royalty, interest on

o) own account production of .m_.xna assets

b) Imputed value of production of goods for
self consumption (eg- agriculture)

¢) imputed rent of owner occupied houses

¢) Change in Stock

T

production units will be included.

Hl T T = 1 loans for productive services
Vel enty /. Public e = N .
Find ﬂ._,“%(dm% -Mﬂ = 1 iGrossibomesticiGapital - Net E 3 i| Profit = Corp. taxes + Div + R.E.
alfConsumptioniExp o2 5 - Net Exports H
km&.%f N [Formation¥(GDCk i| Int. paid by govt. on public debt,
1| int. on consumption loans and
iExp. on Final Goods U,\J \.—.,Jm money spent by \D It includes- \mxvolm - Imports J i| inferest paid U_u,\ cne firm to
‘Households & NPISH government in production > Gross Domestic Fixed i| another are excluded.
! of services such as Capital Formation, i.e Exports depict the |! - - . .
w:<n*_._=n of primary products defence, education, Invt in Fixed Assefs by mXWm:&?%%.ﬂD&n by . mm%hw_mﬂmdrﬂwawﬂ_znmﬁn: _u1o.ﬂm_4m.
whi - A : . income from
‘which produced for own cons., healthcare etc. ro:mmh_o_P Pvt Business, Govt ﬁwmm_%MM%m on goods || sgle of 27 hand goods & financial
§ > C s in T \ OR n
+ Payments for domestic Government  expenditure g H:“_Mmﬂo_,«_\ H:ﬂMMﬂEMQ.q Domestic country : Mww..nhmmw _unu\w:n.i_m ao.m_a of past
Services which one household on pensions, scholarships, o ' gs' are hot included.
M...g%a to another, unemployment  allowance » Net Acquisition of | However, commissions,
‘oza etc. should be excluded Valuables i| brokerages and imputed value of
:* Netexp. on foreign financial because these are O GDCF - Dep = NDCF | services provided by owners of
{5sets or net foreign invt. \ transfer payments. K P 4 J

CA'Mohnish Vora (MVSIR) ﬁ»(»v MRt mvsin.in




)f National Income In India

National Income in India ? able stat
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A _HOCZQD._._QS New m<__QU_._m _ ;,:i:_”.o Economic Aggregates and Measurement of National Income

CHAPTER 1 - Determination of National Income | UNIT 1 - Mac -
Measurement Of National Income In India

i i ia's N lly b
Reliable statistical data is not available, thus it is not possible to estimate India’s NI wholly by one methoq

s used.

National Income in India ?
National Accounts Statistics (NAS)

i thed i
ination of output method and income me ) ) . ‘
._-:ncﬂﬂmmm.nmmmﬂﬂmﬁ__wa is cmw%_.z - commodity producing sectors like agriculture and 3o3c1nn+:1_:m.

Insmall scale sector net value added is estimated by the income method and

are compiled by National Accounts - d
ivisi tral Statistical > ] T e fliod olso:
WW&.MNMQZQM*AHMOGW“:J:N \s..:_mma._..v\ of > Inconstruction sector net value added is estimated by the expenditu . o
Statistics and Programmed Method considered suitable for measurement of National Income %m &nMn%vw: MM%WWH.NNM. oo ,
Implementation (MoSP&I) is responsible Income method may be most suitable for developed economies where D&D g 4.,;\,%.. f (Qo.a income is
available. With the growing facility in the use of the commodity flow method of estimating expen itures, qn increg

for the compilation of National
accounts statistics.

proportion of the national income is being estimated by expenditure method

Limitations And Challe es of
= —————=Ng Challenges ¢

Conceptual difficulties

1) lack of an agre=d defin
national income,

2) accurate distinction betw
final & intermediate goods,

3) issue of transfer payments,

4) difficulty of incorporat
distribution of income,

5) valuation of a new good
constant prices, and

Challenges
1) Inadequacy of data and

of reliability of available dat:
2) absence of recording
incomes due to illiterccy @

Can GDP a country be taken as an index of welfare?

No, since GDP measures exclude the following which are

State Income or Net State Domestic Product (NSDP) is a
critical for the overall wellbeing of citizens.

measure in monetary terms of volume of all 6/S produced
in state within a given period of fime (generally a year)
accounted without duplication.

a) Income distributions

b)  Quality improvements in systems and processes due
to technological as well as managerial innovations.

¢) Productions hidden from govt., either they are
evading taxes or because it is illegal (drugs,
gambling etc.).

d) Non-market production and Non-economic
contributors to well-being for example: health of a
country’s citizens, education levels etc.

Per Capita State Income is obtained by dividing the NSDP
(State Income) by the midyear projected population of
the state.

State level estimates are prepared by the State Income
Units of respective State Directorates of Economics and
Statistics (DESs). €SO assists & advices in preparation

Certain activities such as  railways, communications,

e) Economic ‘bads’ for example: crime, pollution,

banking and  insurance and  central  government
a&a.:.:..n?n:o.:. that cut across state boundaries, and thus traffic congestion etc which make us worse of f ignorance
their €conomic confribution cannot be assigned to any one f G . 3) lack  of ._..:.ovnw oceupell®
state directly are known as the 'sy ra-regional sectors' of ) Velunteer work rendered Without remuneration classification, and
N.n n“]”wa mwm_aﬂnu for th iti 9) Many things that contribute to our economic welfare 4) accurate estimation |
ny such as, leisure time, fairness, gender equality, consumption of fixed capit®
security of community feeling etc., ’ 5) production for “

consumption
T :




Introduction

T previous unit, 'ex post' (realized) values were used
" -reqate consumption (C) denotes what people

Ally consumed
actush

. n this unif <E...ov_n.wm are defined in
y ?::.n..ﬂﬁn& terms or in terms of what is intended or
planned. In }n.own:mn_ .Soan_ of economy which
(discussed in this unit), ‘ex ante’ values of these
variables are our primary concern.
£g- here ‘consumption’ - what people in an economy plan to

have

\
ex-ante'

apsuMe
con=x

. Ex-ante values are used, if we want to predict what
4 equilibrium value of output or GDP is.

, Before Keynes, classical economists said that eco

nom
and .

is self-regulating is always capable of
cutomatically achieving equilibrium at ‘natural level’
of real GDP

: However, Keynes in his “General Theory of

Employment Interest and Money (1936)" argued that
markets would not autematically lead to full-
employment equilibrium.

- Keynesians believe that prices and wages are not so
flexible: they are sticky (rigid), especially downward.
This prevents economy from returning to natural
level of real GDP.

» So, output will remain at less than full employment
level unless there is insufficient spending.

Keynesian theory of income determination is presented
in 3 models:

) Two-sector = household + business,
) Three-sector = household + business + government,
) Four-sector = household + business + govt. + foreign )

Super Chart Book

Business Economics

le Two-sector Model
[ _income is a process where the national inco

economy flow in a circular manner ce uously through time.
Two sector economy model assumes only two se
with only consumption and investment outlays.
Households are assumed to-

9 own all factors of production and

Q  they sell their factor services o earn factor incomes

Q Income is entirely spent to consume all final 6/S produced by business firms.
Business firms are assumed to-

O  hire factors of production from the households:

O they produce and sell goods and services to the households and

Q They do not save. There are no corporations, corporate savings or retained
Since there is no govt, ¥ = Vd.

> Assumptions )
Q Al prices (including factor prices), supply of
capital and technology remain constant. .
Q The government sector does not exist. -
Q It is closed economy, no exports and imports. d
Q All investment outlay is autonomous & net

> In the figure-

> \ 4
Q Circular broken lines - factor and product flows- X -
‘real flows'

U Continuous line with arrows show money flows

- and

rs in economy viz., houszholds and firms,

These flows are in opposite directions and the value
of real flows equal the money flows because the Factor Payments
factor payments are equal to household incomes.

= Household Income
> No injections into or leakages from system.
Since whole of household income is spent on G6/S

produced by firms,

= Household Expenditure
= Value of Output

\_household exp. = receipts of firms = value of output /

= Total Receipts of Firms

Mohnish Vora (MVSIR)
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CHAPTER 1 - 7 PADE -
Tl alds neSs Savin i
Average Propensity *oawl/ Y, — — H:noa;,£+
The consumption function The ratio of total cc pydh L 1o : 0 50 -50 = - consumption i mEM
describes . the ?:n:o:og_ tota ?..Mv% _Msonzw @m " g 125 5 075 025 1.25 | -0.25 nMQS.:mm | FonEtion e
relationship between consumptior = . : aseitiond W
o4 d PRSI O i S i decreasing | .25 1.00 0 T rela
s ,.\Mtur ,«,,:r,ﬂ::w e M\.o_”_mc:_g”m:_: el _w* income. ] L . 200 200 0 00 © between national | com
—— e = ~ [ 300 | 275 | 25 [0.75 | 0.25 | 0.92 | 0.08 | ant saying,
(O Marginal Propensity to Consume ;
) (SR RV (MPC = "b") | 400 | 350 | 50 | 0.75 | 0.25 | 0.88 | 0.12
= — Increment to consumer expenditure “\
£ Slope =5 per unit of increment to income :
w. MPC = AC/ AY =b Increment in saving per unit increase in The _.,n._..o o.m total saving 1
z b Keynes cssumes that consumption i| disposable income. total income is called APS.
= ) Tt increases with an increase in ¥d, but || MPS = AS/AY = 1- b APS =S /Y
that increase _.:.no:m. < increase in Yd MPC + MPS =1 : MPSO < b < 1 Saving is increasing function :
1) ieBrelsd L ‘| Also, MPs is slope of savings line level of income.
Incame i is slope of consumption line AN
.................................. AM.....v.. B \ : A ate Supply (AS)
¥, ~ Inthe figure, the consumption and saving functions are graphed. ' _\ﬂm.ﬂn N iz e
’ ' 1 regate sy i tot:
fL....., « ~ Saving function shows level of saving (S) at each level of : mm”nm_-vNQMWWMMMNQM@NuwMHE iﬂwnﬂ firms in¢

F disposable income (Y). Saving curve has negative intercept (-a)
on Y axis and its magnitude is the same as the positive intercept
of the consumption curve.

national economy plan on selling during a spec
time period.

\_Factor Incomes [National Income-> Y]
A

Aggregate demand (AD) is total planne:
expenditure in the economy.
-

Equilibrium output

put occurs when desired amount
:df in economy exactly equals

~ Consumption at zero level of income is positive (equal to a), and AS = Agg. Production = Factor Payments *

as such there should be dissaving also of the same magnitude.

reqate_Demand (AD

~ By definition, national income Y = C + S, which shows that
disposable income is, by definition, consumption plus saving.

Saving _— ~ Therefore, S = Y - C. When national income is equal to Y1, C=Y
and saving curve crosses X axis.

I e YT - - ._.r:mw s;..n.: we represent the theory of the consumption-income
..A‘ . A Disposuble 1 relationship, it also implicitly establishes the saving-income
" Dissaving relationship.

Mohnish Vora (MVSIR)
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\\Mﬂw\mnﬂg Model

:Emn:o_a Sector & Business Sector only
7 AzCe I (Tis assumed to be constant)
3 =

. AS5=C* S
Equilibrium is achieved when -

Determination of National Income | UNLT 2

e —

(I & G are assumed to be constant)
>AS=C+S+T

WJZ per ,.m;.c._} & B0 h R

= The Keynesian Theory of Determination of National Income

Business Economics

Three Sector Model J ( Four Sector Model )
> Household + Business + Government Sector » Household + Business + Govt. + Foreign Sector
Tt D=C+I+G s AD=ZC+I+G+(X-M)

(I, 6 & X are assumed to be constant)
- AS=C+5S+T

Determination of Equilibrium Income
in Two Sector Model

vou A5 or C+I=C+S or " WU umac:_vlc_: is achieved when - . -~ Equilibrium is achieved when -
A I=5 ' SAS  or  C+I+6=C+S+T or | AD=AS or C+I+6+(X-M)=C+S5S+T or
J F I+6:=5+T0 )L I+6+X=5+T+M D,
A i [ Government + i e : : i v |
: A sector adds following flows to ) ! [ Foreign sector adds following flows to circular flow
) i | cireular flow of 2 sector model: i | of 3 sector model:
CeS : 1)  Taxes on households and business sector i | 1) experts,
L Col <GS i | @ Tronsfer payments to household sector | | | 2) imports and
i B Ca1 ' 3 and subsidy payments to business sector i | 3) net capital inflow which is the difference
g Ce1-C-§ — ' ) Govt purchases G/S from business sector | ! between capital outflow and capital inflow J
r — C and factors of prod from household, and — =
) ! ﬁvbu Govt borrowing in financial markets to | ! Cosel
Mu : finance deficits (if any, when 6 > T) ) : z pd C+I+C+0X- M)
' ere o m £
” : m.. If (X > M) is +ve
e N ' = then NI increases.
: 2 \
3 (B) W \\ If (X > M) is -ve
m H = P then NI decreases.
% 5 | 3
5 ! ' O X Income {Outputy
= s-1 \ _" Cra " Income Quipuo| 4 : _SHTIeM
e o = H m \ \\\
M 1 _r I m z T PITTS m . : m. — =~ 1+G+X
n ! < | - H
: =l Yo 2 X CLE P . N RN -~
I I B & p ’ ! g - x
! € s ‘ ' 2 —
Income, Output ' = ! T - Lucome(Ourpur)
Y, ! Esrerorrries (€dutpue) :

Determination of Equilibrium Income

in Three Sec*=c Model

Determination of Equilibrium Income
in Four Sector Model

—
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Leakage- It is referred to as an outflow of income from
The circular flow model. Leakages are that part of the
income which is not used to purchase goods or what
households withdraws.

~ In 2 sector Model : Leakages =
~ In 3 sector Model : Leakages =
~ In 4 sector Model : Leakages =

O Injection- It is an inflow of income 1o the circular flow.
Due to injection, the volume of income increases.

~ In 2 sector Model : Injection = Investment

~ In 3 sector Model : Injection = Investment + Govt Exp

~ In 4 sector Model : Injection = Investment + Govt Exp +
Exports

O When AS = AD > Leakages = Injections

Then national income will be in equilibrium.

0O When AS > AD > Leakages > Injections

Stock Surplus or Deficient Demand - it means that people
are spending lesser volu of money on consumption. Thus
inventeries of goods will pile up. Consequently, firms would
decrease their production in future which would lead to a
fall in output and income in future. (NI will fall)

QO When AS < AD > Leakages < Injections

Stock Shortage or Excess Demand -

Excess demand makes businesses to <ell more than what
they currently produce. The unexpected zales would draw
down inventories and result in less inventory investment
than business firms planned. They will react by hiring more
workers and expanding production. This will increase the
nation's aggregate income. (NI will rise)

Savings
Savings + Taxes
Savings + Taxes + Imports

If there is any deviation from equilibrium, the process of
readjustment will bring the economy back to equilibrium,

CA Mohnish Vora (MVSIR)
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Agegae
Tand
Inflationary Gap

e Deflationary Gap
! If AD is for an amount of ocutput less than ¢,
g employment level of output, then we say ther .
e €' deficient demand.
e (4 . e . . .
N Deficient demand gives rise to a ‘deflationary goy o
" : Ew.%u: ‘recessionary gap or coniractionary gap’. It occuy
: : when economy is in contraction.
H '
: ! Firms will experience unplanned by d-up
1 & h
1 : inventaries of unsold goods and they will respond -
: ; cutting production and employment leading
H . ;
il L : decrease in output until the unde
" @ O fesoms \_employment equilibrium at E.

Inflationary Gap
If AD is for an amount of output
employment level of then
excess demand.

greater than f.
cutput, we say there ¢

Excess demand gives rise to inflationary gep’. I
occurs during expansion and sets in motion

that will cause demand pull inflation.

orce

The real cutput will be constant, but the rise in 4.2
price level will cause an nomins

ncrease in

the

e e \OUTPUT until the new equilibrium is reached at point £
R, lecoe -




§

r refers to phenomenon whereby change in injection of
sure (investment) leads to proportionately larger change in
ilibrium level of NI.

Investment Multiplier

equ .
Hzﬁm::n:* Multiplier (k) explains how many times equilibrium NI
. ?.umnmnmq.wm:_a of increase in autonomous investment.
i K = 24 or ! or !
T AT 1- MPC MPS

wpc is high in underdeveloped countries, but ironically value of

demmmmccc—ceceeeesssesmmmmec—c———mmm-—=

SupenriChartiBook
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The Keyneslan Theory of Determination of

National Income

p= = b
The more powerful leakages are - the smaller will be value of multiplier. The
leakages are caused due to:

1. progressive rates of taxation which result in no appreciable increase in
consumption despite increase in income
2. high liquidity preference and idle saving or holding of cash balances

3. increased demand for goods met out of existing stocks or through imports

4. additional income spent on purchasing existing wealth or purchase of government
securities and shares from shareholders or bond holders

5. undistributed profits of corporations

6. part of increment in income used for payment of debts

multiplier i low. Due to ma._,.cm_n.wn_.n.~ inadequacies, increase in 7. case of full employment, additional investment will only lead to inflation, and
e o e o |\ B.esareityof guods nd senyicss desphahavinghighMPe )
Summary of Multiplier ) How to solve numericals of egquilibrium NI (¥Y) & multiplier ? /

» 2 Sector Model -> K =1/ (1-b)

3 Sector Model
O If proportional tax (t) is not given -> K

~

1/ (1-b)

O If proportional tax (t) is given -> K =1 / 1- [b(1-1)]
(Tax Multiplier)

4 Sector Model

~

Find Disposable Income (Yd) in terms of Y =Y - T -t¥Y + TR
Input the above value of Yd in consumption function -> C = a + b.Yd
At equilibrium -> AS = AD -> Thus, Y=C+ I+ G+ (X-M)

Input value of “C" in above equation & find Y.

QO If proportional tax (t) is not given -> K =1/ (1- b + m)
(Foreign Trade Multiplier)

Import
Mavol has an autonomous component (M) and other part is assumed to
epend on income(Y). Thus, import function is-

M= M + mY
Aar
Marginal propensity to import -> m=AM/AY ..

Noretet,

Find value of multiplier as per data given in question and the summary on

/
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Note-




is the study of the economy as
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imal governmental ac
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Business Economics

)

Mec .:,ﬂwnw.o«nn:oa..n goals for any nation. @ whele. There are A ion refers to way in
three main ™ B RHARL TE the real grass 4 ) i| Smith believed that govt's roles should be | x.th,wa;..x.\..nn ors of
) The first is nnn:,.uroh ch_o:.o: 3 oo %Zuﬂ omestic product grows || limited, but well defined. As per him, [ allocated  among
ot a foster rate P gher standard of living. !| important resource allocation roles of govt.- : various uses.
| is high levels of employment whi i N {[ @) national defense tio rom | .
2) The u«ﬂﬂﬂmrmmnnq. oc*ws. y hich will ensure higher m external <_.\o_mwh_nm = RISECREHa i| ~ It determines how much of 6/5 will
e | is stable price levels i| b) establishing a .m%l.)q: of justice to | actually be produced in an economy.
hird goal is 5T pr els. : blist ste i g
3) Mﬂ:ﬂ% mnmcnnu real incomes and purchasing power of some people : provide internal law & order and to protect | » It is a critical problem because
/ n:mq_.mv_,o_x.:.:ozo»m_v\ affects _.osﬁ_. income moa‘__.am. ' | i wmmvmﬂww\ " y I . resources are limited in supply,
5 n signals a downturn in economic acti ity which may cause ' establis iment maintenance of pubiic whereas wants are u ted. In
sion and large scale unemployment. )i WMMEMS:M m.+ v:c__ni,“,\cﬂxm mcn_“n.ﬂmm 1onum‘ ] addition, resources have
— : oridges, ervc. a protit-seeking | alternative uses.
%ni does not expect economy to function | individuals may not be able to build & | »
qutomatically: b.i_cm it intervenes to direct them to function in i\ operate. | ~ Economic efficiency indicates a
El_.nc_E. directions. ' N situation in which all resources are
- : | * Richar ve, in hi "The Theory |! allocated to serve each person in
7 The objective of the economic system and the role of government |! - of v:vﬂ_.n\.\,mﬂmmmﬁu\nm\ ﬁ%u_mw%ow:ﬂgwmnma MTM : best way vommmvwm 3..135_,:“ waste &
is o improve the wellbeing of individuals and households. : three-branch taxonomy ‘of the role of | inefficiency. '
The Role of Government in an Economic System gevermshtina market economy = llocation aims to correct
gﬁ economic problem of scarcity arises from the M .%__mewﬂhoﬁu” m::n.:.o:.m + + th : S A% ihethicienty in the
fact that wants are unlimited and the rescurces sources of Swmn?omﬂsﬂnv\om:«:wrmommmm“ﬂw\ the : ¢ system.
available to satisfy wants are limited. v Redistribution Function - ensures that the |:| ~ et is left to itself, it leads
. . . N . . ' ~iond ¥ mienllas 315
r The resources available to any society cannot produce distribution of wealth and income is fair : clent oomee H(n:‘”.r B
alleconomic G/s that its members desire to have. > Macroeconomic function : market .mam_vc:1MMrmﬂoMMMMrMMMMro_N M%.;
7An economic system exists to answer the basic v mﬂE:E:g Function- Monetary & fiscal |i government’s allocative function
questions like what, how, for whom to produce and how policies , macroeconomic stability problems ; > Absence of appropriate qover +
W_‘MM.D ﬂnm.uo:_\nnm should be set apart to ensure growth of > The national budget, in general, reflects |i intervention _.ﬂu _.w.moc_.nnm nmomwﬂms
ctive capacity. +nm economic policy of a government and : may lead to-
* Three Types of economi the government exercises its economic |i| Under-Production or Over—Producti
e Ty mic systems - : ; e ction
E 2) Socialist 3) Mmixed functions partly through the budget. P of certain goods
‘.> 3 = —— T v T = 3 B e e = —
AMohnish Vora (MVSIR) (2Va ). L Lmvsin.in
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............ - Db : —s : Redistribution  Function
(" Market failures which hinder cfficient 4 jon i i !
; n Govt. Budgeting |i — :
allocation of resources occur due to- Allocation mc:MM_qM.”.%_:ou ; The distribution responsibility of govt. arises from the fact thes
' 1 listributic of come ivi 4
1) Imperfect competition and presence a) Who and what will be taxed, & i| left do the market, distrib g_r ;.Q \; _w ot n_rao:m :._Q,_SaS: .
of m.o:fwﬂ , ,;x,;w , P b) how and on whai the government society is __xn_<.+o be skewed an % us g A..»rpm O interye,,
2) ;nﬁrmwvmo.._cﬂ.,n to provide collective revenue will be spent ensure more socially optimal and egalitarian distribution,
goods 3 ¢) the process by which total resources

3) Markets fail to provi& de the right G/S. Tt dlso also relates to manner in which effective don, ..

quantity of merit goods

4) Common property resources are
overused and exhausted in individual
pursuit of self-interest

5) Externclities

of economy are divided among
various uses

d) optimum mix of various social goods
(both public & merit goods).

e) level of involvement of public sector
in economy

It is related to question of for whom should an econcmy

N

( Redistributive Function in Aim of D«&_.m#_.wc?.n: Functicn
Govt Budgetin 1) Achieve an equitazic 4-1 .
GovT Budgeting

of societal CUTPUT gy,
6) Inequalities in distribution of income. ) reallocation of society’s resources Expenditure side of households :
7) Factor  immobility  which  causes \
unemployment and inefficiency. Govt. may provide free or members of the society who syf¢,
\8) Imperfect informection _J i [ Allocation instruments which govt. can subsidised education, from deprivations
\>nno..n_:m4o>,,rmux,,u«n,m_wm.lmq.@ use to influence resource allocation healthcare, r.o:w..:@ food 3) Providing mmn.n,‘..,....\ in income, wegis
(govt.) is the instrument by which 1) Government may directly produce an efc fo deserving people and opportunities

needs & concerns of citizens are

economic good
fulfilled.

4) Providing szcurity (in terms ¢

Revenue side of budget fulfilment of basic needs) f=

2) Government may influence private Redistribution is ~ done

from private use to public use. ¥ W budget 2) Advancing the well-being of theg)

) people who have hardships
, L . ) allocation through- ;-.o:m: progressive 5) Ensuring that everycne enjeys :
> Thus, public finance is connected with ¥ Incentives : Tax concessions, ‘taxation minimal standard of living
economic mechanisms that should Subsidies =

ideally lead to effective & optimal

ﬁ Examples of Redistribution function OR Market interventicn for
allocation of limited resources.

socio-economic reasons
1) Taxation policies- progressive taxation of rich & provision ¢
subsidy to poor households
2) Proceeds from progressive taxes used for financing publc
services that benefit low-income households
3) Employment reservations to protect certain segments
4) Unemployment benefits & transfer payments to deprived sector
3) Families below poverty line > menetery aid and aid in kind

¥ Disincentives :Increase in Taxes, Bans

3) Government may influence allocation

~ This logic makes it necessary for govt. through its competition policies

to intervene in market to bring about Eg- Competition Act 2002

\ improvement in social welfare. 4) Governments' regulatory activities
> Order books of MVSIR from= such as licensing, minimum wages etc.
WWW_mvsir.in 5) Government sets legal and

> Enroll in classes from- administrative frameworks 6) Regulation of mfg. & sale of certain products to ensure well-being
www_ultimateca.com 6) any mixture of above methods 7) Special schemes for backward regions & for vulnerable sections |

CA Mohnish Vora (MVSIR) (R) Bimvsiciiny’
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Business Economics

- " - infervention _may
Stabilization _ function s y =
4 o equty e be achieved through high rates of taxes on the rich: J : nm:nn_.:na S“i_ performance be through

0 P : o aggregate economy in i - Coniro ze
mar.m: rotes of taxes nﬂ:_,n o_mo_m_n* os a Q_M_non:.»zn to entreprencurship & work, terms of: 3M”M*n1w_,_uou_ﬂ_¢.\u< and interest rate,
gt M9" o oging people from making savings and investments & taking risks. vhi _g< d affect consumption, invt.
this © |l have negative consequences for economic . 1) Labour employment and M ich wou .
g 0 1ur? w om output, productivity and capital utilisation prices.
g thof the econ N 2) Overall output and income Fiscal policy - It relates to

sently. potential tax revenue may vn reduced in future and scope for 3) General price levels » Taxction decisions &
sammaa.u welfore activities would get seriously limited. 4) Balance of international ~ Expenditure decisions of govt
P ; oo n i imulate  economic
| budgetary policy towards any distributional — payments . ﬁ Which  can  stimu

;a\.,,au_“m::_ aoals of efficiency & equity va exercising an MJﬂdmwm.m__‘Hm_n“wman\( ﬁ 5) Rate of economic growth ] { activities )
,%\.\\l\ . — /) ! (Expansionary fiscal policy is adopted to alleviate recession ]

Stablilization Function During recession, government-

- increases expenditure or

e

stability is said to exist A ‘| » cuts down taxes
Macroeconomic ty mﬁo.s___v.o:o: function ensures | :| inorder to ensure income protection,
%; omy's output = production capacity achievement of - ]
econ L ! » macroeconomic stability f i P i i
! = e b . ntrolli hi
h) 2323.“ *ﬁﬂhh‘vmﬁ“”w%MM»M_q.M:“ﬂ..“_q > maintenance  of _:m__“ levels of | _ﬁso._d“ﬂ”.%:o:oz fiscal policy is resorted to for co ng__high
d Maghwq.wa and 4 employment and :| During high inflation, government-
{) Inflation is low and stable. ~ price stability. ﬁ - decre NQ:.‘. expenditure or
) s | s taxes )
(Retionole abilisa uncti Deficit budgets (Exp > Rev) Surplus budgets (Rev > Exp)
A market economy does not automaticall cnerate full employment and rice are expected to stimulate tend to slow down economic
Y Y 9 cmploy ) p > Te d
stebility & thus, governments should pursue deliberate stabilizat economic activity activity.

Incbsence of intervention by govt, the instabilities that occur in economy in form of
fecessions, inflation ete. may be prolonged for longer periods causing enormous
brdships o poorer sections of society. Also situation of stagflation (where inflation 3
duemployment exist side by side) is possible. Note- Makin

Stedilization
bcreased

g pdfs or photo-copies or selling books of MVSIR is
issue becomes more complex due to ‘contagion effect’ whereby NOT allowed. Strict legal action will be taken

nternational interdependence & financial integration causes forces of
V10 get easily transmitted from one country to other.

A Mohnish Vora (MVSIR)
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.‘. CA Founda — IT 1 - FISCAL FUNCTIONS! AN OVERVIEW, CENTRE A
......................................................... Centre and  State Finance ~ Allocation of 1m<.mﬂcm & expeng;
...... . e India ibilities to different levels o *
is a federation of 28 || Article 246 of the Constitution of b o fundemental matter in a feqs o
I ion territories. £ union & state by is a fundame eratigy
Fiscal federalism, a 32“ states & 8 union demarcates the powers o three lists p ve for both
f . Y -hei i e - 3 revenue centr,
introduced by Richar ) N classifying their powers into three lis » Sources o 2q
Musgrave, deals with the m_<_u_om Federalism is an _zmz*cumﬂﬂw_ 1) Union list- has :,_mzi \ w: which union states are clearly demarcated.
of governmental functions end || jrongement to accomme parliament alone can legislate o . vied by centre 4 .
financial relations among the || . " 2. ¢ government - 2) State list- has items on which state » Taxes are le N " ﬂof
different levels of government. » one at national level and legislative assemblies alone can legislate Central government has greater reven,)
ibili » other at regional level. 3) Concurrent list- has items on which both raising powers.
As per Musgrave, responsibility oo . the parliament & legislative assemblies can > The union government can levy taxes |,
of - ) + || An independent judiciary is legislate. income tax, other than agriculty
- nn:?n_l?:_oz\*wn_wgc. gov % established  to ﬂnmo_eJ income, customs dufies. excice it
MMNHHW&T”M%MWMM& disputes ﬁvnﬂwnmhrm nmnhwwm In the event of canflicting legislation in corporation tax, tax on capital valye A
) s n, a . ; )
> state govt > allocation of m”,._.mmﬂmﬂﬁmﬁm_e,ma to division || concurrent list, the law passed by the centre assets, security transaction tax, cent
resources oF prevails. GST, taxes other than stamp duties etc

~ State governments can levy taxes on
agricultural  income, lands &
buildings, mineral rights, electricity, -
vehicles, tolls, professions, land || Article 268 Duties levied by the union but colle
revenue and impose excise duties on states.

Finance Commission

A unique feature of Artid
280 > provides for &
institutional mechanisz

cted and appropriated by the

certain items. “Fi ission” &
] . . . inance Commission n
but . . .
> The property of the union s exempt Article 269 Taxes levied and collected by the union but assigned to the states facilitate such transfers.
?M:... State +wanoz. M.wn v_,ovnlw Article 270 Taxes levied and collected by the union and distributed between the SR ) .
and income o ¢ states are no h union and states as prescribed in clause 2and the States. Is responsible i
liable to be taxed by the centre. evaluating  the state

finances " of ynion &  state
govt, recommending  the
sharing of taxes  between
them “ang laying down the
h..:_.:n_.nfm determini
gistribution of these  taxes
among states

> There is substantial dependence of || Article 271 Surcharge on certain duties and taxes for purposes of the union
states on the union for securing
hecessary revenues. Articles 268 to
281 of the constitution contain
specific provisions in respect of
distribution of finances among
States.

Article 275 Statutory Grants - in-aid from the union to certain states.

Article 282

6rants for any public purpose

Loans for any public purpose

=B
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=Eﬂm Comm
lism
| federals™ .
y m__ﬁ_.:m functions®
+ribution between union & states of net
hvn.,.o& of taxes & allocation between

proce
stafes.

crmination of principles and quantum

n helps in maintaining
in India by performing

e

eter
) n» grents-in-aid to states.
¢ To make recommendations to President on
measures  needed  to  augment  the

consolidated fund of a state to supplement
the resources of the panchayats &
municipalities in the state on basis of
recommendations by Finance Commission of
state.

Any other matter referred to the
' Commission by the President in the
interests of sound finance.

CHAPTER 7 - PUBLIC FINANCE

wupeniChart Book

\ A

Business Economics

S\r_._n. recommending transfers

MoEB.m.m_os considers issues-

Mml_nn_ equity (deciding about the share of
states in revenue collected by centre) &

Y. H . .
.—_._nq...no:H_ equity (allocation among states
eir share of central revenue).

the Finance

The Finance Commission broadly assesses the
overall gross tax revenues of the union;
cesses, surcharges and non-tax revenue are
netted out from gross tax revenue to arrive at
the net divisible pool (NDP).

[NDP consists of all taxes of union from yr
2000].

Considering the needs of central & state govts,
the Commission determines what percentage
out of the net divisible pool should be assigned
to the state govts. Balance remains with
central government.

» It recommended the share of
states in the central taxes
(vertical devolution) for the
2021-26 to be 5, which is
the same as that for 2020-21.

» This is less than the
share recommended by the
14th Finance Commission for
2015-20.

» The adjustment of 17
provide for the newly
union territories of
and Kashmir, and
from the resources
centre.

D STATE FINANCE

Criteria for distribution
of central taxes among

states for 2021-26
period are same as
that  for 2020-21.
They are:

(a) Income Distance i.e
distance of a state's
income from state
with highest income.

(b) Area

(c) Population (2011)

(d) Demographic

performance (to
reward efforts made
by states in
controlling their
population)

(e) Forest and ecology
(f) Tax & fiscel efforts

Goods & Service Tax (GST)

» 65T was rolled out on 1 July 2017. GST subsumes majority of indirect )
tax. It made Indid's indirect tax regime unitary in nature.

» States levy & collect State GST (SG6ST) & union levies & collects Central
65T (C6ST). For any particular 6/S, SGST & CGST rates are equal.

7 Integrated GST (IGST) is applied on inter-state movement of /5 & on

imports/exports.

v IGST is simply a combination of S6ST & C6ST
v administered & collected by union government,

v kept in a separate account,
P P

v & distributed between the union & states after settlement
input tax credit and verification of destination of 6/5.

of > Top five GST compensation receiving states were Maharashtra, Karnatak

> 6ST accounts for-
35% of gross tax revenue of the union and 44% of own tax revenue of the states.

> As per supreme court verdict in May 2022, Union & state legislatures have “equal,
simultaneous and unique powers" to make laws on GST & the recommendations of
GST Council are not binding on them.

> GST system replaced old production-based taxation system with a consumption
based one. Since manufacturing states had apprehension about loss of revenue, it
was decided to provide compensation to states by levying a cess on some luxury
goods & demerit goods > proceeds are credited to the compensation fund.

Mohnish Vora (MVSIR)

a,
Gujarat, Tamil Nadu, and Punjab. Total amt released during 2022-23 is 115662 nL
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CHAPTER 7 - PUBLIC FINANCE
Expenditure Decentralization

- Supenic

Business Economics

AN OV

Inso far as expenditure decentralization is concerned-
» Central govt is entrusted with > provision of nationally important
areas like defence, foreign affairs, foreign trade and exchange

management, money and banking, cross-state transport and
communication.

» State govts are entrusted with > facilitating agriculture & industry,
providing social sector services like health & education, police
protection, state roads & infrastructure.

~ The local self governments such as municipalities and panchayats are
entrusted with the responsibility of providing public utility services
such as water supply and sanitation, local roads, electricity etc.

101_.3:64:3?__..:._.rmoc:n:_.._.n:*:mﬁ_uo.}nm:?o_m.m#:.m moimn_&
responsible for providing services.

]

. rticle 292 & 293 ¢
Borrowing by Govt of India & borrowing by states > Artic o

Constitution.

secur 1y

mits fixed by parlioment by law upon

> The centre may borrow within tees within such limits, if any.

of Consolidated Fund of India or give guaran

ithi rritory of India upen the

» The state governments may borrow within terrivor ; .

of Mwsmo_namSa Fund of State within such limits, :n. any, fixed by Legislature of
such state by law, or give guarantees within such limits.

secur Ty

> The centre may give loans to the states within limits fixed under article 292

and give guarantees in respect of loans raised by the states.
~ States need to obtain the centre’'s consent in order to borrow in case the
state is indebfed to the centre over a previous loan.

CA Mohnish Vora (MVSIR)
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an environment

epiorket” 18
y "Marke

individuals will behave rationally.
5 The mm:na_ belief

working market system

economic resources
manner.

where
& sellers transact or exchange

buy ers .

m,_é_m & services.
. Economists presume that people will make
\m_nazwm in their own self-interest, ie.,

is that perfectly
is, by default,
efficient & effectively allocates scarce
in best possible
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MARKET FAILURE /. GOVERNMENT: INTERVENTION TO NODDMQ._- MARKET FAILURE

..

" Business Economics

- _ Market failure

T is a situation in which the free
market leads 1o
rAOhTI\-«.\.,ﬁ scarce resources -.3
sense that there is either-

> overproduction or

> underproduction

of particular 6/5 leading to a less than
optimal outcome.

If in all markets perfect competition

Order books of
MVSIR from-
www.mvsir.in

( Y
Two types of market failure .

1) Complete market failure. This is a case
of "missing markets" and occurs when | BIZTE]]
the market do=s not supply products at | from-

all despite the fact that such products |: -

5 .co
and services are wanted by people. E.g. uftimafeca.com

Pure public goods.

in classes

Making pdfs or
photo-copies  or
l selling books of

2) Partial market failure occurs when the
market does actually function, but it

wammﬂ~ Jm leads to market efficiently, produces either- il MVSIR is NOT
mos isites ; A anti . -
, However, this is not always frue. Under noﬂvniwmh.nsoq.h_“_ﬂ_:M.@nﬂ.wn.ﬂm_.qn.. OM C Mﬁwﬂw ,n\cmwiﬁx mom product:or i allowed. Strict
S , ilure’ p e presen ~ vrong price. : ‘
certain circumstances, ‘'market failure ﬁ_: ani'economy This results in loss of economic welfare. @l legal action will
- J L JHl be taken

Why do markets fail 2 OR Reasons for

market. failure

IT) Externalities

I) Market Power
Market power or monopoly power is ability

' of a firm to profitably raise the market
price of a G/S over its marginal cost,
thereby earning positive economic profits.

Market power-> cause markets to be
inefficient because-

» producers restrict outpuf, &

» keep price higher than Perfect Comp
Thus, market fails to produce right
quantity of G/S at the right price. Leading
to under-production and thus market

failure

—

costs or
price.

Such costs or benefits which are not accounted for by the
market price are called externalities because they are “external”

» Extrernalities can be-
foithe market: > Negative externalities occur when the
Externalities are also referred to as cn:o% of one party impeses costs on
‘spillover effects’, OR 'neighbourhood effects’ R another party. N
‘third-party effects’ OR  ‘side-effects’, > Positive externalities occur when the

as the originator of the externality imposes costs or benefits on
others who are not responsible for initiating the effect.

Sometimes, the actions of either consumers or producers result in
benefits that do not reflect as part of the market

| II) Externalities

—_—
> Since it occurs outside price _ﬂwnro:_may
it has not been compensated for, or it is
un-internalized or cost (benefit) of it is
not borne (paid) by the parties.

action of one party confers benefifs on
another party.

A Mohnish Vora (MVSIR)
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|_ UNIT - 2! MARKET FAILURE / GOVERNMENT INTERVE]

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, N
( .
Negative Production Externality Negative Consumption Externality A 'vigeit ternali
. N , ositive externali
A negative externality A negative externality A positive externality P ty
> initiated in production i

{ initi i f > initiated in consumptic
ekl > initiated in consumption > initiated in production
> which imposes an external cost on

nption
Ve d

> which imposes an external cost on > that confers external benefits on Mz‘q%qﬂnﬁ.nmoimqm external b
others others R others . . > may be received in productis
> may be received by another in > may be rececived by another in > may be received in production or in ’ . cuction

: . o " In consumption
consumption or production consumption or production consumption.
- PCE received in production

NPE received in production NCE received in production Compared to NPE, PPE are lzss common, P
Eg- Factory disch

\arges  untreated Eg- the act of undisciplined students
Y

; crorg : < PPE received in i
waste into o nearby river and telking and creating disturbance in production

Eg- Consumption of the services
pollutes water, which affects fish

a health club by employees

2es of g
A Eg- A firm offers fraining to its [| firm would result in an exte,
fects a class preventing teachers from - . . ; benefit +o firm in fon
output as there will be less catch for making effective instruction W:v_o,\nmm *“«:_ _=onam”nw_3m _u.qrmﬁ. ..mrw__m. ?Q.amuna effici 2.:\* "
fishermen due to loss of fish \'m generafes positive SElla: e roductivi I
other firms when they hire such || pro uctivity

NPE received in consumption NCE received in consumption ) workers as they change their jobs. PCE received in consumption

Eg- Factory discharges ated Eg- smoking cigarettes in public Eg- If people get

waste into a nearby ver and || place causing passive smoking by PPE received in consumption against contagious disease

pollutes the water causing heaith others Eg- When an individual raises an ch_n_ confer a social benet:

hazards for people who use the atiractive garden and the persons cthers as well b n_(,uwj

water for drinking and bething walking by enjoy the garden ; il o )
S — — e T -1 1. :

How. externalities cause ineffi

~ Private cost is moncy coct B Social costs refer to the total costs to The
\‘...:Q.Lwi‘.: _.:n:q._‘..m.m_;mv §Mﬁ1=.., society on account of a production or
e e Y - consumptien activity.
l.e. wages, raw materials,
heating & _.m_ﬁ_:m etc, which Social costs are
must be paid to carry out

External costs are not included in firmg' costs or consumers’ decisions.
But, these exiernal costs are real & impertant for society. m i
Firms do not have fo pay for damage from pollution which they mm:mﬂo?»
As a result, each firm's cost, considered for determining output would be.
only private cost of production & would not inc

YV Y

I orperate externalities.
. bt QOoprivate  costs borne by individuals || > The market prices determined without incorporating externalities
production, & iﬁmm. whichi would directly involved in a transaction, PLUS not ideal as they do not reflect all social costs and benefits.
appear in the firm's accounts. O external costs borne by third parties not > Such prices send incorrect signals to Producers & consumers - cal
directly involved in transaction, either over-production or under-production,
~ Supply curve here corresponds

to only private marginal costs.

CA Mohnish Vora

> Thus, here a competitive market will produce
not socially optimal, leading to market failure.

) Secial Cost = Private cost + External Cost JU

e e — -
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LS .
json gave the concept of ‘collective n:Jr:::iﬂ

m.wu. in his peper "The Pure Theory of Public Expenditure’
ulc 999 (aka. collective consumption good or social good) is
y h%_:& as one which-
1| enjoy in common .
.n,; individual's  consumption of such a good leads to no
¢ “m,,n.,nn:o: from any other InSidiBSBIE] EErEiRHBnaP fhat gaoy

,n.\\\ﬂn_.oﬁ.nlm:om of Public Goods

.,4 1) Consumption is collective in nature.

4 7) Non-Rivalrous : I+ means that consumption of a public good by
woi individual does not reduce the quality or quantity available
for all other. Eg- if you walk in street light, other persons foo

can walk without any reduced benefit from the street light

Y 3) Non-excludable : If the mooa,mgoi&ma.o:a5&2&5_33304
deny other individuals' consumption, even if they have not paid
for it. Eg- national defense once provided, it is impossible to
exclude anyone within the country from consuming and benefiting
i from it.

'4) Indivisi : Each individual may consume all of good i.e. total
omount consumed is same for each individual.” Eg- national
* defense, highways, disease prevention and public sanitation etc

|

3| 9 Once a public good is provided, additional resource cost of
another person consuming the goods is ‘zero’

7 6) No direct paymeht by the consumer is involved

A 7) More E_:m1ow_n to issues such as externalities, inadequate
property rights, and free rider problem. There is no incentive for
4 people to pay for the good because they can consume it without

-

@5&1

[ Book

INTERVENTION TO

Business Economics
CORRECT MARKET FAILURE

posit

maximizing firms will not produce them.

P.oa.:nna are not motivated to produce
public goods, if they cannot charge a

them.

If left to the market, public goods will not
be produced at all or
produced. Thus, leading to market failura

ive price for them or make profits from

be grossly under-

N

Private goods are scarce & anyone who wants )
to consume them must purchase them at a
price.

> They do not face free-rider problem.

> They are ‘excludable’ i.e. it is possible to

implies that U,o»ry

IV) Incomplete Information
If individuals make no offer pay for (Pert .
public goods, there is mark > in the uyer < : )
case of these goods and the profit- f about anything that may

influence their decision making.

However, this assur

sat in rea

>aTisTie =TS

because
v \.\.:.u_‘«m),\ of proguc
servic (e.g. cardiac  surgery,

of

re and

financial products like mutual
funds),

- difficulh of getting correct
information, and

~ deliberate risinformation by
interested  perties  (e.g.  highly

persuasive advertisements).

Information failure leads to -
a) asymmetric information,
b) adverse selection and

¢) moral hazard

> Eg-

paying for it.

-

_/

.CA'Mohnish Vora

(MVSIR)

exclude or prevent consumers who have
not paid for them from consuming them or
having access to them.

- Consumption of private goods is 'rivalrous’

that is the consumption of it by one
individual prevents another individual from
consuming it.

Normally, markets efficiently allocate
resources for the production of private
goods.

food

levision

items,
, cars

clothing, movie ticket,

é:mnr affects abili

therefore lead to

because part
informatior has

\for

L advantage.

Note- Making pdfs or photo-copies

or selling books of MVSI
allowed. Strict legal acti

R is NOT
on will be

‘mvsir.

R R L




RRECT MARKET FAILURE

when seller knows more than buyer or vice versa. This can distort

choices and lead to market failure.

For eg,

= the landlords know more about their properties than the tenants,

> a borrower knows more a ¢ 1y to repay a loan than the
lender,

~ a used-car seller knows more about the vehicle quality than the
buyer,

~ health insurance buyers know more
than the insurance companies and

sor

about their state of health

.

—

e traders may possess insid

ion in financial markets.

~

Asymmetric information gener dverse selection.

When one party to a contract, say X, possesses information relevant
to the contract that other party Y does not have, the expected value
of the transaction is know curately fo X due to asymmetry

(«.33...01®ﬂﬂ
of information. Then, X (having more information) may take advantage
gnorant party Y at a loss

Y's ignorance and this could put the i
leads the party

sub-optimal

Thus, asymmetric information
knowledge to make
effects.

lacking relevant
decisions and suffer adverse

For example, insurers know less about health condi ions of buyers and
are therefore unable 1o differentiate between high-risk and low-risk
persons. This forces the price of insurance to rise, so that more
healthy people, aware of their low risks, choose not to be insured. Tt

also further increases the proportion of unhealthy people among the

—

The owner of a car knows Ecn:.Bo.yo mvoﬁ
its quality than anyone else. While placing it
for sale, he may not disclose all that he _,Sozm
about the mechanical defects of the vehicle.

Based on the probability that the car on sale
is a 'lemon’, the buyers’ ingness to pay
for any particular car will be based on the
‘average quality’

of used cars. Not knowing the honesty of the
seller means, the price offered for the
vehicle is likely to be less than that of a
good car, to account for this risk.

-

However, anyone who sells a ‘'lemon' (an
unusually poor car) stands to gain. If buyers
were aware as to which car is good, they would

pay the price they feel reasonable for a good
car.

Since the price offered in the

market is
lower than the acceptable one,good car
sellers will not be inclined to sell. The
market becomes flooded with 'lemons’ and

eventually the market may offer nothing but
‘lemons’. The result is market distortion with
lower prices and lower average quality of cars.

Thus, asymmetric information leads +to
elimination of high-quality goods from the
market. Economic agents end up either
selecting a sub-standard product (lemon) or

insured, thus raising the price of insurance up more.

-

—

leaving the market altogether.

CA Mohnish Vora (MVSIR)

V)

arises  whengyay
externality

It is about informed
taking advantage of g
informed  person through

unobserved action.

It occurs when one party to
agreement knows that he need
bear the consequences of his
behaviour and that e
consequence, if any, would be vom;,
by the other party. Therefore, he
engages in risky behaviour or
to act in good faith

es
es

+ i
fall

For eg, a driver who has|
comprehensive insurance wnzamﬁ?
exhibit greater taste for rigk
taking in getting to his destinati
quickly & hence his inter
contradict with those of i
This causes insurance
rise for everyone,
potential customers o

premiun §
driving m
ut of market,

> Order baoks of MVSIR from
www.mvsir.in

~ Enroll in classes

from-
www .ultimateca

com
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VII) Equitable

VI) Correcting .
Distribution

Information Failure

V) Price intervention:
non-market pricing

it tends to restrict
deadweight loss,

\ ower :
! ze.w,&zﬂar results in higher prices thus leading to

J ot

st +f the social costs mavomw.a by Boacvo_<. governments intervene
m«?aq:m ing rules and _,mm.c_n:o:m designed to promote competition
wm _u.azv t actions that are likely to restrain competition,

These legislations differ from counfry to country.
India- mn.u,nn ion Act, 2002 ;
USA- Antitrust Laws

contributes to 5&32@%«%7

—

Dther measures_include:
1) Market liberalisation by introducing competition in previously
monopolistic sectors such as energy, telecommunication etc.

?) Confrols on mergers and acquisitions if there is possible market
domination.

3) Patronage to consumer associations

4) Tough investigations into cartelisation and unfair practices such as
collusion and predatory pricing :

%) Reduction in import controls

6) Nationalisation

Price capping and price regulation

) Restrictions on monopsony power of firms

) Profit or rate of return regulation - Govt's regulatory agency
determines an acceptable price, so as to ensure a competitive or fair
—rate of return. This practice is called rate-of return requlation.

\

)

1
_’ Direct Controls

certain level.

For example,

> Limiting amount of pollutants releaszd inte
mandatory to use pollution control devices.

> Licensing, production quotas and mandates
processes.

> Production, use and sale of some commodities can be
public places

» Pass laws to alleviate effects of negative externalities. Eg- Environment
(Protection) Act, 1986

> The government may, through legislation, d which is a
legal limit on how much pollutant a firm can emit. If firm exceeds limit, it can
invite monetary penalties.

> The firms have to install pollution-abatement mechanisms to ensure
adherence to the emission standards. This means additional expenditure to
the firm leading to rise in the firm's average cost.

> Charge an emissions fee which is levied on each unit of a firm's emissions.

» Form special bodies/ boards to specifically address the problem: for eg
Ministry of Environment & Forest, Pollution Control Board of India etc

water & air by firms or make it

A

I
regarding acceptable production

banned

Eg- Smoking at

ce*andar
sTancar

" A
Direct Controls
Direct controls, (aka command sol ), prohibit activities that create
negative externalities or require that negative externality be limited to a

J
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is often calleq -,

Market Based Policies
the

» The use of tradable permits to limit emissions

The size of pollution tax depends on
amount of pollution a firm produces.

Market-based policies
provide
incentives so that self
interest of  market
participants would
achieve the socially
optimal solution.

' Aka. Pigouvian taxes after A.C. Pigou
These taxes, by 'making the polluter t.o%u
seek to internalize the external costs into

“ice of a product or activity.

{| Tax increases the private cost and thus

pollution, achieved by- that teck .on
a protec

> Seftting price directly- projects

environment.

The market based |:
approaches  focus on |!| decreases output of good which creates
generation of a market |: negative externality.
price for -
.| The proceeds from the tax, can be used for
: enhance

by pollution tax
> Setting
indirectly- by
trade system

Problems in_administering an efficient
pollution tax
1) Pollution taxes are difficult to determine &
administer as it involves use of complex &
cdministrative procedures for

price

cap-&-

The key to internalizing costly

an  externality  (both monitoring the polluters.

external _ costs and 2) If demand for the good is inelastic, tax

benefits) is to ensure may have only an insignificant effect in
reducing demand. In such cases, the

that those who create
the externalities include
them while making
decisions. (Pollution Tax)

producers will be able to easily shift the
tax burden in the form of higher product
prices.

Pollution taxes also have potential negative
on  employment  and

~

Second  approach to consequences
stablishing prices investments because high pollution taxes in
indirectly is ‘tradable one country may encourage producers to
emissions permits’, shift their production facilities to those

countries with lower taxes.

trade’.
> A tradable permit is a license that allows a company to
pollution into the environment over some period S_“ time.
number of permits, the government determines the total level of .
that can be legally emitted during each period (the ‘cap’). ‘

release 4 unis

By m.uu;...m &4

f emissions that

> Each firm has permits specifying the number of units o
ssions above what

firm is allowed to generate. A firm that generates emi
allowed by the permit is penalized with substantial fines.

-issued permits to

other firms. Sirgf

» The firms can sell their government firms

the permits are tradable (the firm can sell for a price), a polluting firm fozn
an opportunity cost i.e. for each unit of pollution that it creates, it n
either buy a permit, or it must forgo the revenue it could earn by selling 1,
permit to some other firm. A firm which produces less pollution cen -

their permits and earn money.

> The high polluters have to buy more permits, which increases their cos:
and makes them less competitive and less profitable. The low polluters recz;
extra revenue from selling their surplus permits, which makes them rc
competitive and more profitable. Thus, firms will have incentive not to pollute,
gan a cap & trade system for sulphur dioxide em
issuing permits to power plants based on thef

» In 1994, USA be
that cause acid rain by
historical consumption of coal.

> In India, the Perform, Achieve & Trade (PAT) scheme, carbon tax in th
form of a cess on coal, lignite and peat, Renewcble Purchase Obli
(RPO) etc. In 2017, coal cess was abolished and replaced by th
compensation cess. i,

> The Energy Conservation (Amendment) Bill, 2022 empowers the cent gl

government to specify a carbon credit trading scheme and to Stipulate ene

consumption standards.

(carbon credits)

CA Mohnish Vora «>_><.mH )




still call it a market failure because, left to
“there will be less than optimal output.

e positive nx*nazn_:_..&. promote welfare,
m_q%_anam implement policies that promote positive
W::a_:_,nm.

positive externdlities are present, government may

en
nﬁ_«a_: 1o solve the problem through -
o) corrective subsidies to the producers aimed at

increasing the supply of the good. (Eg- fertilizer
subsidy)

ctive subsidies fo consumers aimed at increasing
the demand for the good. (Eg- A subsidy on fee for
education is an example of consumption subsidy)

b)

» As we are aware, a corrective go&cnio: subsidy involves

government paying part of fthe cost fo the firms to
promote the production of goods having positive
externalities. This is in fact a market-based policy as
subsidies to producers would lower their cost of
production.

»In the case of goods whose externalities are vastly
positive, government enters the market directly as an
entrepreneur to produce & provide them. Eg- Public
education, health care etc.

» Governments also engage in direct  production  of 5) The ultimate encouragement to consume is to make the good completely free at
environmental quality. Eg- afforestation, the point of consumption: for example freely available hospital treatment for
reforestation, protection of water bodies, treatment various diseases. When merit goods are directly provided free of cost by
of sewage and cleaning of toxic waste sites. ~ )il____aovernment, there will be substantial demand for the same. L

. . — 3 B J
itive externality is associated with external

U

2Supen Ch

e

Bookl

RS Business Economics
TERVENTION TO CORRECT MARKET FAILURE

III) a) Government intervention in case of merit goods

ties

~ Merit goods are goods that have substantial positive externall

: & hence are )
socially desirable.

~ Merit goods can be provided through market, but are likely to be under-produced
and under-consumed through the market mechanism so that social welfare will
not be maximized.

~ Eg- education, health care, welfare services, housing, fire protection, waste
management, public libraries, museum and public parks etc

> The possible government responses to under-provision of merit goods are-
regulation, subsidies, direct government provision and a combination of
government provision and market provision.

1) Regulation determines how a private activity may be conducted. Eg, the way in
which education is to be imparted is government regulated.

2) Govt can prohibit some type of goods and activities, set standards and mmm:.m
mandates making others oblige. Eg, govt may make it compulsory to avail
insurance protection, compulsory vaccination etc

3) Govt could also use legislation to enforce consumption of a good which generates
positive externalities. E.g. use of helmets, seat belts etc.

4) Govt can compel individuals to consume a good that generates the external
benefit. The Right of Children to Free and Compulsory Education Act, 2009 which
mandates free & compulsory education for every child of the age of 6 to 14
years.

A Mohnish Vora (MVSIR)
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III) b) Government intervention in case of demerit goods

» Demerit goods are socially undesirable. Eg- cigarettes, alcoho

) Yoxicating drugs etc. The
consumption of demerit goods im

poses negative externalities on society as a whole.

,\.?mv_dacnio:nuunnnm:"ﬂvio:o‘nQmam.,_,.q goods are likely to be more than optimal
under free markets.

» The price that consumers pay for a packet of cigarettes is market determined and does
not account for the social costs that arise due to externalities.

~ However, it should be kept in mind that all goods wi
essentially demerit goods;

socially undesirable good.

th negative externalities are not
e.g. Production of steel causes pollution, but steel is not a

How do governments correct market failure resulting from demerit goods ?

1) Enforce complete ban on a demerit good. e.g. Intoxicating drugs
The effect of stringent regulation such as total ban is seldom realized in form of complete

elimination of demerit good; conversely such goods are secretly driven underground and
traded in a hidden market

2) Imposing unusually high taxes

But, demand for demerit goods like, cigarettes & alcohol is often highly inelastic, so any
increase in price resulting from additional tax causes a less than proportionate decrease in
demand. Also, sellers can always shift the taxes to consumers without losing customers.

3) Government can fix a minimum price below which the demerit good should not be
exchanged. The effect of such minimum price fixation above equilibrium price

4) Through persucsion, achieved by negative advertising campaigns which emphasize the
dangers with consumption of demerit goods Eg- Mukesh- iss shehar ko ye hua kya hai

5) Through legislations that prohibit the advertising or promotion of demerit goods Eg-
Alcohol ads- music cds

6) Strict regulations- to limit access

o good, especially by vulnerable groups such as
children and adolescents

7) Spatial restrictions e.g. smoking in public places, sale of tobacco to be away from schools )

Business Economics

CHAPTER 7 - PUBLIC FINANCE ,_‘.‘ CZH._. 5 21 MARKET FAILURE / GOVERNMENT INTERVENTION TO CORRECT MARKET FAILURE

1V) Government intervention in case of Public goods

-

» Direct provision of a public good by government can
overcome the free-rider problem which leads to mqg
failure.

Im—.. ||
W‘L

» Important public goods- Eg- .&n?:nm\ mnnmw.:urs.,n:f
maintenance of legal system, disease prevention etc ar
invariably provided by the government.

r Excludable public goods can be provided by governmen
and the same can be financed through entry fees. arq
licenses to private firms to build a public good faci mv.
Under this method, goods are provided to the v:w:n”n
payment of an entry fee. Government regulates level jof

the entry fee chargeable from public and keeps .w

watch on the functioning of licensee

equitable distribution of welfare.

> Some public goods are provided by voluntary contr i
and private donations by corporate entities and NGOs.

4
» Certain goods are produced and consumed as public gog

and services despite the fact that they can be produced o
consumed as private goods. As, left to the markets and]|
profit motives, these may prove dangerous to u0n..mn<.m.m‘
Q scientific approval of drugs,
Q production of stratzgic products

energy, |
Q provision of sccurity at airpores etc

%)

such as atomic|

—

|

> Making pdfs or photo-copies or selling books of MVSIR is
NOT allowed. Strict legal action will be taken, if anyone
does so.

> Join Telegram channel for updates- @camvsir
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.................................. e ARKET: FATLURE / GOVERNMENT INTERVENTION TO CORRECT MARKET FAILURE
VII) Equitable Distribution

Price intervention > form of price controls which are le¢ ![ One of the most imporfant activities of government is to |
price controls may take the form of either- ; redistribute incomes so that there is =quity and fair 2
. s . . 1| socC
4| aprice Floor (a minimum price buyers are required to pay) or | ==
- Sunnort  Pric \qPp . |
v Eg- m Support Price  (MSP), to guarantee steady and assured incomes to i | Some common policy interventions include
farmers. t| 1) progressive income tax,
" . 1| 2) targeted budgetary allecations
J| aprice Ceiling (a maximum price sellers are allowed to charge) | mw i men _unoaumaazo:
v Eg- Fixing of minimum wages m.:ﬁi no:#‘o._m L 4) - paymants, sussidies, social security schemes, job
v When prices of certain essential commodities rise excessively, government may resort | ! eservations, ete )
to controls in the form of price ceilings (also called maximum price) for making a resource | e ——————————
or commodity available to all at reasonable prices. Eg- maximum prices of food grains | i %
and essential items are set by government during times of scarcity “

. : ; — 2

> Government failures where government intervention in the ecoromy
to correct a market failure creates inefficiency and leads to a
misallocation of scarce resources occur very often.

VI) Correcting Information Failure

(1) Government makes it mandatory to have accurate labelling and content disclosures by
producers. Eg. Labelling on cigarette packets and nuiritional information in food
packages.

> Government failure occurs when:
L. intervention is ineffective causing wastage of resources
expended for the intervention
.

2. interventicn preduces fresh and mere sericus preblems

2) Mandatory disclosure of information Eg: SEBI requires that accurate information be
provided to prospective buyers of new stocks.

There are costs and benefits associated with any government
j intervention in the market, and it is important that policy makers
13) Public dissemination of information to improve knowledge and subsidizing of initiatives in ﬁ consider all the costs and benefits of a policy intervention.

that direction e
> Order books of MVSIR from- www.mvsir.in

5 Regulation of advertising and sefting of advertising standards to make advertising more
U responsible, informative and less persuasive.

> Eunroll in classes from-~ www.ultimateca.com
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EXPENDTTURE MANAGEHENT o

V) Public Debt iozomnaﬁ

IV) Public Expenditure Sesomnani\_
1 =

ﬁ

year (April 1 to March

» The budgetary process is the means
the executive and legislative
together formulate a coherent -2t
and spending pro

G< an.
_uwn:n.w_m
posals. The finances of th
government of India have traditionally b,
controlled by the Ministry of Finance. T,
budget is prepared by the
Finance in consultation wit} 2y5g arg
other relevant ministries. The budget must &,
presented and approved by both
parliament before the b

aginni
ginnir
1

)

e
3
3

.

UE
3 3 - THE PROCESS OF BUDGET MAKING: 80URCES OF REVENUE,
CHATIER S i FUBLIC EINANCE R AUNIT MANAGEMENT OF PUBLTC BEBT
~|HHHV Sources Of Revenue
—————— : 3  ~
Jltl;l\,.,;il.),iﬂwWmmw.,_ ol L » The government budget is a document
» Governments all over the world have to vmloz.: presented for approval and legislation by a
manifold  functions from protecting their government and contains estimates of the
territories, maintaining law and order, provision of proposed expenditure for q given period and
public goods and implementation of comprehensive the proposed means of ﬁ.snznim them.,
plans for economic & social welfare of its citizens.
> To execute these functions efficiently, the [| » The budget includes projections for the
government requires adequate financial resources. economy and its various sectors such as
Budget is a powerful policy instrument in the hands agriculture, industry, and services,
of government to regulate and to restructure a
country’s economic priorities. > The budget also contains estimates of the
(> The need for budgeting arises from the need to government’s accounts for the hext fiscal
efficiently allocate limited resources to ensure year called budgeted estimates.
> The government also needs to reallocate resources > Being the document which  consolidates
in accordance with its declared priorities. By revenues from all sources and outlays for all
Proper budgeting, the government is able to ensure activities, the budget is the most
redistribution of income and wealth. comprehensive report of the government's
> The other objectives of budgets are reduction/ finances.
elimination of economic fluctuations to bring in
stability, sustainable increase in real GDP and > Apart from union budget, state and local
reduction in regional disparities. bodies have their own budgetary processes
>~ In simple terms, a budges ¢ stetement that for the next financial year. However, the
re etails focus of this unit will be the union budget
only,
— J

> Despite the fact that the term ‘budget’ hes
not been used in the Indian Constitution, the

process of making it is referred to as

w:&mmn_.zm.

Article 112 of the con ion provides that

in respect of every financial

stit
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tary procedures are -
[ The cc%nazo: of the budget

o
(0} M_:,wgnnnmo: and enactment of budget

.a, (i gxccution of the budget.
Y Tne budget process mainly consists of two
A types of activities:

] 1 The administrative process, wherein the
d  budget along with the accompanying
h documents are v_.mvE.nm in consultation

with various stakeholders:

2. The legislative process wherein  the
budget is passed by the parliament after
discussions.

)

presented on 1st February (or any other

suitable date as decided by the
government), the process of budget
preparation  commences in  August-

September of the previous year. Budget
Division of the Ministry of Finance
prepares a comprehensive schedule for
carrying out budget preparation activities.
> The process of budget making is set off
with the Budget Division issuing the
_.ucamﬁ circular  .containing  detailed
instructions and formats for preparing the
estimates to all ministries, states, union
\__Territories and autonomous bodies.

S
» Despite the fact that the union budget is )

\

> The

>

S nepn ) .
SupeniGhant BooK

THE PROCESS OF BUDGET MAKING:
DEBT:

‘Business Economics

SOURCES OF REVENUE, EXPENDITURE MANAGEMENT AND

MANAGEMENT OF PUBLIC
IR

detailed estimates of ex i
_esti penditure are
mmmﬂﬂ.ﬂ“m by ministries and departments according
mccmmncmz._.ammmmmami of requirements for the
estimeten ¢ year. Every department prepares
o Tmate 3..01 receipts and expenditure separately.
She ] ?..n-c:amn...ncxn:.nnio:n are done by
‘e union finance minister with the finance
ministers and chief ministers of states, various
m»oxn_‘,o_.amwm and interest groups including industry
nmmnn_o:o:m. representatives from agriculture and
social and welfare sectors, labour organisations,
experts from NITI Aayog, economists etc. to elicit

their suggestions on the proposed budget.
B

s

\

The budget is presented in the Parliament in such )
form as the Finance Ministry may decide after
considering the suggestions (if any) of the Estimates
Committee. Broadly, the budget documents depict
information relating to receipts and expenditure
for two years. They are:

(i) Budget estimates (BE) of receipis and
expenditure in respect of current and ensuing
financial year

(ii) For the current
Estimates (RE): and

(iii) Actuals of the year preceding current year

The budget speech is mainly a policy document which
draws attention to the proposed policies and
programmes of the government. The finance minister
makes a detailed budget speech at the time of

year through Revised

the Lok Sabha.

_/

The budget speech present details of the
proposals for the new financial year regarding
taxation, borrowings and expenditure plans of the
government.

Budget speech is usually in two parts.

> Part A of the budget speech gives an outline of
the prevailing macro economic situation of the
country and the budget estimates for the next
financial year. Elaborating the priorities of the
government, the minister presents a broad
framework of the total funds raised by the
government via taxes or borrewings, proposed
government  expenditure allocations for
different sectors and fresh schemes for
different sectors.

> Part B of the budget speech details the
progress the government has made on various
developmental measures, the direction of future
policies and the government’s tax proposals for .
the upcoming financial year including variations
in the current taxation system.

.

Annual Financial Statement shows receipts &
exp. of govt. in 3 separate parts under which
govt. accounts are maintained, namely:

1. Consolidated Fund of India
2. Contingency Fund of India,
3. Public Account.

&

_J

presenting the budget before
. (M

CA x;or:mmr Vora (MVSIR)




CA Foundation New. Syllabus /8%

1 SupeniChant:

MANAGEMENT OF PUBLIC DEBT

CHAPTER 2 - PUBLIC FINANCE | UNIT 3 - THE PROCESS OF BUDGET MAKING: SOURCES OF REVENUE

EXPENDITURE MANAGEM

/

( The list of budget documents presented to the )
parliament, besides the finance minister's
budget speech, is given below:

(@) Annual Financial Statement (AFS)
(b) Demands for Grants (DG)

(c) Finance
(d) Statements mandated under FRBM Act:
i. Macro -Ecopomic Framework
Statement

ii. Medium-Term Fiscal Policy cum Fiscal

Policy Strategy Statement

—

ﬁ

J

Nine other documents which are in the :nﬂ:.mg
of explanatory statements supporting the
mandated documents are also presented along
with the documents mentioned above.

The expenditures of certain categories (e.g. the
emoluments and allowances of the President of
India and his/her office, and emoluments of
Judges of supreme courts and high ranking
personnel of constitutional bodies across India)
are ‘charged’ on the Consolidated Fund of India
and are not subject to the vote of parliament,

are also indicated separately in the budget.
~—

ﬁ By convention in an election
be presented twice.

> The first one is to first to secure a Vote on
Account for a few months.

» This is followed by the Annual financial
statement for that year or the full-fledged
Budget.

year, the budget may

W
The budget is discussed in two stages in the Lok
Sabha. First, there is the general discussion on
the budget as a whole. After the first stage of
general discussion on the union budget is over, the
house is adjourned for a fixed period. During this
period, the demands for grants of various
ministries/ departments are considered by the
standing committees concerned, and once the
reports are presented by these committees within
the stipulated time, the house proceeds to
discussion and conducts ministry-wise voting on

demands for grants.
N

—

Ve

> The Lok Sabha has the power to concur or to
refuse any demand or even to reduce the amount
of grant sought by government. The budget is
laid on the table of the Rajya Sabha soon after
the Finance Minister has completed her/his
budget speech in the Lok Sabha. The Rajya
Sabha, does not vote on the demands for grants
and there is only a general discussion on the
budget.

~ After the general discussion on the budget
proposals and voting on demands for grants have
been completed, the government introduces the
Appropriation Bill. The Appropriation Bill is
intended to give authority to government to
incur  expenditure from and out of the
Consolidated Fund of India.

=

» Motions for reduction to va
grants are made in the form of ‘cyt
seeking to
government.

» The Finance Bill seeking to give effect t,

Business Economics
ENT

N

rious demands fo

Ho:oﬂ

reduce the sums sought b

ths

government’s taxation proposals is introdycss
in Lok Sabha immediately after 4,
presentation of the general budget. It

accompanied by a memorandum explaining t,

provisions of the bill and their effect

on thy

finances of the country. The motion for leg,

to introduce a finance bill cannot be o
The finance bill
and passing after the Appropriation
passed. The finance bill seeks to give ef

pposed

is taken up for consideratic:

Bill s
fect

the financial proposals of the government fe
the next financial year. The Parliament has %

pass the Finance Bill within 75 days

introduction.

> On the last day of the d
discussion on demands
puts all the outstanding
the vote of the house .
as ‘Guillotine’. Tt
debate on financia
specified time.

This process is

CA Mohnish Vora (MVSIR)
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of ifs

ays allotted fer
for grants, the speaker
demands for grants to

known

is a device for bringing the
I'proposals to an end within o




- the Finance Bill
been vnmmna. U.v.
rox .w.u_urn. it is
.*»n& to the

__ Super ChartiBaol Business Economics
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meﬂ,anzun:.oﬂ.
.,:,.n pill being a
7 ey bill,  Rajya
il scbha has to wn.ﬂ:.:
it within @ va.zon of
14 days, with or
ithout
“\anoaanzmnzozm. The
recommendations  of
Rajya Sabha may be
accepted or rejected

by the Lok Sabha.

—

However from 2017-18,
the date of presentation
of the budget has been
advanced to 1st
February. An important
budgetary reform was
the merger of railway
budget with the general
budget from the budget
T“Mq financial year 2017-

,,

~C |

J
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The Department of Revenue of the Ministry of
Finance exercises control in respect of the revenue
Matters relating to direct and indirect union taxes.
The department is also entrusted with the
administration and  enforcement of regulatory
Measures provided in the enactments concerning
200ds and services tax (6ST), central sales tax, ﬁ

i 1 T

)

The broad sources of revenue are:

ation tax

cory

Union excise duties
Ge and  services
compensation cess

. Taxes on union terrifories

= tax including GST

le
0ds

/

stamp duties and other relevant fiscal statutes. The

The Department of Revenue exercises control in
respect of matters relating to all the direct and

indirect union taxes through two statutory
boards, namely,

J

Matters relating to the levy and collection of 3
direct taxes are looked after by the CBDT whereas
those _,.n_o::m to levy and collection of goods and
service taxes (6ST), Customs and central excise
duties, service tax and other Indirect faxes fall
within the purview of the CBIC.

Government receipts are classified under two
categories:

4. Kevenue re

-ceipts which consists of tax revenue
and non tax revenue.
Capita p1s which consists of debt receipts

and non debt capital receipts

ny

receipi

>

,

Centre's net tax revenue is the total of tax revenue

after paying of the states' share and the National

Calamity Contingent duty (NCCD) transferred to the

National Calamity Contingency. Non-tax revenues

comprise the following:

1. Interest receipts,

2. Dividends and profits from public sector
enterprises and surplus transfers from Reserve
Bank of India

3. 3. Other Non-tax revenues and

4. 4. Reeeipts of union territories

—_—
(Various social services provided by the government )
such as medical services, public health: broadcasting,
education, sports, art and culture, housing: and
economic services such as communication, energy,
fransport, science, fechnology and environment,
railways and general administrative services also yield
revenue for the government. Capital Receipts include:
L. Non debt capital receipts which include

Recoveries of loans and advances

(a)

CA Mohnish Vora (MYSIR)
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T
2. Debt ca

i1l receipts which inc
a) Market loans for a__.ﬁm
purposes ' ey
b) Short term \,_.385 b
borrowings !
¢) Securities issued against p,
savings,

d) State provident fund (Net)
e) Net external debts
f) Other receipts (Net)

—
Ve

— |

> In short, non debt receipts inclu
recoveries of loans advanced by th

government to PSEs,  stat
governments,  foreign  governments
and union territories and sk
proceeds of government assets,
including ~ those  realized fron

divestment of government equity in
public sector undertakings (PSUs).

> Debt capital receipts comprise of
market loans and short term
borrowings by  the  government,
borrowing from the Reserve Bank of
India and loans taken from foreign
governments/institutions.

> Examples of 'Other receipts' include
Sovereign Gold Bond Scheme, receipts

from international financial institutions
and saving bonds.

(b) Miscellaneous capital receipts (disinvestments

and others)
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~ THE PROCESS OF BUDGET MAKING! SOURCES OF B
: EVENUE, TTURE MANAGE
MANAGEMENT OF PUBLEC BEST e MENT AND

4._‘6 Department of Expenditure of the Ministry of | Notes:
Finance is the nodal department for overseeing the

view of the limited nature of resources, a ?.caﬁa public financial management system in the central
v.ﬂ: designed public expenditure management is essential mﬂ,\mmﬂnﬁwnw—%hm ﬁoima connected with state finances.
evel of or

*oﬂ )n):»%»u QOMWUJ”‘H—N”HGMMH_M”WC—;WM .-.H“H.%mm”wuumz,w _r,w\._,.hr c,_D > ,..IN :jﬁ_n.:J:“D:OB Om .ZJN FECh SRl atinng om .ZJN

n\umm.«w.ﬂﬁ, Wnnxomoogojm\, framework Finance Commission and the Central Pay Commission,

sustelnc? © - ries like Indi el y itori f audi N L S
 Developing economies like India require enormous amount || Wwwwﬂwﬁm:owanmmr_%hﬂu\:ﬂ_uﬂwﬂ;Hn:a

of public spending to initiate and accelerate economic > Additionall ‘: mn_mo? e :a.,_m.w...m.wM . -
grovth and to promote employment opportunities. Y,

. - M . ministries/departments in conirolling the costs and
Effective reduction in fiscal deficit requires an BGieEEaf _u:vﬂn mm,ﬁ,mnom_: nirolling th
. iv of event " e f4 HPS s,
ingenious mix of revenue and expenditure policies. > reviewing systems and procedures to optimize
» Government expenditure affects allocation of resources outputs and outcomes of public expenditure.
among various uses and therefore, great care should be |\ \
taken to channelize the resources to socially desirable |y

The requirements of funds for all categories BhJ

areas. ) expenditure including various programmes and
m— 3 schemes, along with receipts of the departments are
‘Public expenditure management is the process that allows discussed during the pre-budget meetings chaired by
governments to be fiscally responsible. Public expenditure Secretary (Expenditure).
programmes or projects should be designed and > Expenditure estimates are provisionally finalized and
implemented to provide given levels of outputs or achieve communicated Yo ministries/departments after the
specific objectives at minimum cost. approval of Finance Minister.
The economic costs of unproductive public expenditures > One of the explanatory documents of the budget
can be extensive .and may have far reaching effects document is the ‘Expenditure Profile’ (earlier known as
,u_._nr as: expenditure budget) consisting of relevant data across
* larger deficits all ministries/departments to outline a profile of the
.\:..m:g levels of taxation, general financial performance of the government of
* lower economic growth, | India.
fover resources avallible for e cliewtere end || 1y ges anaggregation of various types of

expenditure and certain other items across demands.

|
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The total expenditure through Ucamy
(both current and capital) of various
ministries and departments is composed
of central expenditure and transfers.

In Expenditure budget, the Central
government expenditure is classified
into six broad categories as below:

A. Centre's Expenditure:

~ Establishment Expenditure of the

Centre;

~ Central sector schemes, and

~ Other central expenditures
including those on CPSEs and

Autonomous Bodies
B. Centrally Sponsored Schemes and
other Transfers:
The transfers include
~ Centrally sponsored schemes
~ Finance Commission transfers and

~ Other transfers to states
|

J
—

ﬁmﬂ,o_u__.mr:..m:.v expenditure includes
establishment-related expenditure of
the ministries/departments, and
attached and subordinates offices.
Central Sector Schemes (CS) include
those schemes which are entirely
funded and implemented by the central

"W Lk - ».m. i L

> In emerging market and developing economies,
the government is generally the largest
borrower. Government debt from internal and
external sources contracted in Consolidated
Fund of India is defined as Public Debt.

> The government raises funds primarily from
the domestic market using market-based and
fixed-rate instruments to finance its fiscal
deficit.

e R

~ Public debt, in simple words, means debt
incurred by the government in mobilizing
savings of the people in the form of loans,
which are to be repaid at a future date with
inferest. Public debt is not a one-time
exercise of borrowing and repaying.

> Debt servicing is a continuous exercise as a
portion of debt falls due each month,
government does not usually cut expenditure
or raise taxes to provide funds to retire or
repay fhe maturing bonds. Rather, the
government simply refinances the debt, i.e. it
sells new bonds and uses the proceeds to
pay off holders of the maturity bonds.

> Hence public debt management becomes a
crucial  task or responsibility of the

MENT OF PUBLIC DEBT

(Productive use of public debt contribut
growth and welfare of the society.
sovereign debt has always been an important indicator of
overall macroeconomic health of g4 country, 9_.”
sustainability is in great part a function of the level of gl

he outstang;

es to €congm
R m
m:ﬂo_zog.__.q c_

ﬁ,\, Public debt management refers to the task
determining, by the fiscal and monetary authoritie
the size and composition of debt, the maturity patterg
interest rates, redemption of debt etc. It is the
process of setting up and implementing the strategy fop:
managing public debt in order to raise the required!
amount of funding at the desired risk and cost levels.

> The overall objective of the central government's de

management policy is to "meet the central governmen

financing needs at the lowest possible leng
borrowing costs and also to keep the total debr it
sustainable levels. Additionally, it aims at supporting:
development of a well-functioning and vibrant domestic
bond market". M {
Keeping in view the increasing magnitude of publici
borrowing both internal and external, the extent to whicl
the government can mobilise funds from public depends |
upon the skilful public debt management.
> Debt management strategy is based on three
pillars namely,

At

broad

, ° government and plays an important role in i. low cost of .woz.o..,.._.nm.

agencies under  union  government macroeconomic stability of a country. ii. risk mitigation and

ministries/departments. g . market development.
N AN
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itutions responsible for public
ement are:

°g ponk of India - domestic
1. ,.a.ﬂ,_aac_n debt i.e., dated securities,
ﬁ«aci bills and cash management

inst!
for

npcelrve

nstry of Finance (MOF). - external

2

,u M_.nwﬁ,j. of Finance; Budget Division
| ond Reserve Bank of India - Other
labilities such as small  savings,
deposits, reserve funds efc. -

———

—

The responsibility of managing the
domestic debt of the central government
od of 28 state governments and fwo
wion territories is entrusted with the
Internal Debt Management Department
(IDMD) of the Reserve Bank of India.
The RBI acts as the debt manager for
nerketable internal debt. While freasury

are issued to meet short term cash
requirements of the government, dated
securities are issued to mobilise longer
term resources to finance the fiscal
deficit. From 1997 onwards, the Reserve
Bank also provides short-term credit up to
three months to state governments
banking with it in the form of Ways and
Means Advances (WMA) fo bridge
temporary mismatches in cash flows,

A Mohnish M\.o..o

1 C
1

|

er ,\.y

nant Book

> External debt (bilateral and multilateral

loans) is managed by the Department of

Mm%wﬂw«.an Affairs in the Ministry of Finance

» Most of the external debt is sourced from
multilateral agencies (International Bank
for Reconstruction and Development, Asian
Development Bank, etc.).

~ The risk associated with external the
debt is the depreciation in the value of
domestic currency vis-a-vis the currency
of denomination of external loans leading
to increase in the government's debt
servicing cost.

__/

THE PROCESS (OF BUDGET MAKING: SOURCES OF nm<mzcm\ EXPENDITURE MANAGEMENT AND
MANAGEMENT OF PUBLIC DEBT

—

The Fiscal Responsibility and Budget
Management (FRBM) was passed in 2003 to
provide a legislative framework for reduction
of deficit and thereby debt of the central

government to a sustainable level. The
objectives of the act are: * . .
O inter-generational equity in fiscal

management,
0 long run macroeconomic stability,

O betfer coordination between fiscal and
monetary policy, and
0 fransparency in fiscal

government.

of the

operation

N\

 Business Economics.

The Public Debt Management Cell (PDMC) was Q..nn_-na in
2016 under the Department of Economic Affairs. The
Medium Term Debt Management Strategy or MTDS 2021-24
is a framework to determine the appropriate composition of
the debt portfolio. The objective of the debt management
strategy is to efficiently raise debt af the lowest momm_v_m
cost in the medium term while ensuring that financing
requirements are met without disruption.

—

The sheer size of India's public debt can be understood from
the following table:

Ll

164,23,983.04

Internal debt and
other liabilities

External debt# 4,83,397.69 5,22,683.81

Total

152,61,122.12 169,46,666.85

—

In line with the global trend, the government of India also
responded o the pandemic challenges and increased its
expenditure on health and social sector. At the same time,
the revenue receipts declined substantially due to the
adverse effects of the pandemic on economic activity.

Consequently, fiscal deficit widened necessitating an
increase in the size of the borrowing programme significantly
during 2020-21 and 2021-22 in order to render counter-

cyclical fiscal policy support and to provide targeted support
g segments deeply hit by the pandemic. L

=it
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The Reserve Bank has been proactively engaged in the development of
the government securities (G-sec) market including broadening of
investor participation. As part of continuing efforts to increase retail
participation in G-sec, 'RBI Retail Direct' facility was announced

on February 5, 2021:

O for improving the case of access by retail investors ._,r—.wc.mr
online access to the primary and secondary government securities

market N
Oto provide the facility to open their government securities

account (‘Retail Direct’) with the Reserve Bank.

i

[[af

[

| (.

(Capital E:

Capital receipts are those receipts .EB« lead
to a reduction in the assets or an increase
in the liabilities of the government. Examples
include recoveries of loans, earnings from

disinvestment and debt. L

evenue Receipts.

o el B

Revenue receipts can be defined as those
receipts which neither creafe any liab

‘ Budget concepts

_ nor cause any reduction in the assets

the government. There are two sources

Type of budgets
Balanced budget: - A balanced budget is a budget in which revenues

are equal to expenditures. Thus, neither a budget deficit nor a
budget surplus exists. Revenue does not fall short of expenditure.
i.e., revenue is equal to expenditure (Revenue = Expenditure).

Unbalanced budget : The budget may either be surplus or deficit.

* A surplus budget: when estimated government receipts are more
than the estimated government expenditure it is termed as surplus
budget. When the government spends less than the receipts the
budget becomes surplus. Briefly put, public revenue exceeds public
expenditure (R>E.)

* A deficit budget: when estimated government receipis are less
than the government expenditure, it is termed as a deficit budget.
A deficit budget increases the liability of the government or
decreases its reserves. In modern economies, most of the countries
follow deficit budgeting.

)

revenue receipts for the government — tax
revenues and non-tax revenues.

iRevenueRece

£

ﬁFw<m3.._n expenditure is expenditure incurred
for purposes other than creation of physical
or financial assets of the central
government. It relates to those expenses
incurred for the normal functioning of the
government departments and various services,

interest payments on debt incurred by the
government, and grants given to state
governments and other parties (even though
some of the grants may be meant for creation

\_economy.

overnment  which resy;
creation of physical or fing,.
sets or reduction in fine.

1468 are expenditures 5
9

a
C o)

liabilities This lu
expenditure on the acquisition
land, building, machinery ¢

equipment, investment in shqr
and loans and advances by
central government to state ¢,
union  territory  government
PSUs and other parties.

When a government spend

“u

mon

than it collects by way

revenue, it incurs a bu
eficit.  There are vari

measures that captu

government deficit and they he
their own implications for t

ﬁ

of assets). g

Budgetary Deficit is defined
the excess of total estimat
expenditure over total estimat
revenue is difference between
receipts and  expenditure, b

CA Mohnish Vora (MVSIR)
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—_—
J ,__N.og_. Receipts excluding borrowing = Revenue _ Primary Deficit ’
. deficit refers to the annmJ eceipts + Capital Receipts excluding borrowing or | — o . . Lfirit of current
;Zz_m””w%i.m revenue expenditure (Non .amg creating capital Enm%m&. Non mng Primary deficit is defined as Fiscal deficit o .ym.“%.,‘
| B mo:;:_._n receipts. It shows the creating capital receipts include recoveries of loans || Y20r minus inferzst  payments on previous
! [ h_(m* government’s current receipts advanced by the government and sale proceeds of borrowings. In other words whereas fiscal deficit
_ ?1%:1.«1 expenditure. It shows the government assets, including those realized from indicates borrowing requirement .:m_cm_<m of interest
1] ove ent revenue is insufficient to meet divestment of government equity in public sector || Poyment, primary deficit indicates  borrowing
* aﬁuac_e. expenditures in connection undertakings (PSUs). requirement exclusive of _:.E._‘.wﬂ. payment. It 4@.__m
* :.m_ the normal functioning - of ~the . how much of the government's borrowings are going
i s<§am3.2. the government is diverting Fiscal deficit = Total Expenditure -Total Receipts towards meeting expenses o»:nﬂ than ._=4m1nh+
“ Hm wces from other sectors to finance excluding borrowing payments. Primary deficit thus gives an estimate of
its urrent expenditure. J| borrowings on account of current expenditure
1 - — ! :
> Fiscal Deficit = (Revenue Expenditure + Capital exceeding current revenues. The goal of measuring
Reverue deficit = Revenue expenditure - Expenditure) - (Revenue Receipts + Capital w:::_u..,\ deficit is fo focus on present fiscal
Revenue receipts Receipts excluding borrowing) imbalances.

J
v J » Fiscal Deficit = (Revenue Expenditure- Revenue ﬂwﬁmmwwmammn:. = Fiscal deficit - Ner Interes
Receipts) + (Capit i - i
W When the government's :o:-voz,.osmﬂ PtS) (Capital . Expenditure Capital
e

mepts foll chort of | e mar Receipts excluding borrowing) Net interest liabilities interest payments minus
58&3.8. it has S.Uoz‘.oi money from » Fiscal Deficit = Revenue Deficit + (Capital interest receipts by the government on domestic
the public to meet .:..n. shortfall. The Expenditure - Capital Receipts excluding lending.

cﬁr of total expenditure over fotal borrowing)
keipts excluding borrowings during a

v fiscal year is called the fiscal
] M,sg.ﬂ. In other words, fiscal deficit is
i|| e difference between the government’s

The fiscal deficit will have to be financed by
borrowing. Therefore fiscal deficit points to the . ) ) )
I expenditure and its + tal it total borrowing requirements of 4r.w.mo<w_‘_=3m3 Mﬁm w—_._w nﬂcmcnnavnmﬂaj..,uw.,u_‘(.m,.\ af
3| 2luding borrowing. T+ s 10 a 1@8.% M from all sources. In case revenue deficit occupies a p e cﬂo: dudget  detailing lium Imp
% 0 percent 9. otTen presente substantial share of fiscal deficit, it is an indication || ¢ 0, alteration or regulation of
oge of the gross domestic that a large part of borrowing is used for || ™ the budget.
hno:u::,ﬁio: purposes rather than for investment. ;
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Cut Motions

-~

The outcome budget establishes a

direct link between budgetary
allocations of schemes and its
annual performance targets
measured  through output and
outcome indicators. The outcome

budget is a progress card on what
various ministries and departments
have done with the outlays in the

previous annual budget. It
measures the development
outcomes  of all  government

programs and whether the money
has been spent for the purpose it
was  sanctioned including  the

outcome of the fund usage.

Motions for reduction to various demands 4?1
grants are made in the form of cut motions
seeking to reduce the sums sought by government
on grounds of economy or difference of opinion on
matters of policy or just in order to voice

a
grievance. L

Under provisions of Article 266(1) of the Constitution of
India, public account is used in relation to all the fund flows
where government is acting as a banker. Examples include
Provident Funds and Small Savings. This money does not
belong to government but is to be returned to the depositors

The expenditure from this fund need not be approved by the
parliament.

All revenues received, loans raised and all moneys
received by the government in repayment of loans
are credited to the Consolidated Fund of India and
all expenditures of the government are incurred
from this fund. Money can be spent through this
fund only if appropriated by the parliament. The
consolidated Fund has further been divided into
‘revenue’ and ‘capital’ divisions.

P

; Contingency FlndlofiTnc
—
The parliament has very limited time |( A fund placed at the disposal of the President to )
for examining the expenditure enable him/her +to make advances to the

demands of all the ministries. So,
once the prescribed period for the
discussion on demands for grants is
over, the speaker of Lok Sabha
puts all the outstanding demands
for grants, whether discussed or
not, to the vote of the house. This
process is popularly known as
‘Guillotine' .

the Consolidated Fund of India.

executive/Government to meet urgent unforeseen
expenditure.  Contingency fund enables the
government to meet unforeseen expenditure and
does not require prior legislative approval, unlike

with the Consolidated Fund. For meeting such
exigencies, advances are made to the executive
from the contingency fund which is subsequently
reported to the Parliament for recoupment from

CA Mohnish Vora

(MVSIR)
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III)

of Fiscal Policy

Instruments IV) Fiscal policy for long-run

economic growth

VI) Limitations of
fiscal policy

V) Fiscal policy for
reduction in inequalities of
income and wealth

\.\.\\\I\l\ﬂn:mzm

,mann_ policy involves use of government

3 mvhzom:m.

M taxation and
» borrowing
to influence both-

5 pattern of economic activity and
m_nea_ of growth of agg. demand, output u:a@

employment

Objectives )¢
The most common ob jectives of fiscal policy are:
- Achievement and maintenance of full employment :
7> Maintenance of price stability, ,
5 Acceleration of rate of economic development :
» Equiteble distribution of income and wealth |

The importance as well as order of priority of these

objectives may vary from country to country and

from time to time. For instance-

» stability and equality may be the priorities of
developed nations,

7 economic growth, employment and equity may
get higher priority in developing countries

2

Expansionary fiscal policy h

It is designed to stimulate the economy during
contractionary phase.

* increasing aggregate expenditures, and

» decrease in taxes

Thereby increasing aggregate demand in future
It leads to larger government budget deficit or
smaller budget surplus.

EFP is resorted 1o close the contractionary gap.

During deflation or during a period of sluggish
economic activity when the rate of utilization of
resources is less, EFP aims to compensate the

IT) Types of Fiscal Policy

Contractionary fiscal policy
designed to stimulat
.J\..ﬁ.!, <.

» decreasing cggregate ex

~ increase in taxes

e in future.
Tt leads to smaller government budget deficit or
larger budget surplus.

Thereby decrezasing aggregate

CFP is resorted to clecse the inflationary gap

If the state of the economy is such that its
growth rate is extracrdinarily high causing
inflation and asset bubbles, contractionary fiscal
policy can be used to confine it into sustainable

deficiency in effective demand by boosting
\_aggregate spending. L levels.
et fCIT)a)lGovernmenia(Public)iexpendsture
(" Fiscal policy relates to decisions that (Public expenditures are income-generating and include-

determine whether the govt's expenditure
is more or less than what it receives.

A reduction or increase in it may result in

significant variations in the country's total
income.
As such, public expenditure can be

instrumental in adjusting consumption and ﬁ

~
b d

Current expenditures to meet the day-to-day
running of government

made by the
and

lipments

in
infrastructure, and

Government

Transfer payments i.e. spending which

government
does not contribute to GDP because income is only
transferred from one group of pecple to another
without any direct contribution from the receivers

-

investment to achieve full employment.

Mohnish Vora (MVSIR)
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facilities, ports,
electrification of
hew areas etc.

During Recession

To reduce
It may initiate severity of
fresh wave of inflation and to
public WOrKs, 11 bring down prices
such as
construction of Govt ~ reduces
roads, irrigation expenditure ->

Reduced incomes -
> eliminate excess
aggregate
demand.

During H:*_n.zoj

MIL)b) Sl axes!

ALL)C)YIPUb]

:u_..oa where will

to_increase its
recession?

——=22T0N7

deficit  budge
financed either

v through m

The former
crowding out

~ Programme of pu

will

economy will be
track.

N—

of addition
expenditure).

~ Primary employment

~ If govt increases taxes-> it will be

self-defeating as increased taxes w
reduce the disposable

thus aggregate demand.
~ The govt should in suc|

incomes and

h cases go for a
which  may be

¥ through borrowing or

onetization (creation
al money to finance

runs the risk of
private spending.
blic investment

in public works

induce employment, and the

put on an expansion

govt find resources

CA Mohnish Vora (MVST ))

> Taxation policies are used for establishing
stability in an econony.

> Tax as an instrument of fiscal policy
consists of changes in-
v government revenues or
v inrates of taxes
aimed at encouraging or restricting private

expenditures on consumption and
investment.

> Taxes determine size of disposable
income > which determines aggregate
demand > & possible inflationary &
deflationary gaps.

Q During recession & de ression,

v Taxes are reduced> to encou
private consumption
investment.

0 During inflation,
¥ New taxes can be levied & rates of
existing faxes are raised - to
reduce disposable incomes and to

wipe off the surplus purchasing
power.

¥ However,

rage
and

excessive taxation
Prevents new investments and thus
govt has to be cautious about it

~ The extent of tax reduction and /or
increase in government spending required

depends on the size of the recessionary
9ap and the magnitude of the multiplier,

Public debt may be;

> Internal Debt

<<:m:mo<m13§m:+vcvgsm?aa_.Ko_..s peo
internal debt.

©

» External Debt

When government borrows from ocutside
| external debt.

(" Market Loans

Government issues treasury bills and government securities ofi
varying denominations and duration

which are traded in debt|

markets. 3

> For financing capital projects -> long-term capital bonds are
issued

> For meeting short-term

government expenditure -> treasury
are issued.

Small Savings

They represent public borrowings, which are nct negotichiz
not bought and sold in the market.

Eg- Schemes introduced for mo
Savings Certificates, National Dev

zing small savings such as Nationa
elopment Certificates, etc.

Borrowing from the public through the sale of bend
curtails the aggregate demand in the economy.

Repayments of debt by governments increase the
Ezn,\ in the economy and increase cogregate

V Making pdfs or photo-copies or selling backs of MVSIR
. NOT allowed. Strict legal action will be taken
> Join Telegram channel for updates~ @camvsir
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is simply a statement of
4 from taxes and other
and expenditures made by a

ces X
e vernment in a year.

pation’s 9
ot effect
te demand depends
ent's budget balance.

of a budget
on

e ™ on
P the
governm
anced budget: (Revenue = Exp)
cffect on aggregate demand
kages (taxes) = injections (exp)

0 Bal

No net
since leal

0 Budget surplus: (Revenues > Exp)
It has negative net effect on aggregate
demand since leakages > injections

It reduces national debt

O Budget deficit: (Revenues < Exp)
It has positive net effect on aggregate
demand since injections > leakages
It adds to the national debt

-

Demand-side policies unaccompanied by
es to stimulate aggregate supply
cannot produce long-run economic growth.

P

cal policy

aced by individuals and firms.
or example- (See next box)

influence economic growth
hrough its effects on the incentives

g

» Fiscal . :
cal “policies such as those invoiving ) [N LG ALLAL

>

_:?..&.w:.:ﬁ:_.n spending  generally  have
positive  supply-side  effects.  When
m%%m..:?mi supports  building a modern

Trastructure, the private sector is provided
with the requisite overheads it needs.

Government provision of public goods such as
education, healthcare, etc. provide
momentum for long-run economic growth
,._.719.6: human capital formation. Increase
in human capital makes physical capital more
productive.

..ﬂnxmm can have either positive or negative
impact on economic growth depending on
whether it encourages or discourages saving
and investment.

A well designed tax policy that rewards
innovation and entrepreneurship, without
discouraging incentives will promote private
businesses who wish to invest and thereby
help the economy grow. For example, an
increase in corporate taxes fo raise extra
revenue may have adverse consequences on
incentives and output.

Tax and spending policies (e.g. subsidies)
can be effectively used to correct market
failures resulting from externalities.

Increase in environment taxes increase the
cost of firms and reduce their output

Subsidies on inputs and support prices to
producers (e.g. farmers) generate higher

- 4: FISCAL POLICY

Business Economics

duct
wealth

("Disfribution of income 15 influenced by fiscal policy- y
Directly- Currant disposable incomes of are dependent on
direct taxes,

Q Indirectly- FPotential  for future earnings s indirectly
influenced
Few measures as fo hew govi exp & taxes can be manipulated

redistribution of income..

to achieve desired
» Progressive dirzct tax system
» Indirect taxes can be diffarantial

More tax on Luxury goods, Less tax on Necessities

-
A carefully planned

redistributing income

the society. Spending programmes

measures for the disadvantaged

» Poverty alleviation programmes

> Free or subsidized medical care, zducation

policy of public e rure helps in
from the rich to the poorer sections of
targeted on welfare

> @ N

selec

» Infrasfructure provision on a sziectiv
+ Subsidized production of products of mas
» Public production and/ or grant of

sufficient supply of essential goods, and
ﬁ,\ Strengthening human capital for enhancing employability etc )

o

“
0
3
c
3

o
=
o
3

Notes:
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N: Bad Timing- It s possible that o:J f 8) Crowding Out "\.E WMWN@MMMNM_“_M.EQ for  palicy
expansionary policy is initiated when the ) ment may resort to ] ange
economy is already on a path of recovery During  recession, m.c<a.::_ creasing govt exp. ji. Decision Lag
N it iversa, expansionary fiscal policy by Increc: Delays in deciding on most approprigt, Policy
not . . :
2) Difficulties in instantaneously changing However, if taxes ?.n<n:cm of mci&v_.: are then iii. H.:w_n.:m:».o.:o.: _.nm. . .
governments’ spending and taxation policies sufficient for the _3n1nnmmﬂ. mv”ﬁ vw‘ﬂﬁoi_.:m Delays in bringing in legislation and __.zv_mam.;;?
i rernment increases its spending . h
3) Practically difficult to reduce Qovernment mmw“. the loanable funds from 4:@. market the iv. Havn..ﬁ.hkum " e -
spending on various items such as defence demand for loans increases and this pushes the | Outcomes of a policy are not visible for soms "

and social security as well as on huge

; . A interest rates up.
capital projects which are already midway.,

i dget
! I hen government increases the budg
® Decase s _camnot be skl maslly anﬁ_n_.ﬁ<w,\<< mM._:Mm bonds or treasury bills, the

because many huge projects such as i ivate sector
- : amount of money with the private -
highways and dams have long gestation decreases and consequently interest rates will be

inAd
period. pushed up.

5) Certain fiscal measures cause .
s " . i i the ones
disincentives. For eg, increase in profits As a result, private investments, especially

Tax may codversely offect the incentives which are interest- sensitive, will be reduced.
of firms to invest and an increase in social . . : o
mmnclaﬂ benefits may adversely affect Fiscal policy becomes ineffective as the decline in

incentives to work and save private spending partially or completely offsets
a the expansion in demand resulting from an increase

6) Deficit financing increases the purchasing in government expenditure.
ower of people. The production of 6/S, in . . . .
under-developed countries may not cafch Thus, an increase in the size of government spending
up simultancously, resulting in prices during recessions will ‘crowd-out’ private spending in
spiraling beyond control. an economy and
> lead to reduction in an economy's ability to
7) Increase is government borrowing creates self-correct from the recession, and
perpetual  burden on even future » possibly reduce economy’s prospects of
L generations as debts have to be repaid. L long-run economic growth.

Na]
e e T T —
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Joney is something that holds its value over time

. €an be easil
nto prices and is widely accepted. ¥ NFons(Ed
in1o ¥ !

..+ Money- Fiat money (aka. token money) has no intrins
vw“%\_m@«ﬂr& is, it has no value if it were not used as

nedium of exchange as govt has, by law, made them
means, they serve, by law, as means of payment.

ic value (materially
S money. It is used as
legal tender," which

Definition of Money

- . )
ney can be defined for policy L
sw owwm os the set of liquid financial As a m._.n+_u..._no_. nm.:n.nv._.. money
Wwﬂl}n VaNEAIB i $he. Stoek of nw:_a include n_mln_: liquid liabilities
sssets, ] oT a particular set of financial
: egat " bt
E_nrg_.mo”uhﬂsﬁvoﬂ on aggregate intfermediaries or other issuers'.
BCONOM .

Characteristics of Money . -

7 generally acceptable

7 durable or long-lasting

7 effortlessly recognizable.

r difficult to counterfeit i.e. not easily reproducible by people
7 relatively scarce, but has elasticity of supply

7 portable or easily transported

7 possessing uniformity; and

" dvisble into smaller parts in usable quantities or fractions without losing
value

Money should be: : ) :

SUperICHarFIBEER:

THE CONCEPT OF MONEY. DEMAND! IMPORTANT THEORIES

‘Business Economics

Functions of Money

1) Convenient medium

2) Explicitly defined unit of value or
unit of account

of exchange #

3) Serves as a unit or standard of deferred

payment 4) Store of value

Demand for maney

(>

~

>

>

>

>

N

If people desire to hold morzy, we say there is demand for money. )
Demand for money is in the nature of ceri
for its purchasing power.
The demand for money is
v Demand for real balances or liquidity (wish to have command
over real goods and services - for day to day expenses)
v Demand to store (for future
contingencies/requirements)

ved demand; it is demanded

Demand for money has an important role in the determination of
v interest, (Int rate rises, opportunity cost of holding money rise
money demand falls)
v prices and (Price level rises,
transactions)

v income. (Higher income, higher expenditure; richer people hold
more money)

money demand rises for

Innovations such as infernzt ban

. application based transfers and
automated teller machines redu ed for

Tor nolding

O

A Mohnish Vora (MVSIR)
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V) Friedman's Restatement
of Quantity Theory

IV) Inventory Approach
to Transaction Balances

I) Classical Approach: II) Cambridge || III)Keynesian Theory
| Quantity Theory of Money Approach of Demand for Money

IT) Cambridge Approach
(& I) Classical Approach: ( }am

» Aka Cash Balance Approach or Neo-Classical Theory
> Given by Irving Fisher in his book 'The Purchasing Power of Money'
published in 1911,
> As per QTM, money ih circulation (M) & price level (P) are directly
related to each other. (Linear) That is, changes in general level of
commodity prices or changes in the value or purchasing power of money are

determined first and foremost by changes in the quantity of money in
circulation.

» Money increases utility in the following two ways-
1) Split-up of sale and purchase to two different points of ..
(represents transaction motive) _
2) hedge against uncertainty. (money- a *mBESQ Sters |
wealth) :

> Since sale & purchase do not take place simultaneously, peopls 1)

> QTM is aka. ‘equation of exchange' or “transaction approach’ ‘temporary abode’ of purchasing power as hedge against uncertainy,
MV = PT

Where, M = total amount of money in circulation in economy

V = transactions velocity of circulation i.e. no. of times money changes hand

P = average price level (P= MV/T) ; PT = Total demand of money

T = the total number of transactions ; MV = Total supply of money

It depends partly on income and partly on wealth and interest rates

-> Higher the income -> greater the transactions -> greater denens

money. Demand for money was determined by need to conduct transee's

which will have a positive relationship to value of aggregate expenditurz
Md = k PY

Where, Md = is the demand for money balances,

Y = real national income,

P = average price level of currently produced goods and services

PY = nominal income ,

k = Cambridge k = proportion of nominal income (PY) that pecple s

hold as cash

» Later, Fisher extended the equation of exchange to include demand
(bank) deposits (M) and their velocity (V)
Expanded Form : MV + M'V' = PT
Where, M = the total quantity of credit money
V'= velocity of circulation of credit money

> Assuming full employment prevails - T, V, V' remains constant

> As per QTM, people would hold money in a quantity proportional to total
fransactions irrespective of interest rate [ More Transactions -> More

\___Demand of Money ]

CA Mohnish Vora (MVSIR)

> Above equation explains that demand for money (Md) equals k prepe™
of the total mone

,
m > How much money will be demanded as per Cambridge Approach?

income.
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According to Keynes' Liquidit
Transactior

a) Transactions motive
ed for cash for current transactions for

Y ?.Sn.ﬁ.mznm Theory', people hold money (M) in cash for three motives:
s motive, 1_,nno::c:o1< motive, & Speculative motive

c) Speculative motive

The ne . > People demand to hold money balances to take advantage of the future changes ‘_.s t

orsonal and business exchange (income motive & terest, which is the same as future changes in bond prices. (fo 2xploit any atfractive

“E_zﬂm motive). ] . opportunity)

Money S demanded to .Uﬂ_n_mn the time gap . )

petween receipt of income and  planned Keynes assumed that expected return on money is zero, while expected returns on bonds are of ;
expendifures. Two types, namely: interest payment & expected rate of capital gain

Transaction demand for money is directly related

1o level of income = I MapketaV Interest _
Lr = kY : f
Where, Lr, is a.rm transactions amao:a.ﬁow money, |: | Current rate of _ Critical rate of Current rate of < Critical rate of
k is the ratio of earnings which is kept for i| interest (rn) > Cinterest (ro) interest (rn) interest (rc)
ions ses ' e
ﬂm:”ﬂw“ﬂz_ﬂcmvo i| People expect a fall in interest People expect a rise in inferest
: Chig =z rate (rise in bond prices) rate (fall in bond prices)
)i — ~
o b) Precautionary motive : ( People would hold their wealth in the form of liquid cash
Individuals & businesses keep a portion of their |i| People will convert their cash rather than bonds because-
income to finance unanticipated expenditures i | balances into bonds- > loss suffered by way of interest income forgone is small
which may occur due to unforeseen and |!| > To earn high rate of return on > can avoid the capital losses
tnpredictable contingencies. - bonds, or > refurn on money balances will be greater than the return
i| »they expect capital gains on alternative assets
Keynes regarded the precautionary balances as | resulting from a rise in future > If interest rate does increase in future, bond prices will
icome elastic and not very sensitive to rate of | bond prices fall & idle cash balances held can be used to buy bonds nA;
EE& inelastic) B m | 2,2. price and can thereby make a capital-gain in future

‘A Mohnish Vora (MVSIR)
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0
IS ffitedant

—’ Individual's Speculative Demand for Money L

T

re

Interest Rate

Zv

rn < rc

Ni2

Speculative Dermand tor NMoney

Aggregate Speculative Demand for Money

4

e

Interest rate

n

\

Liquidity Trap
Region

To

CA Mohnish Vora

M M2
Speculative Demand for Money

(MVSIR)

M, M

\J

=

s ectation

» When interest rates fall fo very low _n<m4_.:o+3ﬂﬂqmwwn?lrmw
is that since the interest rate is very low i n&o_&u
lower and that in all possibility it will move up 3

» When interest rates rise, the bond vlnwm will fall (interest
rates and bond prices are inversely related).

» To hold bonds at this low inferest rafe is to ,Exn. o_manﬂ“
certain risk of a capital loss (as the interest rate rise

bond prices fall).
» Thus,

QO desire fo hold bonds is very low and approaches zero, and
QO demand to hold money in liquid form approaches infinity.

> The speculative demand becomes perfectly elastic with
respect to interest rate and the speculative money demand
curve becomes parallel 1o the X axis.

» This situation is called a 'Liquidity trap’. In such a situation,
the monetary authority is unable to stimulate the economy
with monetary policy.

> Since the opporfunity cost of holding money is zero, even if
the monetary authority increases money supply to stimulate
the economy, people would prefer Yo, hoard money.

.mo:mmacni_v: excess funds may not be converted into new
investment.

» The liquidity trap is synonymous with

ineffective monetary

(MPORTANT TH

|||||| Fem———---

e meeeeeemeeeeedcccccccccccccmcaan

EORIES

VOM*IK&*:GM_E_
developments in Ty,
Demand fopr ses_w ¢

IV) Inventory Approgch
Transaction Balgngy

k|

V) Friedman's Restateny}
of Quantity Theary |

VI) Demand for Money ]
Behaviour toward Ri

policy.
\___

Y
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VI) Demand for Money as Behaviour J
toward Risk

V) Friedman's Restatement of Quantity Theary

] » by Baumol and Tobin (theory is aka
_<M=§.< Theoretic Approach), in which money

Milton i W
weal cash balance’ was essentially viewed as Friedman (1956) extended Keynes
or e

: Given by Tobin in his article, 'Liquidity
speculative money demand within the framework

Bl e
Preference as Behaviour towards Risk

ainventory held for transaction purposes. oﬂﬁ nm.wnhvvlnm theory. Demand for money is (1958)
affected by-
Is assume that there are two N . o
'y Tnventory _ﬂ&_.ﬂ value: > Permanent income (present expected value of According to Tobin, an individual would hold
pedia for storing all future income) an optimally structured wealth portfolio
1) Money & ~ Relative returns on assets. (which incorporate which is comprised of bot!

cninterest-bearing alternative financial asset

risk)

> Bonds- (provides return for the risk
borne) and
> Money- (No return, but also no risk)

s There is fixed cost of making ftransfers

botween money & alfernative assets eg. Friedman's four determinants of the demand for

money
brokerage 1) Total wealth = Permanent Income / discount The rational behavicur of a risk-averse
»As per Baumol, people hold an optimum rate economic agent induces him to hold an

Where, discount rate is average return on five
asset classes in money, bonds, equity, physical
capital and human capital.

combination of bonds and cash balance, i.e., an

optimally structured wealth portfolio which
amount that minimizes opportunity cost.

is comprised of both bonds and money.

7 The level of inventory holding (holding money in
cash)-
isDIRECTLY RELATED to

The overall expected return on portfolio

2) Positively related to the Price Level, P would be higher if portfolic were all bonds

but an investor who is 'risk-averse’ will be
Qlrcome of person 3) Rises if opportunity costs of money holdings willing fo exercise a trade- off and
Q0ost of making transfer between money and (i.e. returns on bonds and stock) decline sacrifice to some extent the higher return

bonds for a reduction in risk.
4) Inflation - Positive inflation rate reduces the
real value of money balances, thereby

increasing the opportunity costs of money

ﬁ holdings
Na

LiSINDIRECTLY RELATED to

uﬁeszm cost - (interest income foregone by
u”_o_a_é money)
un

Just as Keynes' theory, Tobin's theory
implies that the demand for meney as a

store of wealth depends negatively on the
\_inferest rate.

ber of times bond transaction are made W,

y
A Mohnish Vora (MVSIR)
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MONEY SUPPLY

Rationale of measuring money supply

available with public

» _Two things about any measure

The term money supply denotes the total quantity of money

of money supply:

X

]

~

|
The supply of money is a stock
variable ie. it refers to the
total amount of money at any
particular point of time.

It is the change in the stock
of money (say, increase or
decrease per month or year),
which is a flow.

J

(The stock of money always
refers to the stock of money
available to the ‘public’ as a
means of payments and store of
value.

This is always smaller than the
total stock of money that
ﬁ really exists in an economy.

Empirical analysis of money supply is important because-
1) Facilitates analysis of monetary development
causes of money growth.

2) Provides a framework to evaluate whether stock of money in econor,
consistent with- standards for price stability and to understand ths s
deviations from this standard. It helps central banks in making x,,\\ﬁn»\ it

s to E.osn_n an c:qm_,maa_s

Y |

e -

J

> ‘'Public’ is defined to include all

economic units (households,

firms and institutions) except the producers of money (i.e. .}m
government and the banking system).

and local bodies.

> Government = Central Government and all State governments

> Banking system means RBI and all banks that accept demand
deposits (i.e. deposits from which money can be withdrawn by
cheque mainly CASA deposits).

> ._.rcm 'supply of money’ EXCLUDES

interbank deposits and
D

0O money held by banking

money held by government and
system

~

High powered money
or Monetary Base

¥

ﬁ Credit Money
¥

ﬁH.q is issued by monetary authorities, )
which is the source of all other forms
of money.

The currency issued by the central
bank is 'fiat money' and is backed by
supporting reserves and its value is
guaranteed by the government.

Banks  create  money
supply in the process of
borrowing

transactions

; public. *

and  lending

enaing

with the

L

—J

~

_ High powered money + Credit Money

= Total money stock of a @

N

et

P .ﬂ‘ﬂo".

mvsir:in




has
2 t+ of money
The no:nm% evolution from
we, Q_M to Meta Currency to
di iqi cy.
| “ aurrency o Digital Currency
| pope”

i de
1 in technology has ma
Y.%%n_ﬂwz?n the development of
o %N:: of money viz. Central
Lt ol Currencies (CBDCs).

en exploring the pros
y Rl Jmao_wwmwﬂ.omcnﬂo: of CBDCs &
ord ”_,33_< engaged in working
g n& a phased implementation
a_auo& for the issuance of its own
Mw‘ma .hcmm:o_ Rupee .ANMH_. with
ninimal or no disruption to the
financial system.

; Reserve  Bank broadly defines
«8DC" as the legal tender issued
by o central bank in a digital
frm. It is akin to sovereign paper

rrency but takes a different form,
exchangeable at par  with existing
arrency and shall be accepted as a
medium of payment, legal tender and
o sofe store of value. CBDCs would
appear as liability on a central bank's
balence sheet.

Also, Crypto  currencies face
significant legislative uncertainties
ord are not legally recognized in
Iidia s currency. Hence, these are
tt categorized as money. In 2018,
RI had barred banks or other
financial - entities from dealing with
Virtual cryptocurrencies.

_

A Mohnish Vora (MVSIR)
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Since July 1935, RBT h

)

Bol

D k

Business Economics

as been com

From 1967-68, a 'b
published by RBT.

—H

> piling & disseminating monetary statistics. Till 1967-68, RBI published a single 'narrow 4
measure of money supply’ > Old M1 = Currency (+) demand deposits held by the public.

roader’ measure of money supply, called ‘aggregate monetary resources’ (AMR) was additionally

mmﬂm_‘ﬂvlruouﬂ following the recommendations of the Second Working Group on Money Supply (SWG), RBI has been
|_Publishing data on four alternative measures of money supply denoted by M1, M2, M3 and M4 besides reserve money (MO).

Reserve money is also known as-
central bank money, base money or,
high-powered money

Reserve money determines -

> level of liquidity and

> price level in economy and,

thus, its management is of crucial
ﬁavolo:nn to stabilize the economy.

Currency in circulation
Bankers' deposits with RBI
Other deposits with the RBI
Reserve Money (MO)

Currency with Public

Demand deposits with banks
(Current A/c & Saving A/c)

Other deposits with RBI

M1 (Narrow Money)

~ Bescending order of | -
m M1 (Most PTL\_.:\& &
+ | Savings dep with Post Office M4 (Least Liquid)
M2 ~ 'Other deposits’ with the RBI excludes
1 those held by the government (Central
M & State Govt.) J
+| Time deposits with Banks e TINT 50 YY)
M3 (Broad Money) ‘ Lle
Bank Reserves @ @
M3
Bank Deposits
, | Total dep. with Post Office — - ..._w ....... 8 .‘.....W@ —
(excl. National Savings Cert.) |~ =~~~ 777 TTTTTTTTTTTIIITTITTI T e
M4 Notes:
Notes in Circulation
+ | Circulation of Rupee Coin
+ | Circulation of Small Coins :
- | Cash on Hand with Banks
Currency with Public

Note- Making

e

pdfs or photo-copies or




There are 2 alternate theories in
respect of determination of money
supply.

1) First view, money supply is
determined exogenously by the

central bank.
2) The second view, holds that the
money  supply is  determined

endogenously by changes in the
economic activities

The current practice

is to explain
the determinants of

money supply

based on 'money multipli

er approach’,

CA Foundation New Syllabus A

to increase by a multiplied amount. It is the ratio of stock of money to stock om‘r_.mr.vosm_,

tary bas<e

causes the

[

Q”ﬁ
ed So‘_n\

Money supply QSVJ
Money Multiplier (m) =
Monetary Base (MB)

where, Monetary Base = Currency in circulation
+ Bank reserves

Money Multiplier (m) =

where,

¢ = currency ratio = currency / deposits

r = required reserve ratio = required reserves / deposits
€ = excess reserve ratio =

r+e=+c¢

excess reserves / deposits

[

If we assume- : ( m=1/R
1) Banks never hold excess reserves. (ez0) formula can also be referred to as the
2) Individuals and non-bank corporations never hold Credit Multiplier or Deposit Multiplier or
currency (¢=0) ! Deposit Expansion Multiplier

e

Then, money multiplier is reciproc
reserve ratio,

Money Multiplier (m) = 1
1

cal of the required

created by commercial

has in excess of central
requirements,

bank

It describes amount of additional money

bank  through
process of lending the available money it

S reserve

Money multiplier approach to money suyp
propounded by Milton Friedman and A
Schwartz, (1963) considers +hree factors ¢
immediate determinants of money su

1) Stock of high-powered money (H)
Depends upon Behaviour of Central Bank
2) Reserve-ratio (r) = R / D

Depends upon Behaviour of Commercial Banks

wvﬁcswnzov.onvouinn:.o ﬁ&uh\o
Depends upon Behaviour of Public

e —

h,,,.

s T :A‘m‘m m

g T\ £
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h-powered money (H)
haviour of Central Bank

D
§o=n< m.—onT

| pultiplier an

d the monetary base (H) is
lled by the monetary authority.
Other factors being nosm.ﬁo:ﬁ .._.o.qo_ mcvm:\
£ money in economy varies directly with
w:nmc ly of high-powered money.

¥ Nv..nmw.m?n-qn+mo (r) = R
ep i f Commercial Ban
|Depends upon Behaviour o

Tf required reserve ratio increases - J
+ banks will decrease lending,
» causing a decline in deposits

and hence money supply will decline.

| 1f required reserve ratio decreases -
1 > banks will increase lending,

¥ causing a rise in deposits

and hence money supply will increase.

Smaller the required reserve ratio ->
| larger will be the money multiplie

Excess Reserves

_ Excess Reserves (ER) are funds that a bank
: keeps as reserve beyond what is required by

regulation as a buffer against unexpected
b events requiring cash.

_

4

Excess reserves (ER)
L.° Total reserve (TR) - Reqd. Reserve (RR)

)

Excess Reserves of commercial
banks do not lead to any
additional loans, and thus, do
not lead to creation of money

Smaller the excess reserve

ratio -> larger will be the money
multiplier

Cost  of  holding  excess
reserves = opportunity cost, i.e.
the interest that could have
been earned on loans

When costs to bank of holding
ER (market rate of interest)
rises , level of ER falls -> m will
be larger

If banks fear that deposit
outflows are likely to increase
(that is, if expected deposit
outflows increase), banks will
want more assurance against
this possibility and will increase
ER ratio. Thereby m will fall
Eg- During festival season,
people decide to use ATMs very
often

A Mohnish Vora (MVSIR)
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3) Currency Deposit Ratio (c) = C /D
Depends upon Behaviour of Public

ﬁ

Demand deposits undergo n ple expa s while currency in your
hands does not.

If public decides fo keep morz money in pocks? and less money in
bank. It leads to an increase in currenc tio and banks can create

only less credit money. Thus m fall

Eg- Fearing shortage of money in ATMs, people decide to hoard money

Currency-deposit ratio (c) also represents degree of adoption of )
banking habits by people. It is affected by the degrezz of financial
sophistication in terms of ease and access to financial services,

financial innovations, etc.

Eg- 1) Banks open large number ATMs all over the country, or
2) E-banking becomes very commen and nearly all people use them

ATMs let people to withdraw cash from bank as & when needed, reduces
cost of conversion of deposits to cash & makes deposits relatively more
convenient. People hold less cash & more deposits, thus reducing
currency-deposit ratio; increasing money multiplier & money supply

J

a

The time deposit-demand deposit ratio ( TD/DD ratio ) i.e. how much
money is kept as time deposits compared to demand deposits.

|

An increase in TD/DD ratio means that greater availability of free
reserves which leads fo increase in volume of multiple deposit expansion
& thus, high multiplier

Canm = 0?2 It may happen when- interest rates are too low &
banks prefer to hold deposits as excess reserves with no risk
ched to

atta it
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Effect of government expenditure on money supply

"o ' h\ | “hAe.
ﬁ.s\rn:niwa central and state governments nmmr vn_nsnwm. fall shorr o 18
minimum requirement, they are eligible to avail of a facility called v/.,. '}

o o3 ¢
Means Advances (WMA)/overdraft (OD) facility.

Business CoNomics
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Monetary Policy and Money Supply

N\

If the central bank of a country wants to stimulate economic activity
it does so by infusing liquidity into the system.

Eg - Open Market Operations (OMO) by central voqrm.
OPurchase of government securities injects high powered money
(monetary base) into the system.

When RBI lends to governments under WMA /0D, _4. results _.zgrm m“.c..”,.w
of excess reserves (i.e., excess balances of commercial banks with the Reser,

Bank).

Assuming that

> banks do not hold excess reserves and

> people do not hold more currency than before &

# also that there is demand for loans from businesses,

credit creation process by banking system will create money to the tune

This happens because when government incurs expenditure, it involves dz- +
the government balances with the Reserve Bank and crediting the reczive- (¢
e.g., salary account of government employee) account with the commercial bank |

of 1 The extra reserves thus created can potentially lead to an increasz in m
A Money Supply = R X A Reserves supply through the money multiplier process.
—

Monetary Policy Defined The Monetary Policy Framework Objectives of monetary policy
RBI Act, 1934, in its preamble sets out ﬂ_,..
objectives of the Bank as ‘to regulate tre
issue of bank notes and the keeping
reserves with a view to securing monz'c
stability in India and generally to operate
the currency and credit system of the
country to its advantage'. ,
.,_._._n primary objective of monetary
IS maintenance of judi b

(_between price stability & economic qrow

=
?,:n central bank, in its execution of |
monetary policy, functions within an
articulated monetary policy framework
which has three basic components, viz.

(i) objectives of monetary policy,

—

ﬁ.\ RBI uses monetary policy to manage economic fluctuations &
achieve price stability, which means that inflation is low and
stable.

> RBI conducts monetary policy by adjusting supply of money,
usually through buying or selling securities in open market,

~ Open market operations affect short-term interest rates,
which in turn influence longer-term rates & economic activity.

v When RBI lower interest rates, monetary policy is easing.

v When it raises interest rates, monetary policy is tightening

CA Mohnish Vora (MVSIR)

(ii) analytics of monetary policy which
focus on transmission mechanisms, &
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(iii) operating procedure which ﬁoncmnmg

on operating targets & instruments
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Transmission of Monetary Policy
\\‘I\\|

¢ ic gr
, intenance of economic g . 4
1) M__Mm_“q.._sm an adequate flow of credit to productive sectors
w custaining a moderate structure of interest rates to
encourage investments, )
4) creation of an efficient market for government securities,

rowth

'| The transmission of the monetary policy describes how changzs ::.an by RBI to its
i | monetary policy settings flow through to econsmic activity and inflation.
i | Insimple terms, the transmission can be summarised in two stages.

1. Changes to monetary policy affect interast rat2: in the economy.

2. Changes to interest rates affect cconomic acti /ity and inflation

| 1) Saving and Investment Channel ] 2) Cash-flow Channel ][ 3) Asset Prices and Wealth Channel |
This channel typically affects consumption, housing W>>o:m+2.< policy influences interest rates, which ) ( Asset prices and people’'s wealth influence )
investment, and business investment. affects the decisions of households and || how much they can borrow & spend. This
» Lower interest rates on bank deposits reduce businesses by changing the amount of cash they channel affects consumption & investment.
incentives of households to save their money. have available to spend on goods and services.
. Instead, there is an increased incentive for them )

> Lower interest rates support asset
prices (such as housing & equities) by
> A reduction in lending rates reduces interest enccuraging demand for assets. One

repayments on debt, increasing the amount of reason for this is that the present
. households to borrow more as they face lower cash available for households and businesses to discounted value of future income is
v repayments. Lower lending rates support higher spend on G/S.

f

higher when interest rates are lower.
. demand for assets, such as housing

to spend their money on G/S.
> Lower interest rates for loans can encourage

> Higher asset prices also increase the
'»Lower lending rates can increase investment > At the same time, a reduction in interest rates equity (collateral) of an asset that is
spending by businesses (on capital goods like new reduces the amount of income that households available for  banks to lend against.
equipment or buildings). This is because the cost of and businesses get from deposits, and some This can make it zasier for households
borrowing is lower, and because of increased may choose to restrict their spending and businesses to borrow.
demand for the goods and services they supply. ) . o > An increase in asset prices increases
This means that returns on these projects are now These two effects work in opposite directions, people's wealth. This can lead to higher
more likely to be higher than the cost of but a reduction in inferest rates can be expected consumption and hcusing investment as
borrowing, helping to justify going ahead with the to increase spending in economy rocmnrm_n_m generally spend some share
projects. ) \_(with the first effect larger than the second) ) of any increase in their wealth ;

LA Mohnish Vora (MVSIR)
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4) Exchange Rate Channel

The exchange rate can influence

sectors that are export-oriented or

exposed to competition  from

imported goods and services.

> If RBI lowers cash rate it means
that interest rates have fallen in
India compared with interest
rates in rest of world (all else

being equal).
> Lower interest rates reduce
returns investors earn from

assets in India (relative to other
countries). Lower returns reduce
demand for assets in India (also
for Indian rupees) with investors
shifting their funds to foreign
assets (and currencies) instead.

A reduction in interest rates
(compared with rest of world)
results in a lower exchange rate,
making foreign goods and services
more expensive compared with
those produced in India. This
leads to an increase in exports
and domestic activity.

A lower exchange rate also adds
to inflation, as imports become
more expensive in Indian rupees.

\U

)

‘The toolt e bplied !
,:wwgwu& &MWU__E“ jehrdsimanuracturingisag

tHeRpollcyathat: [HpactmoneyastpE

Qartitatetold X, oply in the entire economy,

RleUlture; automobile; housingiiete

Banks are required to keep aside a set percentage of cash

Reserve io is of two types | ——o___
1. nmwo reserves or RBI approved assets. Reserve ratio i Typ
. . . I./
Banks are required to set aside this portion in cash with the
I/
Cash Reserve | RBI. ) .
la. n“”_.o Ammnv The bank can neither lend it to anyone nor can it earn any —_
interest rate or profit on CRR
Banks are required to set aside this portion in liquid assets -
m..:_ﬁcwoi such as gold or RBI approved securities such as government
1b. _La:.i.? securities. Banks are allowed to o —_—
Ratio (SLR) earn interest on these securities, however it is very low.
In order to control money supply, the RBI buys and sells | —
government securities in the open
market. These operations conducted by the Central Bank in the
open market are referred to
Open Market | as Open Market Operations. When the RBI sells government
2. | Operations securities, the liquidity is sucked from the market, and the
(OMO) exact opposite happens when RBI buys securities. The latter is

done to control inflation, The

objective of OMOs are to keep a check on temporary liquidity
mismatches in the market,

owing to foreign capital flow

CA Mohnish Vora (MVSIR)
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The RBI prescribes a
certain margin  against
collateral, which in turn
impacts the borrowing
habit of customers. When
the margin requirements
are raised by the RBI,
customers will be able Yo
borrow less

The interest rate at which RBI lends long term funds to banks
is referred to as the bank rate.

Bank rate is used to prescribe penalty to the bank if it does
not maintain the prescribed SLR or CRR

Moral suasion

By way of persuasion, the
RBI convinces banks to
keep money in government
securities, rather than
certain sectors.

Selective
* | credit control

Controlling credit by not
lending fo selective
industries or

speculative businesses.

Market
Stabilisation
¢ | Scheme
(Mss)

Under Mss the
Government  of India
borrows from the RBIL
(such  borrowing being
additional to its normal
borrowing  requirements)
and issues freasury-
bills/dated securities.

1. | Bank Rate
However, presently RBI does not entirely control money
supply via the bank rate. It uses Liquidity Adjustment Facility
(LAF) - repo rate as one of the significant tools to establish
control over money supply.
Liquidity ] . L
2. Adjustment RBI uses LAF as an instrument to adjust liquidity and
Facility (LAF) | Money supply. The following types of LAF are-
Repo rate is the rate at which banks borrow from RBI on a
short-term basis against a repurchase agreement.
2a. | Repo Rate Under this policy, banks are required to provide government
securities as collateral and later buy them back after a pre-
defined time.
It is the reverse of repo rate, i.e., this is the rate RBI pays
2b Reverse Repo | to banks in order to keep additional funds in RBI.
* | Rate It is linked to repo rate in the following way:
Reverse Repo Rate = Repo Rate - 1
inal MSF Rate is the penal rate at which the Central Bank
>>n..m=._n lends money to banks, over the rate available under the rep
3. Standing policy. Banks availing MSF Rate can use a maximum of 1% of
Facility SLR securities.
(MSF) Rate

MSF Rate = Repo Rate + 1

A Mohnish Vora (MVSIR)
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.............................................. CHAPTER 8 - MONEY MARKET | o e R
o Banks can deposit sy,
People deposit money in bank- them 1o pa et
X ‘em to RBY Sty
» Demand Deposits- SA, CA ZU.Z-
~ Time Deposits- FD etc CRR o w .
o 0 '
Speaified % of NDTL Rs 500 cr When R8I berrows money fron
required to  be RBI + selling them securit om cor, "
mantained with R8T o5 (hich gy,
= an nm,.nnah___“ 1o repurchase s, ., u K
~ on a mutuclly egrezd futye, ¢,
o - 1]
Asset for depositors Required Reserves- Actual Reserves - at an agreed price which _Rn.,.ma
Licbilities for Bank - NDTL SLR CRR: 4% = Rs 20 Cr  CRR = Rs 20 Cr funds berrowed. g
Specified % of NDTL required to
é be maintained with Bank itself in SLR: 20% = Rs 100 Cr SLR = Rs 150 Cr !
.?«m: OM ..\\ N Interest rate peid by RSI fge e
» Casl - S i is -"Reveree Bom b.. N
) W : " commercial benks is -"Reverss Repo Ry
\O/ » un-encumbered Instruments Cash Gold Gov Sec.
{ | N 80 Cr 20 Cr 50 Cr '
| ! RBI abserbs ity, en en Overnight by ¢
| R . . v banks against collateral able =
i s 500 cr Funds available  with g of elighle g
bank for giving loans Excess securities under the LAF e
| . 3 (Loanable Funds) Cash
1 50 Cr
Y
i extended to scheduled commercial banks RBI, being barkers' bank. c«ts 3 3 et
(o) and primary dealers to avail liquidity on an overnight basis o last resort
against collateral of government securities
NDTL ! NDTL MSF would be last rasort for bos e
Rs 500 cr _ When banks face liquidity crunch (short period) Rs 500 cr exhaust all berrowing cptices inchang Li*
[i Banks can borrow ?:.Au from RBI (using LAF
| window) against collateral of government securities )
Required Reserves- Actual Reserves- cren 1 i Required Reserves- Actual Reserves- MSF ...?ﬂmu J the facility undes wher K2
o - - Re otep commercicl banks can-
CRR: 4% = Rs 20 Cr CRR = Rs 20 Cr Bank sells securities (excess available over SLR Req) CRR: 4% = Rs 20 Cr CRR = Rs 20 Cr » borrow odditonal emamt of oyt ¥
SLR: 20% = Rs 100 Cr SLR = R< 150 ¢ & receive cash -> RBI buys securities & parts with . from RBI
T cash. SLR: 20% = Rs 100 ¢r SLR = Rs 100 Cr + over and cbove what is cvaidedie 1o Pes ¥¥
- - Step 2 i S sl
Cazh ! Gold Gov Sec. ! Securities are repurchased by original holder (bank) ‘ ’ ‘ o .r(.“.“.u _“. o "
s0cr 20cr 80 cr | The bank pays to RBI amount originall ived. - up toalkmi < o)
' . | plus return on money for the :ch,%._uﬂn o“ _wﬂnv\nmiwm... nnouunr_- mﬂo_% mwwmnnn - at a panal rate of interest (WsF Rt
! S | which money was used, which is mutually agreed. ° r ’
| GoviSec The rate at which RBI lend . ' ot
! 50 Cr | ends money to banks as per No 5 valve cganst #4%°
b i Thi ides a safety F .
above process Is called Repo Rate nm.“ml.ww ® _“MM_Q shocks o the barrd Liis
Gov Sec
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v Bank of India (RBI) Act, 1934 was amended in ) )

es ; . =
ﬂ%on?_. giving a statutory backing to the Monetary Policy The RBI is mandated to publish a Monetary Policy Peport every six months, ano_:._:m the
Waa.mzo_.x Agreement. moc.‘n_na of inflation and the forecasts of inflation for the coming period of six fo eighteen
months

1 is an agreement reached between the Government of
M..,.a ond the RBI on the maximum tolerable inflation

The i e o . 1
«te that the RBI should target to achieve price stability., following factors are notified by the central government as constituting a failure to

mnzn<n the inflation target
e amended RBI Act (2016) provides for a statutory » Average inflation is more than upper folerance level of inflation target for any three
pesis for the implementation of the 'flexible inflation ERNEECUTIVE GuniRfens; or g

togeting framework'. Average inflation is less than lower tolerance level for any three conszcutive quarters,

—

e eement of an official Target range for mflation o) | T
lnown as inflation targeting.

The Expert Committee under Urijit Patel revised the
monetary policy framework, in January, 2014 & suggested
to abandon the 'multiple indicator’ approach and make
inflation targeting the primary objective of its monetary

policy.

The inflation target is to be set by the Government of
India, in consultation with RBI, once in every five years.

Accordingly, Central Government has notified-

7 4 per cent Consumer Price Index (CPI) inflation as the
terget for period from Aug 5, 2016 to Mar 31, 2021
with the-

/ Upper tolerance limit of 6 per cent and

Y lower tolerance limit of 2 per cenft, e,
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— (8 For e o e Sy dependareeoT
- e is exchange of G/S as ¢ JIRpre ) derdeveloped countries on
a:_ea_ %_ﬂwm 9 well as resources y of output of G/S, superior products, N impairs
coun . 2igr nations
o_mmm?u:mon:.o:m- M“ﬂ%ﬁ_n_“ﬂmﬁ +m+h.. a:ro:\wﬂ <o‘_:,n ,3“ products & cconomic  autonomy &
inv : i i o move up the global value chain 0 oolitical
mhﬂzn% residents o*.a_*?ﬂ,.n._i noc:.:._n.m 7) Opening up  of :nw\ 3‘“1\“:,_ cosults in numn:mmau\ Wrwwﬂxﬂn,? .
1 ‘aé_ém :.o:mnﬁ._c:m i H:m _v_m ncﬂ.n:n_nm broadening the productive base and facilitates e of nc ral \Ml_?\
/7 1 255 0j) 4ra LAl '
, greoter nosu._nx_QQmwhwn:MMM<mw: n_MnJmmzn_? of customers export diversification so that new production
and E%Qn_mm_ o e dactaneral gal  systems  business possibilities are opened up. Too much export orientation
Ec = g _ozn‘...n/lk 8) Trade can also contribute to human resource may distort actual
Benefits of International Trade development, by facilitating fundamental and nvestments away.
‘ . ; — applied research and exchange of know-how ) ) o
7y powerful stimulus fo economic efficiency & contributes to and best practices between trade partners. There is aften @ ook W
| economic growth and rising Incomes. 9) Strengthens bonds between nations & thus, R et e o”
| 2) Efficient deployment of productive resources to their best use | ___promotes harmony & cooperation in nations, D, ode Dol 4 _.nmn ﬂ & o
is a direct economic advantage of foreign trade. Greater | BT e ¥ frade policies or trading
i i ) partners. There are also many
cfficiency in the use of resources ensures productivity gains. p= risks in trade associated
o decrease the likeli ; D e i
I n_mA_u. 3%.““&“3 s beneficial to .;__xm__:ooa .3‘. domestic 1) Not equally beneficial to all nations. vo+m=._.i_J s:,,_a changes in governments
monopolies, | Y € community. ) unequal market access and disregard for principles policies  of  participating
3) Trade provides access to new markets and new materials & of fair trading. countries, such as imposition
enables sourcing of inputs internationally at competitive prices. of an impert ben, high
This reflects in innovative products at lower prices and wider 2) Economic exploitation> growing political power of impert  tariffs or trede
choice in ?.on_:nﬁ and services for consumers. It also enables corporations operating globally. Domestic entities 3

imports which are crucial for sustaining their economies. transnational cos.
4) International Trade necessitates increased use of automation,
supports technological change, stimulates innovations, and
focilitates greater investment in research and development
and productivity improvement in the economy.

5) Trade also provides greater stimulus to innovative services in
banking, insurance, logistics, consultancy services etc.

Note- Making pdfs or photo-
copies or selling books of
MVSIR is NOT allowed.
4) Trade cycles and the associated economic crises | IRl UGN T
occurring in a country get transmitted rapidly to taken
other countries.

3) Substantial environmental damage and exhausticn
of natural resources.

|
|
_
"
'
'
'
:
'
m
i i : can be outperformed by financially st
nations to acquire foreign exchange reserves necessary for |! performed by Tinancially —stronger
'
:
i
:
i
:
:
!
_
]
|
i
]
|
|
|
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1) The Mercantilists' View of International Trade
2) The Theory of Absolute Advantage

3) The Theory of Comparative Advantage

4) The Heckscher-Ohlin Theory of Trade

5) New Trade Theory - An Introduction

w of International Trade

The Mercantilists’

" ;
trade
ade

, and commercial affairs”.
Mercantilism according to Encarta
Dicticnary (2009), was the economic policy

in Europe from 16th to 18th centuries.

> Mercantilism advocated maximizing exports in
order to bring in more “specic"” (money in the
form of precious metals rather than notes)
and m zing imports through the state
imposing very high tariffs on foreign goods.

i wil
» According to Adam u...:_:._: n.nc:ﬁﬁ”ﬂ S
and export of commodity in W

advantage
» The principle of a
party (an individual,

quantity of a good, pro
the same amount of resources.

bsolute advantage refers
or firm, or country) to

duct, or service T

> This view argues that trade is a zero-sum
game’, with winners who win, does so only at
the expense of losers and one country's gain
is equal to another country's loss, so that
the net change in wealth or benefits among

the participants is zero.

> The arguments put forth by mercantilists
were later proved to have many shortcomings ;

by later economists

each of

| specialize in pr
has an absolu

> Adam Smith described principle of nvuo_”_.ﬂrvnnur“:,\ b
context of international trade, using labor as the 1put.

» Exchange of goods between two countries will take Emmm only if
two countries can produce one commodity at an

absolutely lower production cost than the other country

to the ability of a
vwo&cnm a mwwnwﬁ.
han competitors, using

antage in the

Gomtnodity]

"s\rmﬂ (units/hour)

_ Cloth (units/hour)

A has absolute advantage in production of wheat, so country A will

export & specialize in production of wheat

B has absolute advantage in production of cloth
export & specialize in production of cloth

CA Mohnish Vora (MVSIR)

The above theory explained that mutually gainful trade js

So country B will

possible.




given by By Ricardo m»ﬁﬂ%

Amm _o_<. . one nat
1 _.._m.r.nmm " fficient than ?nm. an absolute a_.mo%oinmn s:.LH
5 et to) other nation in production of all commodities

till scope for mutually beneficial trade

there IS °

Wheat (units/hour)
Cloth ?zzm\rocl 2

In above eg, A has absolute advantage in production of
both wheat & cloth

« Wheat [6:1]

« Cloth[4:2]

However, A has greater absolute advantage (comparative
edvantage) in case of wheat Hence A should specialize in
production & export of wheat

Further, B has lower absolute disadvantage (comparative
edvantage) in case of cloth. Hence B should specialize in
production & export of cloth

Douglas Irwin (2009) calls comparative advantage “good
news” for economic development. "Even if a developing
country lacks an absolute advantage in any field, it will
always have a comparative advantage in the production of
some goods,” and will trade profitably with advanced

economies.

,Q“_F::‘ _”.Q.h\

—_—

Aka. Factor-Endowment Theory of Trade
or  Modern Theory of Trade or
Heckscher-Ohlin Samuelson theorem

This theory states that comparative
advantage in cost of production is
explained exclusively by the differences
in factor endowments of the nations

Factor endowment' refers to the overall
availability of usable resources- labour
& capital

It states that a country tends to-

> specialize in the export of a commoadity
whose production requires intensive
use of its abundant resources and

> imporfs a commodity whose production
requires intensive use of its scarce
resources

Q Capital abundant country- Produce
and export capital-intensive goods
relatively more cheaply than other
countries.

0 Labour-abundant  country-  Produce
and export labour-intensive goods
relatively more cheaply than another
country.

J

occurs due
difference
countries’

/e costs

Trade
to
between

mparat
compara

abour 20

Based on
of value
Considered

factor

labour as
of
production one factor

(labour) model

Treats internaticnal
trade as quite
distinct from domestic
trade
Studies
comparative costs of
the

goods concerned

Diff in cost due to
differences in
productive efficiency
of workers

sole

Does not
account

Based on money cost -
more realistic.
Widened  scope

factors of production.
Itis 2-factor model
International trade
is only a special case
of inter-regional
trade.

Considers relative
which influence

comparative costs

Diff in cost due to

differences in factor
endowments

Considers factor
price differences as

differences
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NTT helps in understanding why
developed & big countries are
trade partners when they are
similar G/S. Eg- electronics, IT, cars
etc

Those countries with
advantages will dominate the
market and the

market takes the form of monopolistic
competition

Two key concepts give advantages to
countries that import goods to compete
with products from the home country

1) Economies of Scale- If firm

serves domestic as well as foreign
then it can reap benefit
scale of production &

+rad
raa

market
of large
increase profits.

2) Network Effects- The value of
G/S is enhanced as number of
individuals using it increases. This
is called bandwagon effect

Consumers like more choices but

they also want G/S with high

utility  and  network  effect
increases utility Eg- What's App
and software like Windows

CA Mohnish Vora (MVSIR)
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INSTRUMENTS OF TRADE POLICY

,n - Buyers m:.a sellers from separate economies
<o_§31_<?o&n with minimum of state interference

\ : . m
: It is a state policy aimed to protec !

protectionis. . a td ic |}
\ Dvg%oe& against foreign competition through the “M,nmmﬁm __
| tariffs. quotas n:a.:o:#oll trade policy instruments ._
g i : It refers +to opening up of :
\| " domestic markets to 6/S from rest of world by loweri :

| barriers. .

0Tcade palicy: It consists of all instruments that govts may use
| 3o promote or restrict imports & exports, Instruments of
trade policy are-

, price- related measures such as tariffs and

|, Non-price measures or non-tariff measures (NTMs).

ng trade

y

Iy Tariffs, (aka) customs duties are basically taxes
imposed on G/S which are imported or exported.

yIt is defined as a financial charge in the form of a tax
imposed at the border on goods going from one country to

trade

)They are the most visible and universally used
measures that determine market access for goods. ,
bInstead of a single tariff rate, countries have a tariff

chedule which specifies the tariff collected on every particular

Toriffs are aimed at altering the relative prices of 6/S
imported, so as to contract domestic demand and thus regulafe

Bthe volume of their imports

or duties

1) Specific Tariff- It is fixed amount of money per physical unit or .omno_d._.:m To
weight or measurement of commodity imported or exported. Eg- m.vnn:“_n tariff of
Rs. 1000 may be charged on each imported bicycle irrespective of its value.
Disadvantage- Its protective value varies inversely with the price of the import

2) Ad Valorem Tariff- When duty is levied as fixed percentage of value of
fraded commodity. A 20% ad valorem tariff on any bicycle.
This tariff preserves protective value of fariff on home producer, but it gives
incentives to deliberately undervalue good's price on invoices fo reduce tax
burden.

3) Mixed Tariffs- They are expressed either on basis of value of imported goods (an
ad valorem rate) or on basis of a unit of measure of the imported goods (a
specific duty) whichever is higher. For Eg, duty on cotton: 5 per cent ad valorem
or Rs. 3000/per tonne, whichever is higher.

4) Compound Tariff- It is generally calculated by adding up a specific duty Yo an ad
valorem duty. Thus, on an import with quantity q and price p, a compound tariff
collects arevenue = t,q + t,pq,

where t; is the specific tariff and t, is the ad valorem tariff
For example: duty on cheese at 5 per cent ad-valorem plus 100 per kilogram.

5) Technical/Qther Tariff- These are calculated on the basis of the specific

contents of imported goods i.e. duties are payable by its components or related
items. For Eg- Rs. 3000 on each solar panel plus Rs. 50/per kg on battery.

6) Tarrif Rate Quotg- TRQs combine two policy instruments quotas and tariffs
Imports entering under specified quota portion are subject to lower or zero
tariff rate. Imports above quantitative threshold of quota face a much higher

ffs also raise revenue of qovernment.

tariff

v
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CHAPTER 9 - INTERNATIONAL TRADE | UNIT 2 - TH s e

ﬁd Most-Favoured Nation Tariffs- Import tariffs which countries promise fo _

impose on imports from other members of WTO, unless country is part of a digs- T+ is simply o BESIRER BER i o
preferential trade agreement (such as a free trade area or customs union). In :V‘H.Eubh»lnﬂ_nmﬁ_.nolm:e: o e gocd e meaathy o CS
practice, MFN rates are the highest that WTO members charge each other. of value for imp . POrt 1,
Some countries impose higher tariffs on countries that are not part of the 15) :

jons- Countries g, |

QTTers

WTO. by ‘unfair' foreign-trade pr . T oo
; : , : 7 : p in the form of tariff responses to offset the distory,,, .
8) Yarigble Tariff- A duty typically fixed to bring the price of an imported "irigger-price” mechanisms) f

commodity up to level of the domestic support price for the commodity. ;
9) Preferential Tariff- Countries promise to give another country's products || 16) Anti-dumping duty - It is a profectionist tariff that @ doyg,,
lower tariffs than their MFN rate. These agreements are reciprocal. Examples govt imposes on imports that it believes are priced o, fol
are preferential duties in the EU region under which a good coming from one market value.

EU country to another is charged zero tariff rate. Countries, may also grant . isss sl e )
i . curs when manufacturers sell goods in g f..
‘'unilateral preferential treatment' Eg- Generalized System of Preferences (GSP) Dumping  oc _ g o

Q

country-
10) Bound Tariff- A WTO member binds itself with legal commitment not to Q below the sales prices in their domestic market op
raise tariff rate above a certain level (maximum level of import duty). A Q below their full average cost of the product.

member is always free to impose a tariff that is lower than bound level. Once ) e
bound, a tariff Wﬂm becomes permanent and a member can only increase its level || * Dumping may also be resorted to as a predatory pricing prec
after negotiating with its trading partners and compensating them for possible
losses of trade.
11) Applied Tariffs- Duty that is actually charged on imports on a Most-
Favoured Nation (MFN) basis. Applied tariff should not be higher than the
bound level.

12) Escalated Tariff- Tariff rates on imports of manufactured goods are higher
than tariff rates on intermediate inputs and raw materials. For example, a four 17) Countervailing duties- CVD is charged in an importing country

to drive

out domestic producers from market and to establish menopaly
* Dumping is unfair and threat to domestic producers and t

ADD is charged. This is justified only if the domestic incust

seriously injured by import competition, and protection is

national interest

percent tariff on iron ore or iron ingots and twelve percent tariff on steel pipes. offset advantage that exporters get from subsidies (from th
This type of tariff is discriminatory as it protects manufacturing industries in govt) to ensure fair pricing of imported 6/S and thus prote:™
Importing countries and adversely affects industries of exporting countries L domestic firms

- .
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, obstacles to trade, decrease imp & exp. Mkt access

1) creat ting country is worsened,

9,“ anOﬂ

discourage  domestic  consumers from buying

.1@ .
sﬁnlmm foreign goods. Domestic consumers suffer q loss in
npv

consumer surplus.

) Tariffs encourage no:.mcanj.o: and  production of the
comestically  produced import substitutes and thus protect

domestic industries.

4) Producers in importing country experience an increase in well
being. Increases producer surplus of domestic producers.

5) The price increase induces an increase in output of the existing
firms and possibly addition of new firms to industry to take
advantage of high  profits and consequently increase in
employment.

) Tariffs increase government revenues of importing country.

| It discourage efficient production in rest of world and encourage
inefficient prod. in home country, by disregarding comparative

Business Economics

i i he conditions international
s which altar the condit of intarn

Non-tariff measures comprise all types of measurc v
; 4 t trade and those that facilitate it

tracde, including peliciee and ragulations that restric
T _ R
ific Mon-tachnical moazures ralate to ) trede
prepartias cuch az charastariztizs of the requiremerts: for exemple: shipping
product.  technical  specifications  and || ouicemen formalities, trode

Smwa

preduction processes, rula<,
These measures are intended for ensurirg
preduct quality, food safaety, envirenmental
protection, national security and protection of
animal and plant health.

These are further distinguished es: )
1) Hard measures (c.g Price and quantity
control measures).

- curez (c.g. Anti-dumping and
Sanitary & Phytosanitary (SPS) Measures ?) “,a”m.”wn..,uwvnnumo (e.g. Anti-dumping
These are c.v_u__nm to protect rc%».? ol 3) Other measures such as trade-rcloted
or plant life from ricks aricing from finance and investment mecsures.
additives, pests, etc. or disease-causing a) Import 10_.n+om measures -

B organisms and to protect biadivarsity. 30”.1.:10.« imposcd by importing
These include ban or prehibitien of impert ceuntry. end
of cortain goeds, all measures governing b) Export-related measures -
quality and hygienie requiremznt=. For Eg- mcezurez  imposed by exporting
prohibition of import of poultry from ceuntry itself
countrice affected by avian flu ete c) Procedural obstacles (PO) -
Technical Barricrz +o Trades practical problems in administration,
Covers both feed and nan-food products - ftransportation. delays in testing.
refer to mandatory 'Standards and fication etc which makes it

Technical Regulations’ - define specific difficult for org. to comply.
characteristics that product should have, “——

adv. of foreign countries. L

— like size, design, packaging, ete. excluding

measures covered by SPS. =
¢ Jain Telegram Channel for all updates-

Confermity asceszment precedure: e.g. ) -
testing. and certification) are also covered camvsir

Eq: food laws, quality etandand: ete

VS
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NTBz arc dizcriminatory MTHZ, whioh ore used o5 moans to
circumvent free trode rules and fawour domaestic indusfrmios
at cxponso of forcign comporition.

NTRS areve Hlais 1 sasleasl of NTAS thed buress o ._._nu_vﬂ::_.:m,l__;
or discriminatory Intant'.

:1-:\ ez basime —.TW):LL

rounlery during o given

a) Binding Quota Thoy oro =< clew thoe freo trado lowval
of importz and ore uzuelly enforced by 1ssuing liconsos.

b) Non-binding quota- Lt ir =ct of or chove +he +rec frade
level ot imports. thus having littic cifect on trode.

ru Alr.-.m_.ﬂ rule yuerlaa A.—.ﬂobv wearrnlirmes
Inctruments ramely guotas and tariffs.

d) Abcolute quatas or quotas af a pormanant nature  They
hmit quantisy of importz 20 a zpociticd level during o
Zpociticd poriod «f timo ard Imperts can tako plaac omy
time of yeer.

> kither np conditior. of country ot crigin ot proedust.

> Ur Couniry allecction car be zpecified.

-\.U Svassaninl :-I-_A-.. 1l

f) Temporary quotas

With a quots, governmont roccomves no revenua. The profits
reccived by the holders of such imgort licenses are [
as ‘quota cents’
T quoln is wel

pulivey

Trarw

bozdlirw frva Laeale: lozawrd. cummacsiinil 11 ..:._:.n.n..

will rvudios: T will lesses- l.;ﬂ._v\ uf s 1 & lrnee 10 reeaselees |
el swrine e bie I Pemn of  cainsmisaes- .f_:.u_r-l I

- - !
EIIL WA S poruadoc o rnl.n.T_..h..n.

CA Mohnish Vora (MVSIR)
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2)

3)

4

)

Business Economics

Price Control Measures- These ure sleps luken 1u control pricas m
imported goods m order to support domestic price of products w
import prices are lower,

AKa. 'para-tariff' measures and include measures, other
than  tariff measures, that cost of
fixed percentage or by a fixed amourT.

Eg: A minimum import price established for sulphur.

increase

fmports by

Non-automatic Licensing and Prohibitions- |he<e. are. aimed at lim
quantiTy of goods that can be imporTed, regardless of whether
originate from differeat sources or from one sarticular suooli
These measures include non-automatic licensing, or complete prohibitions
! 9- India prohibits impart/exp of arms and related from/to I

Sa
g A

req.

i
2- The objective is To increase imporT cos7s by regulating

The access 1o and cost of foreign exchange for imports and 7o define ter
of payment. It includes measures like zcdvance payment
foreiqn exchange contrals denying use of
Types of imports

requirements
Ferzign exchange for cert

i These measures are aimed at |
exclusive or special preferences or priviieges to one or a few hmited
group of economic operators. It may include government Imposed speclel
import channels or enterprises, und compulsory use of nalional services.
Eq, a statutory marketing board may be granted exclusive

righrs Te impart whaart or a nn:ﬁ:i;u agency (like: Stare. Trading Carp.)
may be given monopoly right To distribute palm oil.

gra

18
Government Procurement Policies Il involve mandates 1hal whole of
specified percentage of government purchases should be from dom
firms rather thon foreign firms

In accepting public tenders, @ government may give preference to Jocal
tanders rather Than loreign lenders
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pen(

_Related Inves ent Measures- These measures include rules on
ontent requirements that mandate a specified fraction of a final
hould be produced domestically. a

mu . 4.
noo& requirement to use certain minimum levels of

locall
no,\%n:n..:u. P s
b) restricting the level of imported components, and
; } rchase or use of imported pr
o ing the purchas ported products to an amount
related to the quantity or value of local products that it exports

8) Distribution nnm:.._ozoz.w- Eam.ﬁmioa .mavoma on distribution of goods in
jmporting country involving num_»_oso_ _omen or certification requirement.
These may relate to geographical restrictions or restrictions as to the
type of ogents who may resell.

Eg: o restriction that ma,v.oﬂma fruits may be sold only through outlets
having refrigeration focilities.

9) Restriction on Post-sales Services- Producers may be restricted from
providing cffer- sales services for exported goods in the importing
country. Such services may be reserved to local service companies of the
ImporTing counTry.

10)Administrative Procedures- Costly and time-consuming administrative
procedures which are mandatory for import of foreign goods. These will
increase Transaction costs and discourage imports.
Examples-specifying particular procedures and formalities, requiring
licenses, administrative delay, corruption in customs clearing, procedural
obstacles linked to prove compliance efc.

{1)Rules of origin- Country of origin means country in which a good was
produced, or home country of service provider. Rules of origin are the
criteria needed by governments of importing countries fo determine the
naticnal source of a product. Duties & restrictions In some cases depend
Upon source of imports.




imports. These measures are for li

ited time and non-discriminatory

' e i g is injur i rious injury caused by a
7) Safeguard Megsures- Measures to restrict imports of a product temporarily if its domestic indusiry is injured with se jury DY a

i ities yarticular country for a
8) Embargos- An embargo is total ban imposed by government on import or export of some commodities ﬁuwi tiulor © Unal\w?
done due to political reasons or for reasons such as health, religious sentiments. This is most extreme

specified period. This aoﬁ,ﬁ

RS
)

S

Eg- during periods of shortages,
export of agricultural products
such as onion, wheat etc. may be
prohibited to make them available
for domestic consumption.

An export tax is a tax collected
on exported goods and may be
either specific or ad valorem.

The effect of an export tax is to

raise pricc of good and to
decrease exports.

<

ort
and therefore countries have
developed compensatory measures
of different types for exporters
like  export  subsidies, duty
drawback, duty free access to
imported intermediates etc.

It increcses domestic supply, it Government usually provide
also reduces domestic prices and financial contribution to domestic
leads  to  higher  domestic producers in form of grants,
consumption. loans, equity infusions etc. or give
_ J | some form of income or price
support.
L
77 N\

Z

j._.rwv\ refer to a type of informal quotq
administered by an exporting count
voluntarily restraining the quan ty dof
goods that can be exported cut of tha
country during a specified period of time. I3

&

Such restraints originate from pol
considerations.

The inducement for’ exporter to agree to
VER is mostly to appease importing
country and to avoid the effects
possible retaliatory trade restr
that may be imposed by the importer.
VERs may
competing

arise
industries

when
seek

VERs cause domestic prices to rise a

cause loss of domestic consumer surplus §

Nl
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fined as groupings of countries (not necessaril
“+h the obijective of reducing barriers to trade b

,rmeC g Book

Chart

y belonging to the same geographical region), which are

. - under which an
W ing countTy offers trade incentives in order
maﬁ...,cvonn the exporting couniry, to engage in
Snaﬁﬂiozm_ economic activities that will improve
w___ﬂﬁnxﬂolim country's economy. E.g. Generalized

system of Preferences

- are agreements which set
riles of trade between two noc:j..,q.\m., two blocs or a
bloc and @ country. These may be limited to certain
sods and services or certain types of market entry
g Eg. ASEAN-India Free Trade Area.

2B

parriers.

3) E&EEERE - among a
group of countries reduce trade barriers on a
reciprocal and preferential basis for only the

members of the group. E.g. Global System of Trade
preferences among Developing Countries (GSTP)

{) Trading Bloc- has a group of countries that have a
free trade agreement between themselves and may
apply a common external tariff Yo other countries.
Example: Arab League (AL), European Free Trade
Association (EFTA)

5) Eree-trade area- is a group of countries that
climinate all fariff and quota barriers on trade
vith the objective of increasing exchange of goods
with each other. Members retain independence in
determining their tariffs with non-members.
meo:_v_n" NAFTA.

)

etween member countries.
N

Types of RTAs J
6) Customs union- is group of countries that eliminate
all tariffs on trade among themselves but mairtain a
common external tariff on trade with countries
outside the union (thus, technically violating MFN).
Eg- European Union etc

Common Market- It deepens a customs union by
providing for the free flow of output and of
factors” of production (labour, capital and other
productive resources) by reducing or eliminating
internal tariffs on goods and by creating a common
set of external tariffs. There are also common
barriers against non-members (e.g., EU, ASEAN)

Economic and Monetary Union - Here members
share a common currency. Adoption of common
currency also makes it necessary to have a strong
convergence in macroeconomic policies. For eg.
European Union countries adopt a single currency

. _J

8)

% The General Agreement on Tariffs and Trade Am>4|_.L
covers international trade in goods. The workings of the
GATT agreement are the responsibility of the Council
for Trade in Goods (Goods Council) which is made up of
representatives from all WTO member countries.

+ The Goods Council has 10 committees dealing with
specific subjects (such as agriculture, market access,
subsidies, anti-dumping measures, and so on). Again,
these committees consist of all member countries.

‘A Mohnish Vora (MVSIR)

TRADE NEGOTIATIONS

(" pATT loet ts relevance by 1900s |

5)

6)

7)

8)

1) it was 92
world

by emerging globalisation

ternational investments had

expanded substantially
-t+ual property rights and

trade in services were not covered
vorld merchandise frade increased
by leaps and bounds and was beyond
its scope.
the ambiguities in the ilateral

Business Economics

.te to fast-evolving
scenario characterized

ol

rrade

=y=tem could be heavily exploited

efforts at
trade were not

were incdequccies in

there
..... and dispute

institutional structure

settlement system

it was and therefore
terms of GATT were binding only
insofar as they are not incoherent

not a treaty

with a nation's domestic rules.

Note- Making pdfs or photo-copies or
selling books of MVSIR is NOT allowed.

Strict legal action will be taken
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The Uruguay Round And The Establishment Of Wro W TOTaIVHTEaT8
Director General:

» The Uruguay Round brought about the biggest reform of
the world’s trading system.

takes decisions on all matters under n:.x:ﬂr/

-~ Members  established 1s groups to work on limiting N a T A
restrictions in the areas of tariffs, non-tariff barriers, 19 Level Ministerial multilateral trade agreements.
tropical products, natural resource products, textiles man Level) Conference » It meets at least once every rwo yeors.
clothing, agriculture, safeguards against sudden ‘surges’ in (Top-Leve —

imports, subsidies, countervailing duties, trade related ~ It meets several times a yzor at the Geneva headquartery

intellectual property restrictions, trade related investment

restrictions. .
- The agreement was signed by most countries on April 15,

1594, and took cffeet on July 1, 19058,

Objectives of WTQ 3rd Level

The principal objective of the WTO is to facilitate the flow
of international trede smoothly, freely, fairly and predictably.

The WTO has six key objectives- Trade without discrimination |

1) to set and enforce rules for international trade
2) to provide a forum for negotiating and monitoring The National Treatment Principle (NTP)

» It also meets as the Trade Policy Review Body and the
Dispute Sertlement Body.

2™ Level General Council

lementation

~ These councils report to the General Council & cre
responsible for overseeing p the
WTO agreements in their respective areas of specia saticn,

_ the im
§

i)

further trade liberalization Free trade
3) to resolve trade disputes . -
4) fo increase the transparency of decision-making [LEredictability
processes Principle of general prohibition of quantitative restrictions

5) to cooperate with other major international economic
Following are the

Greater competitiveness

institutions involved in global economic management, and — -
6) to help developing countries benefit fully from the global major guiding Tariffs as legitimate Mmeasures for the protection of domestic industries
trading system. principles: Transparency in Decision Making

Progressive Liberalization

The objectives of the WTO Agreements given in

Market Access

preamble of Agreement creating WTO,
~ raising standards of living, Special privileges to less developed countries
~ ensuring full employment and a growth of real income and Protection of Health &Emiormers ]

effective demand, and
~ expanding the production of and trade in 6/s.

=

A transparent, effective and verifiable dispute settlement mechanism
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without discrimination : This principle states 1 Qverview of the WTO agreements g Notes
1) Trade A i e oy ¢ at 1) Agr :

vnzx Mﬂﬂwﬂam“:ﬂm__BHM:_NYMMLMMM _rJ.BMGW,.:.n;..u,ﬂ_w,.c:_:_ﬂ. Nw D.,mq‘mwﬁm_mﬁ ozonmw_‘mww_wnq,%:o: of Sanitary and

to ner, . T ’  and tosanit S

unconditionally to like product originating from other 3) >m«...mn§nzmwﬁf.MVAmwm_p\,manM_jnnﬂ}_.:

countries. Under the WTO agreements, if q country 4) 4

. Agreement on Technical Barriers to Trade (TBT)
de barrier or opens up a mark 9 cal Barriers to Tra

Jowers a_tra p rket for one 5) Agreement - u

country. it has to do so for the same G/S from ql| other >>an:13 A._._NHM”& Trodesfelated - Tnvestment

WTO members. Anti-Dumping Agreement

Customs Valuation Agreement

Agreement on Pre-shipment Inspection (PST)

2) The National Treatment Principle (NTP) : A country
should not discriminate between its own and foreign 8)

6/5. Internal taxes, internal laws, etc. applied to 9) Agreement on Rules of Origin
imported G/S, treatment should not be less favourable 10) Agreement on Import Licensing Procedures
than that which is accorded to like domestic products 11) Agreement on Subsidies and Countervailing
must be accorded to all other members. Measures
= 12) Agreement on Safeguards

3) Tariffs as legitimate measures for the Protection of 13) General Agreement on Trade in Services (GATS)
domestic industries: ._.rm. imposition of fariffs should be 14)Agreement on Trade-Related Aspects  of
only method of protection, and tariff rates should be

Intellectual Property Rights (TRIPS)
15)Understanding on Rules and Procedures Governing
the Settlement of Disputes (DSU)
. . 1 i i i
4) Market Access : The WTO aims to increase world trade HWW w.__‘_.hﬂnw_m.qv%._n_”_u«\._._wwm_nnﬁ GMM”M_”__”: (TPRM)
by enhancing market access by converting all non- tariff ﬁ 9

gradually reduced through negotiations ‘on a reciprocal
and mutually advantageous' basis.

i K X a) Agr T on Ti in Civil Ai
barriers into tariffs which are subject to- country vw >N1MMHM”4 M” mwwmw:__‘ﬂmnk__vp_mm””ma
specific limits.
; fi ; The Doha Round
5) A transparent, effective and verifiable dispute

seftlement mechanism: Trade relations frequently > The Doha Round was 9 round since Second World
involve conflicting interests. Any dispute arising out of War was officially launched at the WTO's Fourth | BB

Ky ar vas X : > Making pdfs or photo-copies or
<.o_o:o=.0m trade rules are to be umv._.:nn_ through Ministerial Conference in Doha, Qatar, in Nov 2001 mn__msm books of MVSIR is NOT
ench T S g S ST 22 | T cond e o econp mojr i | IR B R
procedure that includes a judgment by a panel of MHcawrmvh_ﬂﬂ“omﬂ_%”MMJ.N%MNM:M_:MMM Mh._;mm rougn fower taken, if anyone does so.

experts, and opportunity to appeal the ruling on legal o ) > Jain  Telegram  channel  for
grounds. The decisions of the dispute settlement body » The negotiations include 20 areas of trade.

updates- @camvsir

are final and binding

\ Mohnish Vora (MVSIR)

—/

%> Most controversial topic here was agriculture trade.

NVEEEE
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cen lifted by G20 no:::......u)
been going in the wrong

While some tradc-restrictive meast
the report indicates that the tn
direction.

Export restrictions and

uncertainty.

contribute to shortages, price volatility,

The report indicates that supply chains on the whole have thus far
proved to be resilient, despite the war in Ukraine, the continuing impacts
of the COVID-12 pandemic, the highest inflation many countries have
experienced in decades, and the impacts of monetary tightening by
central banks seeking to limit price increases. That said, specific
industries and regions have been differently impacted.

Overall, the pace of implementation of new export restrictions by WTO
members has increased since 2020, first in the context of the pandemic
and subsequently with the war in Ukraine and the food crisis. Some of
these export restrictions have been gradually lifted, but several still
remain in place.

As of mid-October 2022, WTO members still had in place 52 export
restrictions on food, feed and fertilizers, in addition to 27 export
restrictions on products essential to combat COVID- 19. Of these, 44%
of the export restrictions on food, feed and fertilizers, and 63% of the
pandemic-related export restrictions, were maintained by G20 economies.

During the review period, G20 economies introduced 66 new trade-
facilitating measures (covering trade worth USD 451.8 billion) and 47
trade-restrictive measures on goods (with a trade coverage of USD 160.1
billion). These measzures were not related to the pandemic.

At the same time, the accumulated stockpile of G20 import restrictions
continued to grow. By mid-October, 11.6% of G20 imports were affected
by trade-restricting measures implemented zince 2009 and =till in force.

Book

TRADE | UNIT 3
G 20 ECONOMIES: FACILITATING TRADE

. m g
7 Business Economics

- TRADE NEGOTIATIONS

Y

\::::2::‘ of trade remedy investigati

ons

by G20 economies 4.,

sharply during the review period (17 initiations), after a peak in 35
that was the highest since the beginning of the Q‘nnm 30359
exercise in 2009. Anti-dumping measures continued to

frequent trade remedy action in terms of Smnan_ozm
terminations.
Similarly, the implementation of new COVID-19-related

measures by G20 economies deczlerated over the past :
with four new such measures recorded on goods n:n osm o M
services. The number of new COVID-19-related support measures tg.
mitigate the social and economic impacts of the pandemic also ?

sharply over the past five months.

Since the beginning of the pandemic, 201 COVID-13 trade and :rad
related measures in goods were implementad by G20 economics

(61%) were trade facilitating, while the rest G %) nocs
considered trade restrictive.

G20 economies also continued to phase out nh:nm§_n relaced
import and export measures. By mid-October 2022, 77% of ..w,,
restrictions had been repealed, leaving 17 nni.‘T p

Although the number of the pandemic-related trade restrictions i
place decreased, their trade coverage remained significant, at |
122.0 billion.

restri

The WTO trade monitoring reports have

been prepared by the W
Secretariat since 2009.

G20 members are: Argentina; Australia; Brazil; Canada; China; the
European Union; France; Germany; India; Indonesia; Italy; Japan; th
Republic of Korea; Mexico; the Russian Federation; Saudi Arabviaj
South Africa; Turkiye; the United Kingdom; and the United States.

CA

Mohnish Vora (MVSIR)
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to money denominated in a cuprk

the domestic currency. 0Ly,

ers e
ref! Similar to any

than

ozﬂﬂﬁnoaao&_. foreign exchange has a price.
[t
Exchange rate J

oreign exchange (FX) rate, is price of one

” Aka. HQ expressed in terms of units of another
E:a:Q. It represents the minimum number of
Mm.m of one country's currency required to

v_xnromn one unit of the other country's currency.

2 ways o express nominal exchange rate-

jypirect Quote (European Currency Quotation)
It is number of units of a local currency
exchangeable for one unit of a foreign currency

eign currency (USD) = base currency Domestic

fee (INR) = counter currency

currency
Eg: usb 1=INR 75

?) Indirect Quote (American Currency Quotation)
Domestic currency (INR) = base currency
foreign currency (USD) = counter currency.

Indirect Quote = 1 / Direct Quote
Eg: INR1= USD 0.013 )

7 foreign currency transaction is a fransactions "\
erising when an enterprise either:

a) buys or sells goods or services whose price is

' denominated in a foreign currency.

b) borrows or lends funds when the amounts

. payable or receivable are denominated in a
foreign currency.

¢) becomes a party to an unperformed forward
exchange contract; or

CHAPTER 9 - International Tp

30 Business Economics

ade | UNIT 4 - Exchange Rates and its Economic Effects
THE EXCHANGE RATE REGIMES

] ! l/. But governments can influence those exchange
*..<O1_ocm ways. The extent and nature of government involvement in currency markets define
've systems of exchange rates.

are three broad categories of exchange rate systems.

SuperiChartiBook

i rates are determined by demand and sug

rates
alterna
There

1 In one system, exchange rotes are sat pursly by private market forces with no government
> m._<o_<nan:+. Values change constantly as the demand for and supply of currencies fluctuate.
- In another system, currency valuas are allowed to change, but governments participate in
3 ﬂﬁmm:a% markets in an effort to influence those values. .
' Y. governments may seek to fix the values of their currencies, either through

An NXn_WQ:_._o__uo.ZOJ in the market or through regulatory policy. )

curr \ange rate regime is the system by which a country manages its currency with respect to foreign
encies. It refers to the method by which the value of the domestic currency in terms of foreign

currencies is determined.

There are two major types of exchange rate regimes at the extreme ends:

floating exchange rate regime (also called a flexible exchange rate), and

fixed exchange rate regime

v

In a free-floating exchange rate system,
governments and central banks do not participate in
the market for foreign exchange. The relationship
between governments and central banks on the one
hand and currency markets on the other is much the
same as the typical relationship between these
institutions and stock markets. Governments may
regulate stock markets to prevent fraud, but stock
values themselves are left to float in market.

A free-floating system has the advantage of being
self-regulating. There is no need for government
infervention if the exchange rate is left to the
market. Market forces also restrain large swings in
demand or supply.

The primary difficulty with free-floating exchange

increase or dec e ange
by buying or ng th

Exchange rates are st
governments try to influ

Government or
- Governmer T

a fleati hang
managed float.

> Countries that have a flocting exchange rate
system inftervene from time to time in
currency market in an effort to raise or
lower price of their own currency. Typically,
the purpose of such intervention is to prevent

sudden large swings in the value of a nation’s

rates lies in their unpredictability. Fluctuating currency
exchange rates make international 41m‘:manio.zﬂ > Still, ,“r,.(n_.:_:o:am or central banks can
riskier & increase the cost of doing business i.*L sometimes influence their exchange rates.

other countries.

A Mohnish Vora (MVSIR)
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wo major types of exchange rate regimes

 Basically, the free floating or flexible
exchange rate regime is argued to be cfficient
and highly fransparent as the exchange rete is
free 1o flectuate in response to the supply of
end demand for foreign exchange in the
merket end clears the imbalances in the
foreign exchange market without any control of
the central bank or the monetary authority.

Fived exthange rate regime
(akalipegped exchange nate)!

> In a fixed exchange rate system, the exchange

rote between fwo currencies is set by
oovernment  policy.  There are  several
mechanisms  through which fixed exchange
rates may be maintained. Whatever the system
for maintaining these rates, however, all fi

exchange rate systems share some important
features.

Allows o Centrel bank or government to
pursue its own independent mon etary policy.

Allows exchange rcte to be used os o policy
tool: for example, policy-makers can adjust
the nominal exchange rate to influence the
competitiveness of the tradable goods sector.

No cbligation to intervene in currency
markets, the central bank is rot required to
meintain @ huge foreign exchange reserves.
(unlike fixed exchange rate regime)
Disodvantages

Velatile exchange rates generates o lot of
uncerfoinfies in  relation to international
transactions and

It odds  risk premium to the costs of goods
and assets traded across borders.

Advantages

J

) Avoids currency fluctuations & eliminates
exchange rate risks & transaction costs
thus making international trade less risky

2) Reduced speculation on exch rate movement

3) Imposes discipline on a country's monetary

authority and generates lower inflation.

4) Govt can encourage greater frade and

investment  as  stability encourages
investment.

5) Pegging erhances credibility of the

country’s monetary-palicy (more stable)

Disadvantages

1) Lacks flexibility

2) Cenfral benk is required to stand ready to

infervene  and  mainfain  huge foreign
exchange reserves for this purpose

A soft peg refers to an exchange rate
policy under which the exchange rate is
generally determined by the markef, but
in case the exchange rate tends to be
move speedily in onez direction, the
central bank will intervene in the market.

unchanging value for the
Both soft peg and hard
that the central bank
foreign exchange market.

Business Economics

ates and its Economic Effects

excharge ,
Peg policy reo, N

intervenes

for the currency of another country.

currencies.

iReal ‘exchange Rate = Nominal exchange rate X

> It refers fo the rate at which a person
can trade the currency of one country

» For any country, there are many nominal
exchange rates because its currency
can be used to purchase many foreign

~ It is the rate at which q persen cen

2

j00ds & services of one country
ds and services of ancther

It describes ‘how many’ of o geed o
service in one country can be trace:
‘one’ of thet gocd or service
ign country.

Domestic Price™
Foreign price

> It is the nominal effective exchange rate (a measure of the value of ¢
currency against a weighted average of various foreign

domestic

currencies) divided by a price deflator or index of costs.

> An increase in REER implies that export: ol ens
mparts become cheaper: thus, an increase in REER indicates a'loss in tra

competitiveness.

ome more expensive and

—
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market participants mainly are com

A

I THE FO!

age houses are also playing an im
,‘WMﬂ”Mq.nnm large numbers of banks, funds,
centers, efe. k
i nnq.anwn_o_ mo:r.m and m_;n.v erage Houses do
\«xn:ozmw operations at prices set by other a
with their own prices as well, actively influ
process and the market life. That is why the

ctive p
encing

against losses in case of unfavorable price changes), etc.

4 % . ! mercial |

4 m.mh“m from exporters, importers, investment _,:m,:?_:»:ﬂ,:_
on:ﬂnana funds, hedgers, and private investors o
q :

portant role as
commission hoy

not only execut

executing
surance and

contractors
ses, dealing

| e currency
%_,\mq,m but come out

€ price formation
Y are called market makers,

hars Book

ional
3 Trade | UNET 4 . Exchange Rates and its Economic Effects

Requirement / Need of foreign currency
|

Business Economics

> purc

e goods and servic

another country

> for unilateral transfers such as gifts,
awards, grants, donations or
endowments

to make investment income payments
abroad

+ to the above passiv | > to purchase financial assets, stocks or
. In contrast to .| e players cannot set thei ] bonds abroad
4 M_& make trades at quotations offered by active market vq_.o“MUmacogro:m > toopen a foreign bank account
 passive market players normally pursue the following aims: payment of || ire di _ “
export-import contracts, foreign industrial investments, the openin " et (EREEE KOG oF M
of branches abroad or the creation of Jjoint ventures +o:1m.=m capital, and
speculation on rate difference, hedging of currency 1mxm.ezmc1n=om > for speculation and hedging activities

1m_n+mu4olmrhwnrm:mo11mrn<o&n:nﬂ
activity

== from '

)

- purchases of home exports,

~ unila ans s to o ntr
investment income payments,
| direct

foreign

Y.

: and portfolio investments,
pleccement of bank depcsits and

Other Terms
1) Spot Exchange Rates

Current Transactions

They are carried out in the
spot market and the exchange
involves immediate delivery

for spot trading (for

large takes two days).
2)
Future Transactions
Here contracts are agreed
vpon to buy or sell currencies
for future delivery which are

tarried out in forward and/or
futures markets

The exchange rates
quoted in foreign

that specify a future
date

J

Exchange rates prevailing

which settlement by and

Forward Exchange Rates:

exchange transactions

e N A

> Similar o any standard market, the exchange
market also faces a downward-sloping
demand curve and an upward-sloping supply
curve.
The equilibrium rate of exchange
determined by the interaction of the sup
and demand for a particular foreign
currency. In figure above, the demand curve
(D$) and supply curve (S$) of dollars
intersect to determine equilibrium exchange
rate eeq with Qe as the equilibrium quantity
of dollars exchanged.

>

Determination of Nominal Exchange Rate

‘A 'Mohnish Vora (MVSIR)
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Changes in exchange rates
bemandlof forelgn
currency. Increase; )
Supply.remains unchange
The exchange value of foreign
currency rises and the domestic

i value
currency depreciafes in

Depreciation

Currency depreciates when its value { Ul
with respect to the value of another

currency

The exchange valye of fer,
currency falls and the .,

CUFTENncY apDrecins
currency eciates

em—

Currency appreciates when its  value

ve of

increases  with respect to v
another currency

Example Example
Old Rate > $1=Rs 73 Old Rate = $ 1=Rs 70 |
New Rate > $ 1= Rs 69 New Rate > $ 1= Rs 75 |
Here, Indian Rupee is appreciating & US Here, Indian Rupee is depreciating & US
Dollar is depreciating Dollar is appreciating
Home (33 el {HL 2 M
[JiHSmelCirrency Depreclates, _ s 2
2 2
Exporter of Exporter of ’ H =
Domestic \0. p/, Domestic ( .m =
Country = Country _ = =
Importer of - Importer of _
Domestic o5 Domestic 1 Ge @ S (Billions)
Country ~ Country !
urre d

E—

1) Windfall gains for export-oriented sectors

2) Remittances to homeland by non-residents and businesses abroad fetches
in terms of domestic currency

3) Enhance government revenues from import related taxes

4) Results in high amount of local currency for a given amt of foreign curesy
borrowings of government.

Devaluation is a deliberate

downward adjustment in the | Depreciation is a decrease in a
value of a country's currency | currency's velue with respect to

L. | relative to another country’s | other currencies due to market
currency due to government | forces of demand and supply
intervention

‘ 2 “ Occurs in fixed exchange rate | Occurs in floating exchange rate

~

system system
Revaluation opposite of | APPreciation, opposite of 5) Positive impact on country's trade deficit as it makes imports expensiv
devaliation: 1mmﬂw.om; to  a depreciation, is an increase in a exports cheaper
3. . % g currency's value with respect to it s : ; §
Mn_wvmwown increase in value of [ “/°" n\cz,n:n..mm due 1o n:.olﬁﬁf 6) Um%_...wn_o,:o: also can have a positive impact on controlling spiralling gold imperts
nation’s currency. forces of demand and Supply and improve trade balance. \L
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= They are quoted j i

( Y Just like s .

. SO0 delivery of currencies takes place ‘ot w:).;,,m,oﬂ .noqw,._402m<m.,_
?MS a party agrees to sell euro for dollars on me in fu

. a futur o At
ate ogreed upon. he has ‘sold euros forward' and _ao:miwuﬂwﬁowswﬂm‘é&

- sard ex - o ¢

a Eh&lnnnn:._._.ﬂ Forward exch rate > spot exch rates
. = Forward exch rate < spot exch rates

) Eoct

. - While a foreign exchange transacti
) nc_‘ﬂn:nmnw. most transactions involve nxnra:mom of
llars even when it is not the +i
the U.S. do national currency of eith
importer or the exporter. On account of its critical 1o_M in ;mnMOHra
markets, the dollar is often called a ‘vehicle currency'. ex

on can involve any two
foreign currencies for

IMPACTS OF EXCHANGE RATE FLUCTUATIONS ON DOMESTIC ECONOMY

aan<n_ov3n:+mi.:.ﬁm01nmmJNana:mn301xo+mnjnmn+ J
_o:o=._< both directly and indirectly. The direct impact of *”::nM:MMHMMJM
tes is initially felt by economic agents who are directly involved in
ernational trade or international finance.

Fluctuations in the exchange rate have a significant role in determining the
nature and extent of a country's frade.

Fluctuations in the exchange rate affect the economy by changing the
relative prices of domestically-produced and foreign-produced goods and
services. All else equal (or other things remaining the same), an appreciation
of a country's currency raises the relative price of its exports and lowers
the relative price of its imports. Conversely, depreciation lowers the
relative price of a country’s exports and raises the relative price of its
imports.

Exchange rate changes affect economic activity in the domestic
economy. A depreciation of domestic currency primarily increases the
price of foreign goods relative to goods produced in the home country and
diverts spending from foreign goods to domestic goods. Increased demand,
both for domestic import-competing goods and for exports, encourages

economic activity and creates cutput expansion.

Super Chart BooK

\I
iv.

vi.

thange Rates and s Economic

. With growth of investments across

nomics

Business Eco
Effects

A

For an economy where =< poris H .&n“:io: i L el
currency would mean a lot of gain. In a , . 7

labour _\:T;I_) industries, increased export prices will have positive
effect on employment and potentially on @ . —
Depreciation is also likely i to cc ; o
short run, directly through its effect on prices om. _Enom‘wn&ﬂrnnoﬂ.:“ﬂ
goods and also due to increased demand for domestic goods. v mmﬁm
will be greater if the composition of domestic consumption oﬂnmcI
consists more of imported goods. Indirectly, cost push inflation ﬂn,q b
through possible escalation in the cost of imported inputs. e NS
health of a country whose currancy is likely to be aff 5
with rising export sarnings and import payments and consequent impac
on current account balance. Companies that have borrowed in foreign
exchange through external commercial borrowings (ECBs) but have been
careless and did not sufficiently 3 gains oreigr
exchange risks, would also be nzgatively impacted as they would require
more domestic currency to repay their loans. A depreciated domestic
currency would also increase their debt burden and lower their profits and
impact their balance sheets adversely. These would signal investors who
will be discouraged from investing in such companies.

Countries with foreign currency denominared government
currency depreciation will increase inter=zst burden and cause strain to
exchequer for repaying and servicing foreign debt. Fortunately, India's has
small proportion of public debt in foreign currency.

Exchange rate fluctuations make financial ¢ re difficult for
firms and larger amounts will have to be earmarked for insuring against
exchange rate risks through hedging.

nflation in
2 ir 1tio
ta add imer

hedae these loans against foreign

forecast

rates have assumed special sign
investor sentiments and has radical i
capital flows.

Foreign investors are likely to be indecisive or highly
investing in a country that has high e a
capital inflows
weakens.

cautious before
te volatility. Foreign
when local currency
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1)

2)
3)
4)

5)

-

Impacts of e
It raises the price of exports and, therefore, the
quantity of exports would fall. Since imports become
cheaper, we may expect an increase in the quantity of
imports Thus domestic aggregate demand falls and,
therefore, economic growth is likely to be negatively
impacted

Appreciation in recessionary phase> fall in aggregate
demand & higher unemployment

Appreciation in boom phase—> decrease in inflation

soften growth rate of economy

It leads to lower inflation because imports are cheaper.
Lower price of imported inputs lead to decrease in cost of
production , thus decrease prices of output & increase std
of living

With increasing export prices, the competitiveness is
adversely affected and therefore, firms have incentives to
introduce technological innovations and capital-intensive
production to cut costs to remain competitive

Increasing imports and declining exports are liable to
cause larger deficits and worsen the current account

6) Loss of competitiveness will be insignificant if currency

appreciation is because of strong fundamentals of the
economy.
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N L
.\nnnnhpulnnb_.ﬁp_ is a comprehensive o
ne and i
A country from abroad and therefore Mm_::n_:n_m.m an
o between movement of capital and foreign i cod Yo
mﬁx into on_economy in different ways ki
0

U< 5_202 of capital
€ clear about the
ment 10106: capital

Ji

aid oc o
Forein Int
assistance ™~ v —\ \.Hzﬁ..:anm#:nwn_asﬂo_ 3
/"~ Direct inter governmant -
inter
/ ?uoa_ or direct in loans
’ at grents.
‘15!\ 7 gt - Loans from internaticnal -~ For
) Wt srerel o A tn..u, institutions (e.g. world _:<nn_~m= portfolio
By governments  who bank, IMF, ADB) reesment (FPI) in bonds,
funds wi stocks and securities, and |
“zﬁ.n:u:p_ organizations - Soft loans for e.g. from ’
e the World Bank. affiliates of World Bank ~ Foreign direct Investment
4 with strict such as IDA (FDI) in industrial
¢ ?A:.M regarding the » External commercial Mﬂ:ﬂﬂﬂnm”q_m_.. ot similar
use cf money or untied ad borrowing, [ECBs are loans prises
re there are no such in India made by non-
st pulations resident lenders in foreign
currency to Indian
' wﬂﬁ,\ grents :Hw: umw borrowers] and
resources by ~ Trode credit facilities
governments, institutions, e

ogencies or organizations  /

—_—

i

DI is defined as process whereby resident of one country (i.e. home/source
ountry) acquires ownership of asset in another country (i.e host country) & such
ovement of capital involves ownership, control as well as management of asset.

DI, according to IMF manual on 'Balance of payments' is "all investments
volving long-term relationship & reflecting lasting interest & control of resident
ity in a economy in an enterprise resident in economy other than that of direct
vestor”.

:cording to IMF and OECD definitions, it typically occurs through acquisition of
re .25: 10 percent of the shares of the target asset. Direct investment
mprises not only the initial transaction establishing the relationship but also all
bsequent transactions between them and among affiliated enterprises.

| UNIT m‘-

1) Equity capital

the form

-

2) Reinvested earnings
3) Other direct capital in

company loans between

1) individuals,

2)

of

intra-
4)

incorporated
private or public en
3) associated groups o
enterprises,
governments or g

or

- R

unincorporated

terprises,

f individuals or

overnment agencies,

n:ﬂnﬂ. investors ﬁvn..n:M estates, trusts, or other
Mﬂh@anw ,_on organizations
iliate enterprises 5) or any combination of abave

2)
3)

5)
6)

\7

Green fi

E f di . / Modes Of EDIL
1) the opening of overseas companies,

including the establishment of subsidiaries or branches,
creation of joint ventures on a contract basis or M&A
4) joint development of natural resources and
purchase of companies in country receiving foreign capital

Id investment (freshly starting production)

Brownfield investments (using existing infrastructure by merging)

FDI may be categarized as

)

ﬂ..,,_w,__ =) |

When  the ;ﬁ:y
establishes the same
tfype  of  business
operation in a foreign
country as it operates
in its home country.

For example, a cell
phone service provider
based in the United
States moving to India
to provide the some
service.

When the investor estcblishes
or acquires a business activity
in a foreign country which is
different from the investor's

When an invester makes a
foreign investment in a
business that is unrelated

countres.

main business activity yet in to its existing business e
when some ndus
some way supplements its | | inits home country. ov wae sdvanced
major activity. ! e i i(For [axamol
This is often in form of a of aatioy(for exampie
3 ccmputer  industry
For example: an cutemobile jont  venture with a USA) while ihar
manufocturing company may || foreign  firm  already t iy Coce
acquire on interest in a foceign | | operating in the industry, - ther
company that supplies parts | | as t tor ro nat (such N

or raw materials required for
the company \

autcmebile
Jepan).
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capital market.

portfolio investments are characterised by

g ; involve
FPL flow of ‘financial capital' rather than 'real capital’ and it does not invo
ownership or control on the part of investor.
Eg of FPI are deposit of funds in India by an Italian company etc

T . d
Unlike FDI, portfolio capital, moves to investment in ﬁ_an:n_n_ stocks, ﬂo:%mmao”m
other financial instrument and is effected by institutions through mechan

FPI has immediate effects on balance of payments or exchange rates.
It is not concerned with either manufacture of goods or with provision of services.

\_{otal stake in a firm_at below 10 percent L

il

[Forsionidiractiinvestmenti(zDL))

S

Investment involves creation of physical
assets

Investment is only in financial assets

Has a long term interest and therefore
remain invested for long

Only short term interest and generally
remain invested for short periods

Relatively difficult to withdraw

Relatively casy to withdraw

costs (due to geographical proximity) “

i i ilable in other countri
rtunity to generate profits avai . 25,

HNW MVMWMQEZMN of higher rate of return than what is possible
home country.

3) Some firm-specific knowledge or assets (such qs s
management skills or an important patent) that gives foreign
competitive edge . )

4) Increasing interdependence om.:n:o:o_ economies

5) Internationalisation of production )

6) Reap economies of large-scale operation ) )

7) Lack of feasibility of licensing agreements E:T foreign producers

8) Necessity to retain direct control of production knowledge & trg
patents ) ) N :

9) Procure a promising foreign firm to avoid future competition

10)Risk diversification o

11) Shared common language and possible saving in time and transpoct

in th

Upers;,
m__,:GN..

( Deterrents to FDI

Not inclined to be speculative

Speculative in nature

Often

accompanied by
transfer

technology

Not accompanied by technology transfer

Direct impact on employment of labour
and wages

No direct impact on employment of
labour and wages

Cnduring interest in management and
control

No abiding interest in management and
Control

Securities are held with significant
degree of influence by the investor on
the management of the Enterprise

Securities are held purely as a financial
investment and no significant degree of

influence on the management of the
Enterprise

CA Mohnish Vora (MVSIR)
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spirit of friendliness towards foreign investors

O Poor macro-economic environment =
Infrastructure lags, high rates of inflation and continuing instabiliy,
balance of payment deficits, exchange rate volatility, unfavourable to
regime (including double taxation), small size of market

Q Unfavourable resource and labour market conditions
Poor natural and human resources, low literacy, low labour skills

QO Unfavourable legal and regulatory framework 4
Absence of well-defined property rights, lack of security to life E&,m
property, stringent regulations, cumbersome legal formalities ni_w

)

delays
Q Lack of host country trade openness m
lack of openness, prevalence of non-tariff barriers, lack of a gen

eral
I8

e 8 e

Vg T\



+ Country Determinants of Foreign Direct Investment
0S'

1 (J_:‘wav,MH—/—lu ,,;.u:.c erames
o aanol :mﬁm e ANCYAERATMeW
_)“#WF Ay

Fac

tors in the host country discouraging inflow

> g .U

o oF -seeking DL

o
size an!

d per capita income

e i

> Economic, political, qa

ket st nd social

¢ Qi

,aﬂ_a growh > Rul o di

W s o regional and global v'es regarding entry and operations

,uu“m > Standards of treatment of foreign
a}” specific consumer affiliates

%ﬂnuzn& structure of markets

M._.R _ or asset-seeking FDI: _

o materials > Policies on ..“c:n.:o:m:m and structure

Jon -cost unskilled labor of markets (eqg., regarding

pailability of s illed labor
Technological, innovative, and other
rreated assets (e.g., brand names)
Physical infrastructure

> competition, mergers)

» International agreements on FDI
Privatization policy

Trade policies and coherence of FDI

and frade policies

> Tax policy

~
r

of foreign investments are ]

» infrastructure lags, » absence of well-defined vnounﬂﬂ
» high rates of infiation, rights,
~ balance of payment deficits, ~ exchange rate volatility,
» poor literacy and low labour skills, ~ poor frack-record of investments,
> rigidity in the labour market, ~ prevalence of non-tariff barriers,
> bureaucracy and corruption, ~ stringent regulations,
> unfavourable tax regime, ~ lack of openness,
~ cumbersome legal formalities and || - language barriers,

delays, ~ high rates of industrial disputes,
> Difficulties in contract enforcement ~ lack of security to life and
> land acquisition issues, property,
~ small size of market and lack of || ~ double taxation and lack of a general

potential for its growth, spirit  of  friendliness  towards
> political instability F foreign investors.

-

MODES OF FOREIGN DIRECT INVESTMENT ((F>7)

Foreign direct investments can be made in a varie
i. Opening of a subsidiary or 0

Equity injection into an overseas company,

oot

fficiency -seeking FDI: Business Facilitation

Acquiring a controlling int in
acquisitions(M&A)

eresv an sxist:

Costs of above physical and human
resources and assets

(including an adjustment for
productivity)

Other input costs (eg.,
ntermediate products, transport

» Investment promotion (including
image building and investment-
generating activities and investment-
facilitation services)

> Investment incentives

\

> "Hassle costs" (related to corruption
tosts) and administrative efficiency)
Membership of country in a > Social  amenities (e.g., bilingual
fegional integration agreement, schools, quality of life)
ﬂ:_n: could be conducive to > After-investment services
orming regional corporate

povorks

Joint venture with a foreign company.

starting production by a parent company).
Brownfield investments

infrastructure by merg
completely new one .

For e.g. in India 100% FDI under automatic rout
projects.

ing, acquiring or |

Green field investment (establishment of a new ov

(@ form of FDI which makes use of the existing

ty of ways, such as:
sina fore

'+

Mergers and
erseas affiliate for freshly

easing, instead of developing a

e is allowed in Brownfield Airport

-
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Competition for FDI among national governments also  has
promote political and structural reforms important to attract
investors, including legal systems and macroeconomic policies.

helped to
foreign

There is also greater possibility for the promotion of ancillary units
resulting in job creation and skill development for workers.

Foreign enterprises possessing marketing information with their global
network of marketing are in a unique position to utilize these strengths to
promote the exports of developing countries. If the foreign capital produces
goods with export potential, the host country is in a position to secure
scarce foreign exchange needed to import capital equipments or materials to
assist the country's development plans or to ease its external debt servicing.

If the host country is in a position to implement effective tax measures, the
foreign investment projects also would act as a source of new tax revenue
which can be used for development projects.

It is likely that foreign investments enter into industries in which economies
of scale can be reclized so that consumer prices may be reduced.
Domestic firms might not always be able to generate the necessary capital to
achieve the cost reductions associated with large-scale production.

Increased competition resulting from the inflow of foreign direct
investments facilitates weakening of the market power of domestic
monopolies resulting in a possible increase ih output and fall in prices.

Since FDI has a distinct advantage over the external borrowings, it is
considered to have a favourable impact on the host country's balance of
payment position, and

Better work culture and higher productivity standards brought in by foreign

firms may possibly induce productivity related awareness and may also
contribute to overall

human resources development.

CHAPTER 9 - International Trade | UNIT 6
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Following are the
forelgn capital:

1.

Int

-FDI may have adverse impact on the host country's commods

Business Economics

ernational Capital Movements

general arguments put forth agai

nst the 033 N

o concentrate on nnvmn&'m:nndn?n Methoy. B
cervice so that n3m<. need no.::d only S_x,
such technology iz inappropriate for a .
t does not support generation of jops ,,
nt to address the two fundamental g,
developed countries namely, poverty .

FDIs are likely t
production and
few workers. i
abundant country as i
is a crucial requireme
concern for the less
unemployment

The inherent ten
states which are well endow
availability of infrastructure

be. I8

dency of FDI flows to move towards regis,.
ed in terms of natural rezourc,. ,
has the potential to accenty,s

also i p

regional disparity. Foreign capital s _ criticized ¢
accentuating the already existing income inequalities in the ny d
country.

In the context of developing countries, it is usually alleged "3@
the inflow of foreign capital may cause the domestic governmer§!
to slow down its efforts to generate more domestic savirg|
especially when tax mechanisms are difficult to :.av_mam;nﬂ
the foreign corporations are able to secure incentives in g
form of tax holidays or similar provisions, the host country losx)|
tax revenues. M
FDI is also held responsible by many for ruthless exploitation
natural resources and the poszible environmental damage.

With substantial FDI in developing countries there is a stro
possibility of emergence of a dual escnemy with a develep
foreign sector and ah underdeveloped domestic sector.

FDI usually involves domestic companies ‘off —shoring’, or s
jobs and operations abroad in pursuit of lower operating costs
consequent higher profits. This has
employment potential of home country.
Foreign entities are usually accused of being anti-ethical as the
frequently resort to methods like aggressive advertising énd
anticompetitive practices which would induce market distorticnsi

deleterious effects ¢

terms of tradec (defined as the price of a country's exports dividad
by the price of its imports).
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estment (FDI), in additi i
pirect Investmen ‘ ion to being q Kk ™
.\?Bm: has been a significant non-debt financiq| _..mmwcoﬂ.nvmoﬂ driver of economic
'nent. Foreign corporations invest in India to Umzni+o+1
jor investment privileges such as tax breaks gnd no_.

India's economic
om the country's
mparatively lower

{1

¢ helps Haaann“n_w%\mm.nhmm_m@ﬂn_ rmos- g iobs as well
wefits, ese ave been ¢ i i A ell as
- _.“”,nﬂ:.u supportive policy framework, <mu_.“.=o=:m+ _ﬂ_\%‘%”nm_\n Un.nn:mn of the
7 :_éi_:gnnnu and na_“e:oikn influence, siness climate, rising
§  qovernment has recently made numerous efforts i ; .
&Mam.sa in various industries, PSUs, oil refineries, *n_w.oo_.ﬂn__ﬁ_wm&wﬂﬁm Fot
Jndia’s FDI inflows reached gnow&.._n,.\n_m during 2020-21. The total FDI ..::ozu
"food ot US$ 81,973 million, a 10% increase over the previous financial year
According 10 :5. <<ol.a Investment Report 2022, India was ranked nwm::...
gmong the world's major FDI recipients in 2020, up from ninth in 2019
Jnformation and 4n.nr:o_om<. telecommunication and automobile were t .
receivers of FDI in FY22, With the help of significant transactio
technology and health sectors, multinational companies (MNCs) have pursued
strategic  collaborations with top domestic business groupings, fuelling an
increase in cross-border M&A of B83% 10 US$ 27 billion.

ow and create
h
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OVERSEAS DIRECT INVESTMENT BY INDIAN COMPANIES

> India is primarily a domestic demand-driven economy. <<_1.J .no:uﬂmrﬂ.wﬂ
and investments contributing to 70% of the economic activity. :
improvement in the economic scenario and the Indian economy 1Nno<wﬂ_nm
from the Covid-19 pandemic shock, India is relatively ,.zm__ placed i,z,u:_am e
rest of the world. Despite major headwinds that continue To pose risks in
the short term, the Indian economy has remained sirong owing to
robust policy measures in place. .

> This gives Indian businesses an advantage to make invesiments abroad
and broaden their operational footprint in such nations. New innovations
from abroad would be brought to India with the help of knowledge
spillover, and India itself would contribute to the growth of other

nations. In this manner, a mutual benefit is achieved.

Some of the key overseas investments and developments that have taken
place in the recent past are mentioned as follows: )
According to data released by the Reserve Bank of India

(RBI), overseas direct investment stood at US$ 1,922.51 million in
September 2022.
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e first and the seventeenth century A

h D, Indiq i .

~w~ﬁ%ﬂ _Maa the largest economy of the ancient n:maﬁ.% Mmuwmnﬂ
' 14 It was prosperous and self-reliant and is believed 1o r.<:
?.;z.m__nu between one third and one fourth of the world's _<no:rn<n
o onomy consisted of self-sufficient villages as well qs cities which
KHHM« centres of commerce, pilgrimage and administration, Compared ..nqo
| Jillages. cities Eﬁninm.Bo.&. opportunities for diverse occupations
[ “._amnm and gainful economic activities. .

_ cimple division of labour intertwined with attributes such as rac

\Mhuwnzmmﬂ was the basis of 4.:@ structure of the villages and onMN.M_MMwL

puilt-in mechanism of economic and social differentiation,

, Though nm"._.n:::,‘..n was the dominant occupation and the main source of
jivelihood for majority of people, the country had a highly skilled set of

artisans and craftsmen who produced manufactures, handicrafts and

textiles of superior quality and fineness for the worldwide market.

0

is 'Arthashastra’ the pioneering work attributed to Kautilya
(Chanakya) (321-296 BCE)Arthashastra is recognized as one of the
most important works on statecraft in the genre of political
philosophy. It is believed to be a kind of handbook for King
Chandragupta Maurya, the founder of Mauryan empire, containing
directives as to how to reign over the kingdom and encouraging direct
action in addressing political concerns without regard for ethical
considerations.

* Artha is not wealth alone: rather it encompasses all aspects of the
material well-being of individuals. Arthashastra is the science of
‘artha’ or material prosperity, or “the means of subsistence of

humanity,” which is, primarily, ‘wealth’ and, secondarily, 'the land'.

ey

» The corliest known freatise on ancient Indian economic philosophy

o = . 3
>  The major focus of the wark is on the means of mﬁc_qﬁc__m 39.:40.&30;0:& cm_zmy

iti i ilita
> Being a multidisciplinary discourse on areas such as politics, economics, miliary

_
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i - =s for
land. Kautilya emphasizes the importance of robus? , Taxes
an abundant harvest which will go toward filling the mqnﬁmMmMMan.c:Na. be fair
which were charged equal for private and m+o+w-au\<:na _quh: .
to all and should be easily understood by the king's subjects.

strategy, diplomacy, function of the state, and the social Q.moo-“__.uo*._uw_ﬂ
Kautilya's writings relate to statecraft, political science, Nno:o%..:Mw_.u ! no<m b
military strategy. True kingship is defined as a ruler’s subordinatio e
own desires and ambitions to the good of his people: i.e. a king's policies s oﬂ.
reflect a concern for the greatest good of the greatest :c:.&n.;.om& _w
subjects. The preservation and advancement of this good was comprised o
seven vital elements, namely the King, Ministers, Farmlands, Fortresses,
Treasury, Military and the Allies.

-

The advent of the Europeans and the British marked a shift in the .Nno:o::n history y
of India. The period of British rule can be divided into two sub periods:

1) The rule of East India Company from 1757 to
2) British government in India from 1858 to 1547

The historical legacy of British colonialism is en important starting point to
illustrate the development path of India. With the onset of Industrial revolution in
the latter half of the 18th century, the manufacturing capabilities of Britain
increased manifold, and consequently there arcse raw
material supply as well as the need for finding markats goods. This
led to a virtual reversal of the nature of India's foreign trade from an exporter of
manufactures to an exporter of raw materials.

the need to augment
for hed

> The Indian exports of finished goods were subjected to heavy tariffs and the
imports were charged lower tariffs under the policy of discriminatory tariffs
followed by the British. This made the exports of finished relatively
costlier and the imports cheaper. In this backdrop, the Indian goods los
their competitiveness.

goods

~ mvsiriin
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Consequently, the external as well as the domestic demand for
indigenous products fell sharply culminating in the destruction of

Indian handicrafts and manufactures.

The destruction of Indian manufactures, mainly due to the hostile
imperial policies to serve the British interests and the competition from
machine-made goods, had far reaching adverse consequences on the
Indian manufacturing sector.

The problem was aggravated by the shift in patterns of demand by
domestic consumers favouring foreign goods as many Indians wanted to
affiliate themselves with western culture and ways of life.

o

. Large

The damoge done to the long established production structure had
far reaching economic and social conseguences as it destroyed the
internal balance of the +traditional village economy which was
characterized by the harmonious blending of agriculture and
handicrafts. These were manifest as:

scale unemployment and absence of alternate sources of
employment which forced many to depend on agriculture for livelihood
The increased pressure on land caused sub division and fragmentation
of land holdings, subsistence farming, reduced agriculfural
productivity and poverty.

The imports of cheap machine made goods from Britain and an overt
shift of tastes and fashion of Indians in favour of imported goods
made the survival of domestic industries all the more difficult.

The systems of land tenure, especially the zamindari system created a
class of people whose interests were focused on perpetuating the
British rule.

Excessive pressure on land increased the demand for land under
Tenancy, and the zamindars got the opportunity to extract excessive
rents and other payments.

Absentee landlordism, high indebtedness of agriculturists, growth of a

enhancing measures led to a virtual collepse of Indian agriculture.

\____

class of exploitative money lenders and low attention to vwo&cnq?xv\L

’,

v

Y

Y

We shall now have a look into the stagnated nature of industrialisation d

the colonial era. Factory-based production did not exist in India d-cﬁ:j
1850.The 'Modern’ industrial enterprises in colonial India started to grow _wwn.
mid-19th century. The cotton milling business grew steadily throughoyt 4,
second half of +the 19th century, and achieved high _zaw;aroa_v.
competitiveness. The cotton mill industry in India had 9 million spindles in :M.
1930s, which placed India in the fifth position globally in terms of number

spindles.

Jute mills also expanded rapidly in and around Calcutta in response to a moyntin, i
global demand for ropes and other products, and Indian jute occupied q _Emm_
share of the international market by the late 19th century. 1
At the end of the 19th century, the Indian jute mill industry w N
in the world in terms of the amount of raw jute consumed in L Tnl
addition, brewing, paper-milling, leather-making, matches, and rice-milling
industries also developed during the century. 1
Heavy industries such as the iron industry were also zstablished as early os |
1814 by British capital. India’s iron industry was ranked =zig

nth in the werld in

e |
terms of output in 1930. Due to progress in modern industrial enterprises, scmo |
industries even reached global standards by the beginning of the 20th century.
Just before the Great Depression, India was ranked as the twelth largest
industrialised country measured by the value of manufactured products.

The producer goods industries, however, did not show high levels of expensicn. |
Perhaps, the most important of the factors that led to this state of affairs wes
the pressure exerted by the English producers in matters of policy formulaticn
to positively discourage the development of industries which were likely 1o
compete with those of the English producers.

India's industrial growth was insufficient to bring in a general transformation in
its economic structure. The share in the net domestic product (NDP) of the
manufacturing sector (excluding small scale and cottage industries) had berely
reached 7% even in 1946.Considering its slow progress, the share of factory
employment in India was also small (i.e. 0.4% of the total population in 1900 end
1.4% in 1941).
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14) envisaged an expanded role for the

> The Industrial Policy Pesolution (

. 1i of independence, India was . )

y At the ”:.ﬂ_._uxnwn*n people who were annoMM.ﬁiﬂ,m_B_:mz rural inhabited public sector and licensing to the private sector. It granted s7ate menopoly for
by _._._omu_,\ iety characterized b 'Ngly poor. We had q deepl strategic areas such as atomic energy. arms and ammunition ind railways. Also,
strati ied soc A | by extreme rm+m1omm:n:;\ o Ply the rights to new investments in basic Industries were exclusively given 1o the
counts: with the literacy 1M.~anw_:m+ above 18 percent and b " _SD%W state.

s of life expectancy in . India's poverty was o 2arely
Mm..:no:.n alone, but also in terms of human capita. not just in terms > The policies in 1950's were guided by two economic philosophies:

]
v
Q
0
2]

1. The then prime minister Nehru's visualization to build

i ical reasons, the Nehruvian model whi emphasi h i
. For historical rea: X v _me w ich supported . phasis on heavy industry, and
\nno:oa.n redistribution and industrialization Q:.Nn._.ﬂnvn_ by Mﬂmﬁfo:& 2. The Gandhian philosophy of small scale and cottage
came 10 dominate 2”6 uom+wH3ann:ﬁmznm Indian economic policy. state republics
wﬁmaawo_.Nn& economic planning and direction was at the core of H.:n:p.m - 2

development maqo:wmv. o:a. the economic policies were crafted to
sccomplish rapid economic  growth accompanied by equity and
distributive justice.

> The Industrial Policy Resolution of 1956 though provided a comprehensive
framework for industrial development, was lopsided as its guiding principle
supported enormous expansion of e scope of the public A natural
outcome of the undue priority for public sector was the dampening of private
initiative and enterprise. For obvious reasons, private investments were

ndustrial

» The Planning nﬁaammm.o: of India was established to meticulously plan
for the economic mn<n_ov.3n:4 of the nation in line with the socialistic
strategy. This was carried through the five-year plans which were

discouraged and this had long-lasting negative conseguences
growth.

developed, implemented and monitored by the Planning Commission. )
> India followed an open foreign investment policy and a relatively open trade policy
] . . . A until the late 1950s. A balance of payments crisis emerged in 1958 causing
. It is pertinent here to have a look at the ideoclogy of industrialization concerns regarding foreign exchange depletion. Consequently, there emerged a
prevailed in the early days of independence. India’s political leadership gradual tightening of frade and reduction in investment-licensing of new

investments requiring imports of capital goods. The comprehensive import

was keen on establishing an economic system in which the central
controls were maintained until 1966.

government would have authority to design the economic strategy and to

carry out the necessary investments in coordination with the private |i > =4
sector.

) , > In the first three decades after independence (1950-80), India's average
' Rapid industrialization of the economy was the cornerstone of Nehru's annual rate of growth of GDP- often referred to as the 'Hindu growth rate’- was

a modest 3.5 percent. While agriculture was not neglected, the thrust of the
first decade and a half was on capital goods— capiral sive projects such as
on—rather than consumer goods.

)

development strategy. The concept of ‘planned modernization' meant a
systematic planning to support industrialization. The bureaucrats and
the technocrats envisioned a substantially significant role for the Stafe
in industrialisation.

A Mohnish Vora (MVSIR)
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~ The first major shift in Indian economic strategy was in the mid-1960s.
Agriculture was not given adequate priority during the second plan and
the outlays were reduced.

> The strategy for agricultural development till then was reliance on
institutional model i_e. land reforms, farm cooperatives etc. and not
much importance was given to technocratic areas such as research and
development, irrigation etc.

~ These institutional reforms were only modestly successful and the
productivity increase in agriculture was meagre.

|

~

» With continuous failures of monsoon, two severe and consecutive
droughts struck India in 1966 and 1967. The agricultural sector
recorded substantial negative growth and India faced a serious food
problem. India had to depend on the United States for food aid
under PL 480.

~ A quantum jump in the food grain production was the need of the hour.
Increasing productivity in agriculture was given the highest priority.
This, in fact, kick-started a strategic change in the government's
agricultural policies. The new wave of change relied less on the earlier
efforts at institutional change and relied more on enhancing
productivity of agriculture, especially of wheat.

» A thorough restructuring of agricultural policy referred to as the
‘green revolution' was initiated. The green revolution was materialised
by innovative farm technologies, including high yielding seed varieties
and intensive use of water, fertilizer and pesticides.

~ The green revolution was successful in increasing agricultural
productivity through technical progress and significantly increased food
grain production enabling India to tide over the food problem.

CHAPTER 10 - IND!

IAN ECONOM

> While India drastically changed its agricultural policies, the governmep
introduced extra stringent administrative controls on both trade and industyjf
licensing and launched a wave of nationalization. The government nationalized ~._
banks in 1969 and then followed it up with nationalizing ancther 6 in 1980
wide sweep of the interventionist policies that had come to exist in the 19605
irreparable consequences in the next decade.

L

ﬁv The economic performance during the period of 1965-81 is the wors:
independent India's history. The decline in growth during this period jg
attributed mainly to decline in productivity. The license-raj, the autarchic]
policies that dominated the 1960s and 1970s, the external shocks such as three;
wars (in 1962, 1965, and 1971), major droughts (especially 1966 and 1967), and|
the oil shocks of 1973 and 1979 contributed to the decelerated growth that:
lasted two decades. India being practically a closed economy missed out on the|
opportunities created by a rapidly growing world eccncmy. "

.

> Many government policies aimed at equitable distribution of income and weal
effectively killed the incentive for creating wealth. Equity driven policies we
also largely anti growth. The Monopolies and Restrictive Trade Practices (MR
Act, 1969 was aimed at regulation of large firms which had relatively lerg
market power. Several restrictions were placed on them in terms of licensing,
capacity addition, mergers and acquisitions. Thus, policies restricting the
possibility of expansion of big business houses kept their entry cway fro
nearly all but a few highly capital intensive sectors.

i

it

> In 1967, the policy of reservation of many products for exclusive manufacture
the small scale sector was initiated with the objective of promoticon of s
scale industries. It was argued that this policy will encourage lebour-inte
economic growth and allow redistribution of income by shifting inc
towards lower wage earners.

> However, this policy excluded all big firms from labour intensive industries a
India was not able to compete in the world market for these produc
Stringent labour laws which were in place also discouraged starting of labo

ﬁ

of

CA Mohnish Vora (MVSIR)

intensive industries in the organized sector.
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Q To rel : 4 . i
s of early liberalisation and refory telax the hold of the licansing and capacity constraints on _nﬂmm*.&s‘w.ﬂ.. r...am.

seeds ©f NS were sow i in 1985-86, the s:=t limit above which firms were subject to ¥ . s
v“wmnom Nuvmn_oh_m«\ o?m.;%.wmmm. In m%:.:\ 1980s considerable Mﬁmwﬁmmsk—rm Was raised from 20 rrars 100 o _m , J
0 4 in different directions to restore re A ere Q The multipoint arciza Aities ~onvarted i modified value-adde
g ».n»&l in J a S - asonable rice s i~ ] tipoint { were info a i }
, “ﬂwocmr n._vnoH_U-._MMM".ﬂ_mo* tight monetary policy, fiscal Sommq.oio”_o”,_%ew MR,MOC,\M, MVQ.:“X which significantly reduced the taxation on inputs and the
, structur . ociated distortions.
; .m_.ﬂ.an initiatives. spanning meu. to 1989, practically referred t U Establishment of the Securities and Exchange Board of India (S537) as a non-
" orly __vn_.o__.NﬂMc: <.<m1+n Mvﬂn,_ﬂno__v\ao_{:ma at changing the vumﬁm_..mm WJASQQ body on April 12, 1988 through a resolution of the Government of
, t on 'inward-oriente ade and investment i ndia
, ﬁmcﬂunﬂo ation is often referred to as 'reforms U%Mﬂﬂ“ﬂﬂm* HM fact, Q The open general licence (OGL) list was steadily expanded. The number of capital
”3 ® 4 hoc and not widely publicized nature. o denote %mmum items included in the OGL list expanded steadily reaching 1,329 in April
0.

. pespite the fact that these efforts were not
\noavnmrnazm package Aom .ﬁrw one in 1991) to reve
controls and the protectionist bias in policies, th

in the form of q

O Several export incentives were introduced and expanded
rse the centralised P Ly

O The exchange rate was set at a realistic level which helped expand exports and in

- ey started bearin t 2 R araian mchonas
; high rowt . 9 urn reduced pressurz on forezign nge needed for imports
?..:_G:_: *”M<M%_“.maﬁnwmm_m&wm_w%w%i h rate during the 1980s as compared Q Price and distribution controls on cement and aluminum were entirely abolished.
with the p sl cetaneii 104.« of GDP duri b 5 . U Based on the real effective exchange rate (REER), the rupee was depreciated by
- The average ar uring the sixth plan period about 30.0 per cent from 1985-86 to 1989-90. This reflects a considerable

(1980-1985) and the seventh plan period (1985-1990) were 5.7 and

- change in the official attitude towards exchange rate depreciation
5.8 percent respectively.

) O The budget for 1986 introduced policies of cutting taxes further, liberalising
— imports and reducing tariffs.
he early reforms of 1980's broadly covered three areas, namely industry, N /
rade and taxation. Simultaneously, the government also embarked on a ﬁ )
olicy of skilful exchange rate management. The prominent industrial > However, the growth performance of the economy was thwarted due to
olicy initiatives during this period directed towards removing constraints structural inadequacies and distortions. The private sector investments were
rgrowth and creating a more dynamic industrial environment were: .:r.v;na. due to reasons such as convoluted licensing policies, public sector
reservations and excessive government controls. Due to reservation of goods to
small scale sector as well as cxcessive price and ~ibution controls, the

|In 1985 delicensing of 25 broad categories of industries was done. This
was later extended to many others

_u.___;“\ ﬂmﬁw QMH bﬂMoﬂmenﬂﬂMN.wnMJﬂ MMMW.MMMQHMM %«_,_Mcsm\wﬂo%ﬁmmﬂm HM > The public sector which led the manufacturing and service sectors was plagued by

; h . . g inefficiency, government controls and bur . Despite the fact
for fresh licensing. In other words, the firms in the m.:m.:n.nﬂ:m that they were of massive in size and enjoyed moncpoly in their respective
industry were allowed to change their product mix within their existing areas, their performance was far from satisfactory and yielded very low
capacity. For example, firms may switch production between different returns on investment. L
production lines such as trucks and car without a new licence

\ Mohnish Vora (MVSIR)

private sector was virtually discouraged from making investments.

cur
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ﬁ ) THE ECONOMIC REFORMS OF 1991

» The MRTP act had many restrictive conditions creating barriers for
entry, diversification and expansion for large industrial houses.

~ i .
India embarked on a bold set of economic reforms in 1991 under the Narsimhg g

. t.
> Import controls in the form of tariffs, quotas and quantitative governmen

L,
restrictions ensured that foreign manufactures and components did not The causes attributed to the immediate need for such a drastic change are:
cross the borders and compete with the domestic industries. . e )
P 1. The fiscal initiatives for enhanced economic growth in 1980

& " . sas iture consistently exceeding revenue receips
~ Foreign investments and foreign competition were not allowed on government revenue expenditure consi ; pts
grounds of affording protection to domestic industries. fiscal deficit was financed by huge amounts of &_oan_mjn as well as exterrg
debt. The high level current expenditure proved clearly unsustainable ang g
~ Briefly put, the rules and regulations which were aimed at promoting manifested on exfremely large fiscal deficits and nQ<N1mM Uo__nznw of Payments,
and regulating the economic activities became major hindrances to 2. Persistent huge deficits led to swelling public debt and a large Proportion of]|
growth and development. government revenues had to be earmarked for interest payments. }

3. The surge in oil prices triggered by the gulf war in 1990 and the conseqeex:
P— severe strain on a balance of payments.

AN

4 IR 4. The foreign exchange reserves touched the lowest point s.\:.r a reserve of ¢n
$1.2 billion which was barely sufficient for two weeks of imports. This was t

>~ Though the reforms in 1980's were limited in scope and were without a major context that triggered economic reforms.

clearly observable road map as compared fo the New Economic Policy in 5. Tightening of import restrictions to muster forex for essential imports resuited]|
1990, they were instrumental in bringing confidence in the minds of in reduction in industrial output. ]
politicians and policy makers regarding the efficacy of policy changes to 6. India had to depand on external borrowing from the International Monersn

produce sustained economic growth. Fund which in turn put forth stringent conditions in terms of corrective fol

measures before additional drawings could be made.
The fragile political situation along with the crises in the economic freng)|
ballooned into what may be called a ‘crisis of confidence'. |

~ The belief that well-regulated competitive markets can ensure 7
economic growth and also increase total welfare got fastered in the
minds of policy mckers.

~ In other words, the idea that government intervention in markets need The year 1991 marked a paradigm shift in the Indian policy reforms. Tre

indiar

not always be accepted as 'the standard' and that markets should be nation which had embraced the 'socialist model’, with the state playing
given priority over government in the conduct of a good number of overriding role in the economy had the history of the government persistenty
economic activities gained a broad acceptance. intervening in the markets.
r Collapse of the Soviet Union and the spectacular success of China, based of
» Thus, liberalization in the 1980s served as necessary foundation for outward oriented policies were lessons for the Indian policy makers. The
the more universal and organized reforms of the 1990s. reforms instituted in 1991 aimed to move the economy toward greater merke!

orientation and external openness.

CA Mohnish Vora (MVSIR)
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The policies can be broadly classified as :

_stabilization measures which were short term measures to address
the problems of inflation and adverse balance of payment and

~

the structural reform measures which are long term and of continuing
nature aimed at bringing in productivity and competitiveness by
removing the structural rigidities in different sectors of the economy.
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e i s
The escalating deficit levels rendered the stabilisation efforts rather MM_‘M__“_NBMMM..‘M
Bringing in fiscal discipline by reducing the fiscal deficit was vital _uNnou_- i oF The
was caused by excess domestic demand, surge in imporTs and the f..;_x.\éww_oﬂz: ot
current account deficit (CAD) which was to be financed by &102.:@& e %o
reserves. This was attempted by radical measures to augment revenu

curtail government expenditure. Measures to this effect included:

1. Introduction of a stable and transparent tax structure,

2. Ensuring better tax compliance,

3. Thrust on curbing government expenditure

4. Reduction in subsidies and abcliticn of unnecessary subsidies

5. Disinvestment of part of government's equity heldings in select public sector
undertakings and

6. Encouraging private sector participation.

In order to bring in fiscal discipline, it was essential to do away with the temptation
to finance deficit thorough the easy path of money creation. Therefore, the
government entered into a historic agreement with the Reserve Bank in September
1994 to bring down the fiscal deficit in a phased manner to nil by 1997-98.

_/

;

'MONETARY AND FINANCIAL SECTOR REFORMS

-

Drastic monetary and financial sector reforms were introduced with the objective
of making the financial system more efficient and transparent. The focus was
mostly on reducing the burden of nonperforming assets on government banks,
infroducing and sustaining competition, and deregulating interest rates. These

included many measures, important among them are:

1. Interest rate liberalization and reducticn in controls on banks by the Reserve
Bank of India in respect of interest rates chargeable on loans and payable on
deposits.
. Opening of new private sector banks and facilitating greater competition
among public sector, private sector and foreign banks and simultaneously removal
of administrative constraints that reduced efficiency. L

Na)
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Reduction in reserve requirements namely, statutory liquidity ratio
(SLR) and cash reserve ratic (CRR) in line with the recommendations of
the Narasimham Committee Report, 1991,

Liberalisation of bank branch licensing policy and granting of freedom
to banks in respect of opening, relocating or closure of branches
Prudential norms of accounting in respect of classification of assets,
disclosure of income and provisions for bad debt were introduced in
tune with the Narasimham Committee recommendations to ensure that
the books of commercial banks reflect the accurate and truthful
picture of their financial position.

The Securities and Exchange Board of India (S
1988 was given st S
as an independent regulator of the capital market so as to create a
transparent environment which would facilitate mobilization of adequate
resources and their efficient allocation.

REFORMS IN CAPITAL MARKETS

EBI) which was set up in
SEBT has been mandated

atutory 1992

recognition in 1992

THE "NEW INDUSTRIAL POLICY'

growth of a more efficient and competitive industrial economy. In

The ‘New Industrial Policy' announced by the government on 24 ,q:_«xg
1991 sought to substantially deregulate industry so as to promote

order to provide greater competitive stimulus fo the domestic
industry, a series of reforms were introduced

The New Economic Policy put an end to the 'License Raj' by removing
licensing restrictions for all industries except for 18 that 'related to
securify end stratfegic concerns, sccial reasons, problems related to
safety and overriding environmental issues'. Consequently, 80 percent
of the industry was taken out of the licensing framework. This is
subsequently reduced to 5, namely, arms and ammunition, atomic
substances, narcotic drugs and hazardous chemicals, distillation and
brewing of alcoholic drinks and cigarettes and cigars as these have
severe implications on health, safety, and environment.

Public sector was limited to eight sectors based on
grounds. Subsequently only two items remained - railwa:
energy

The Monopolies and Restrictive Trade Practices (MRTP)
and the provisions relating to merger, amalgamation, and ta
This has eliminated the need for pre-entry scrutiny of investment do; 18_‘.:,
prior approval for large companies for capacity expansion or o._.a\_.u:"m._oaeq.;
Many goods produced by small-szale industries have been da reserve
entry of large scale industries.

The policy ended the public sector monopoly in many sectors. Th
areas reserved for public sector was narrowed down to ensyre
participation by the private sector. Only eight industries which gr
importance due to strategic and security concerns were reserved for
sector. The changes continued and we find that now the industries p
the public sector are only a part of
activities in railway transport.
Foreign investment was also liberalised. The concept of automatic approvel e
introduced for foreign direct investments up to 51 percent which wes leton)
extended to nearly all industries except the reserved ones. FDI is prohibired
only in four sectors viz. retcil trade energy, ‘w
betting and gambling. |
External trade was further liberalised by substituting ‘the positive list approcs
of listing license-free items on the OGL list with the negative list approach
policy did away with import licensing on all but a handful of intermedicte ¢
goods which remained under licensing was made fre
10 years later. Today, except for a handful of goods disallowed cn hecith
environmental and safety grounds, and few others such as edible oil, fertiliz:
and petroleum products all goods can be imported.

In 1990-91, the highest tariff rate was 355%, The top tariff rate was broughs
down to 85% in 1993-94 and to 50% in 1995-96 and by 2007-08, it has ccrz
down to 10% with some exceptions such as automobile at 100%

Rupee was devalued by 18% against the dollar. From 1994 onwards, all n_..z.w,,ﬁ
account transactions including business, education, medical and foreign trov

were permitted at market exchange rate and rupee became officially convertit's
on current account

security ang
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G enronises s o very b a5 ety shr
ctor units were provided with great erto
ortunity for professional management
P The budgetary support to public

€ capital of

TRADE POLICY REFORMS

+rade policy reforms aimed at: J
wﬁ_m_an::.:m of quantitative restrictions on im

. Ports and exports
2 focu ing on @ mere outward oriented regime with phased reduction

and simplification of tariffs, and
gremovel of licensing procedures for imports.

A number of export incentives were continued and new ones were initiated
for boosting exports. mx.nol. n_cr.mm were removed 1o increase the
competitive position of Indian goods in the international markets. In 1991
India still had a fixed exchange rate system, under which the rupee was
pegged 1o the value of a basket of currencies of major trading partners.

In July 1991 the Indian government devalued the rupee by between 18
end 19 percent. In March 1992 the government decided to establish a
dual exchange rate regime. The government allowed importers to pay for
some imports with foreign exchange valued at free-market rates and
other imports could be’purchased with foreign exchange purchased at a
government - mandated rate. In March 1993 the government unified the
xchange rate and allowed, for the first time, the rupee to float. From

1993 onwards, India has followed a managed floating exchange rate
stem.
e

_/
1
India has witnessed vast changes over the last 31 years of economic
reforms, Changes enumerated below are only broad observations and are in

"o way comprehensive.

EA Mohnish Vora (MVSIR)
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u H:Q_”c has increasingly
U India has progressively moved

sizeable

Q There is an unpreres

lits economy ~
towards a economy,

2 with a
in government's market intzrvention and controls

reductic

O A number of sectors such as auto components, telecommunications, software,
pharmaceuticals, biotechnology, and professional services have achieved vey high
levels of international competitiveness

O Easing of trade controls has enabled =asier
know-how and finance

Q Stable foreign direct inve
investments

O India enjoys a solid cushion of
of import cover. India has one of
the world.

U Robust demand for information technology and financial services has kept the
services trade surplus high at around 3.7 percent of GDP

QO Pressure on the Indian rupee is lower compared to other emerging market
economies (EMEs)

Q Increased incomes, large
demand sustains the economy.

Q India is better placed than most of the emerging market economies to deal with
global headwinds

O Poverty has reduced substantially

D Reforms led fo increased competition in sectors like banking, insurance and other
financial services leading o greater customer choice and increased efficiency. It

has also led to increased investment and growth of private players in these
sectors.

Q Infrastructure sectors have

acce

7/, inputs,
lows and dstant ~eign portf

forgion zxchange r mont

reig ) 2 >z close to =ight hs
the largest holdings of international reserves in

domestic mar

and jh levels of oaggregate

achi

d steadily

over the past four decades.

O India’s financial sector has also deepened considerably due to incre
sector liberalisation.

However, the country is constrained by high levels of fiscal deficit, inflation and a

high level of debt as a share of GDP at 86 percent of GDP in FY21/22. Among the

emerging market and developing economies (EMDEs), India's debt is higher than
their average of 64.5% for 2022 (IMF). L
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CHAPTER 10 - INDIAN ECONOMY
~ As we are aware, GDP growth rate is regarded as the most reliable |!
indicator of economic growth. The following table and graphical |i
presentation present data on GDP growth rate post 1991 reforms. ;
Year GDP Growth Year GDP Growth |!
(Annual %) (Annual %) !
1991 1.056831 2006 8.060733 w
1992 5.482396 2007 7.660815 : B == - ——
1993 4750776 2008 3086698 || NITI AAYOG: A BOLD STEP FOR TRANSFORMING INDIA
1994 6.658924 2009 7.861889 u ‘/_
1995 7.574492 2010 i 85 : . . o
= o 84975 mﬁv For nearly sixty four years, the Planning Commission of India - a powersy
1996 7.549522 2011 5.241315 : advocate of public investment-led development - was one of the most importes
1997 4.049821 2012 5.456389 : institutions within India's central government.
1998 6.184416 2013 6.386106 e The new ideologies of the neoliberal era with their nM:ﬂ.N o*__oinzqwo: on merler
] orientation and shrinking roles of the government and the collapse of the plernirg
1999 8823750 201 7410228 ; system called for a change in the nature, composition and scope of instituticns ¢
2000 3.840991 2015 7.996254 ; governance.
2001 4.823966 2016 ko " > On 1st January 2015, the apex policy-making body namely Planning Commissiz
2002 3.803975 2017 6.795383 ; was replaced by the National Institution for Transforming India (NITI) Acyes
2003 7.860381 2018 6.453851 > The major objective of such a move was to ‘spur innovative thinking by objectiz
2004 7.922937 2019 3.737919 : ‘experts’ and promote 'co-operative federalism’ by enhancing the voice et
! influence of the states’. NITI Aayog is expected to serve as a 'Think Tenk' ¢f
2005 7.923431 2020 6.59608 1 the government. [and] a 'directional and policy dynamo'.
2021 8.681229 m

CA Mohnish Vora (MVSIR)
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Ayod will work towards the following objectives*:

ve @ shared vision of national deve Ce
m*._u._ﬁnm_.nm with the active involvement oho%ﬁmm“ Priorities, sectors
cooperative federalism through s

otives and mechanisms with the states on
ognizing that strong states make a strong nation

.‘nnmneﬁ_% mechanisms to formulate credible v_n:w + ,

3 ._‘om gregate these progressively at higher levels Oﬁn the village leve|
an n:mmE.» on areas that are specifically referred + o hment,

4. T0 Mzo:n_. security are incorporated in economic m?mq_ﬁ fhat interests
&:nx special attention to the sections of our socie mmw and policy.

5. mevo* not benefiting adequately from economic vuowwn%m& may be at
To design strategic and long-term policy and programme fra

6. ond initiatives, and monitor their progress and their efficac meworks
To provide advice and encourage partnerships Umﬁi@n: k

" stakeholders and :o.:o:o_.n:a international like-minded think tanks Mw

" wellas educational and policy research institutions. ’

g, To create a knowledge, innovation and entreprencurial support

§ system through a collaborative community of national and _.:3_.:3_“”50_
experts, practitioners and other partners.

9, To offer a v_m1o13. for the resolution of inter-sectoral and inter
departmental .mm.Mnm in order to accelerate the implementation of the
development agenda.

10.To aaﬁ.._io_.: a state-of-the-art resource centre, be a repository of
research on good governance and best practices in sustainable and
equitable development as well as help their dissemination to stake-
holders.

l1. To actively monitor and evaluate the implementation of programmes
and initiatives, including the identification of the needed resources so
as to strengthen the probability of success and scope of delivery.

2.To focus on technology up gradation and capacity building for
implementation of programmes and initiatives.

13, To undertake other activities as may be necessary in order to further
the execution of national development agenda, and objectives
ﬂ_n::.o:na above. *NITI Aaayog r++_um“\\:_.:.moﬁ_.:\oU,_nn.:.<mm-n:a.
eatures

structured Support
a continuous basis

Mohnish Vora (MVSIR)
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» The key initiatives of NITI Aayog are: g

1. 'Life' which mzim.c:mwﬂmn_on_:m qﬂm prevalent 'use-and-dispose’ economy

2. The National Data and Analytics Platform (NDAP) facilitates anc (mproves
access to Indian government data ; lerat the

3. Shoonya campaign aims to improve air quality n India by accelerating e

deployment of electric vehicles

E-Amrit is a one stop destination for all information o

India Policy Insights (IPT) = | + bil

'"Methanol Economy' programme is aimed af reducing poissadabigte R

greenhouse gas (GHG) =missions, and converting coal reserves and municlpa

solid waste into methanol, and

7. 'Transforming India's Gold Merket' constituted by NITI Aayog to 1@m033ﬂ:&

measures for tapping into the potential of the sector and provide a stimulus to
exports and economic growth.

vehicles

n electric

ooa

experts about the weaknesses of the system.
it does not produce :o*_oznm_ plans, control

shortcoming of NITL is its

There are arguments put forth by
They argue that NITI has a limited role:
expendifures, or review state plans. The

exclusion from the budgeting process. It also tonomy and balance
power within policy making apparatus of the central government. The termination of

the Planning Commission has strengthened the hand of the Ministry of Finance, with
its *fixation on near-term macroeconomic stability and the natural instinct to limit
expenditure’. But NITI lacks the independence and power to perform as a
‘counterweight’ to act as a "veice of zrne nequities.

major s -

—

On account of the enormity of the economic phenomena and the dynamic nature of
economic variables, it is not possible to have an up-to-date and comprehensive
documentation on the current state of the economy.

Given the constraints of the unit, an attempt is made in the following sections to
present the broad nature of the present day Indian economy based on the three

sectors namely, primary, secondary and tertiary.
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THE PRIMARY SECTOR

» Agriculture, with its allied sectors, is indisputably the largest source of
livelihood in India. Till the end of 1960's, India was a food deficient
nation and depended on imports.

~ India has emerged as the world's largest preducer of milk, pulses,
jute and spices. India has the largest area planted under wheat, rice and
cotton.

» It is the second-largest producer of fruits, vegetables, tea, farmed
fish, cotton, sugarcane, wheat, rice, cotton, and sugar.

» Indian food and grocery market is the world's sixth largest, with retail
contributing 70% of the sales. India has the world's largest cattle
herd (buffaloes).The Indian livestock sector attained a record growth
of 6.6 per cent during the last decade (2010-19) emerging as a major
producer of milk, egg and meat in the world.

» India grows large varieties of cash crops of which cotton, jute and
sugarcane are prominent. Although the share of agriculture has been
declining in overall gross value added (6VA) of India, it continues to
grow in absolute terms.

J

-
P
According to the latest estimates, 47 per cent of India's population is
directly dependent on eagriculture for living. It also contributes a
significant figure to the Gross Domestic Product (GDP). Gross Value Added

by the agriculture and allied sector was 18.8% in 2021-22 (until 31
January, 2022).

The index numbers of agricultural production in 2021-22 (base: triennium
ending 2007- 08=100) for categories namely, all crops, food-grains,
cereals, wheat and coarse cereals was above 140; and that of rice and
pulses was 138.7 and 196.2 respectively. For non- food grains, it was 142.9.
These figures show sustained increase in agricultural output. Food grains
production has reached 315.7 million fonnes in 2021-22. Private
investment in agriculture has increased to 9.3% in 2020-21. (Source:
Handbook of Statistics on the Indian Economy, 2021-22)

~

CA Mohnish Vora (MVSIR)
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As per the economic survey, 2022-23, agriculture remained
growth of 3.5 per cent in 2022-23, driven by buoyant rabi Sowin
activities. The performance of the agriculture and allied sectors has % and g
over the past several years, much of which is on account of the meas een gs&.
. Ures tak
the government to: en

robust

> augment crop and livestock productivity,

> ensure certainty of returns to the farmers through price
Minimum Support Price (MSP) of all 23 mandated crops is fixed q
all India weighted average cost of production)

> promote crop diversification,

» improve market infrastructure through the impetus provided for
of farmer-producer organisations and

-+ u

the setting o

» promotion of investment in infrastructure facilities through the >m12_.r‘..
Infrastructure Fund. g

India has achieved a remarkable shift from a food deficient and import depend,4
nation during the early nineteen sixties to a food exporting nation. India is gt}
the top ten exporters of agricultural products in the world. Export of agriculted
and allied products has witnessed significant increase during the last few years = |
touched an all-time peak of Rs 374611 crore during the last one year. Experts of
agricultural and processed food products rese by 25 percent within six meiy
of the current financial year 2022-23 (April-September) in comparison to

corresponding period in 2021-22. Agricultural and Processed Food Expd
Development Authority (APEDA) is entrusted with the responsibility of e}

promotion of agri-products.

I

> A number of liberalization measures are adopted by the government T
Government of India has allowed 100% FDI in marketing of food products cr§
food product E-commerce under the automatic route. Considering the diesy
needs of the agricultural sector and the larger farming community, a ¥
number of interventions are undertaken by different governments.

A few such recent measures are:




Zupport 1o farmers throu
ome

gh PM KIsAn

777 of Minimum Support Price (MSP) at one-qng. i

:_x_ﬂm%ﬁzo: . : o half trea the cost
&ﬂzi_o:o_ Q.wmi. for omdoE;.E.@ sector at concessiong|

430 ch of the National Mission for Edible QOils - P.oarn e
HS__M,\&Q:Q (PMFBY) - a novel insurance i
v\,

Mantri Fasq)

. scheme . N
B rmers suffering crop loss/damage for financial Support
10

on for Integrated Development of i

,,_ae.o_” mﬁ.eir of the horticulture sector et (MIDH) for the
_,_woia: of Soil Health Cards

i ragat Krishi Vikas Yojana (PKvy i

hwwnm_wa?ma_:m. and improvement of Mo: rnvo_w.nwvol_:m ond promoting
il Infrastructure Fund, a medium / long term debt financin
‘for investment in <_oc_n. projects for post-harvest mq
?:&:.cn:ﬂ‘w. and noﬂ«:ﬁ?i ?A.w_am:m assets
jiromotion of Farmer Producer Organisations (FPOs

\”%oan for the producers through an o@o:.uoiﬁo: of wran....:.nhws”_..n Better
Jper Drop More Crop (PDMC) scheme to increase water use efficien
of the farm level n<
J5etting up of Micro Irrigation Fund

JInitiatives towards agricultural mechanization

Jsetting up of E-NAM -a pan-India electronic trading portal which

networks the existing APMC mandis to create a unified national market
for agriculiural commodities.

g facility

nagement

JIntroduction of Kisan Rail for improvement in farm produce logistics,
ond

JCreation of a Start-up Eco system in agriculturc and allied sectors

Q Indian i
agriculture j "
There mmmH:nwnoum:_maﬂmmmcwnn intensive, cereal centric and regionally biased.
and wastefyl Dmﬂmncm4h1h._nuu On water resources and soil fertility. Unscientific
many parts of the nociw,wuon:nwm lead to desertification and land degradation in
UH:Damncofw qu.o, .

J processing i <
value chains from 9 Infras

Q e/

Uﬂwwmmwmmg_o:rom.:oi agricultural technologies

5 Gy SRR St e ey

W_ High food price volatility adaptation to climate change disturbances

- Heavy dependence on monsoons and loss
of nature ;

W_Wwwﬂn_mqﬂn_“:,nm to _..quﬁn_“..:m and warzhousing of agricultural products

ili 0 Tap the full export potenticl i

oduc P potenticl of primary as well as value added
JInability to effectivel

alternative profitable d
J Inade

of crops and livelihood due to vagaries

y channelize huge surpluses in some commodities to
estinations

dequate post-harvest infrastructure and management practices
- Incidence of poverty and malnutrition

|

THE SECONDARY SECTOR

~ The Indian industry holds a significant position in the Indian economy

rops, Indian agriculture faces many issues such as:

result in very little

marketable
tvels of the

cipate in the domestic as well as export market

A Mohnish Vora (MVSIR)

espite phenomenal increase in output of both food crops and commercial

N Indian agriculture is dominated by small and medium farmers. Small and
fragmented landholdings, low farm productivity and subsistence farming

surplus and the consequent lower income
agriculturists. These also reduce their ability to

contributing about 30 percent of fotal gross value added in the country and
employing over 12.1 crores of people. The industrial sector in India broadly
comprises of manufacturing, heavy industries, fertilizers, pharmaceuticals,
chemicals and petrochemicals, oil and natural gas, food processing, mining,
defence products, textiles, retail, micro, small & medium enterprises, cottage
industries and tourism.

» The share of informal secter in the econemy is more than 50% of GVA. Rapid
industrial growth of domestic industries and diversification of industrial
structure are essential elements for sustainable economic growth. The

development of a robust manufacturing sector is a key priority of the Indian
Government.
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G

Ve

production measures the output of businesses

s . ial
O In India, industria L fhe econatiy.

integrated in industrial sector o
important sector and accounts for 78
i ing GVA at current prices

total production. The 39::?0315&. ] ¢
WMMnMM“_.MM*M&nQqum 77.47 billion in the third quarter of .ﬁ.:o:n_n_
year 2021-22 and has contributed around 16.3% to the nominal GVA

during the past ten years.

O Manufacturing is the most

mbined index of eight core

- i tember 2022), the co
QO In 2022- 23 (until Septembe ) o o

industries™ stood at 142.8 driven by the production of coal,
products, fertilizers, steel, electricity and cement industries.

QIn Jan 31, 2023 the Manufacturing Purchasing Managers’ Index (PMI)
in India stood at 55.4. India's rank in the Global Innovation Index
(GII) improved to 40th in 2022 from B1st in 2015.

J

-

has a role in the formulation and implementation of industrial policy and
strategies for industrial development in conformity with the development
needs and national objectives.

schemes are undertaken by

Ever since independence, many innovative
time to boost industrial

different governments from time +to
performance.

Some of the policies are presented below:

O Introduction of goods and services tax (GST) on 1 July 2017 as a
single domestic indirect tax law for the entire country replacing many
indirect taxes in India such as the excise duty, VAT, services tax, etc.

U Reduction of corporate tax to domestic companies giving an option to
pay income-tax at the rate of 22% subject to condition that they will
not avail any exemption/incentive.

N
1._._,_o Department for Promotion of Industry and Internal Trade (DPIIT)

CA Mohnish Vora (MVSIR)
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in India' is a 'Vocal for Local' initiative launched

in 2014 to

O 'Make ! - ; .
investment, foster innovation, Uc__.Q NXnn.__n-.:. _=m1n.m~1cn+:..n and Borhan__;s.
hub for manufacturing, design and innovation. Make in India 2 O jg o M:asm

Ocy.

on 27 sectors, which include 15 manufacturing unoz.:.n n.:a 12 serviey .

O ‘Ease of Doing Business' with key focus areas as simplification of ,
rationalization of legal provisions, digitization of government pr,
decriminalization of minor, technical or procedural defaults. Indiq
the World Bank's annual Doing Business Report (DBR), 2020 as against 77m
in 2019 registering a jump of 14 ranks.

QO The National Single Window System is a o:n-m.«ov-ﬁ:o_u for investon v
approvals and services in the country and aims to provide continugys facil,
and support to investors. .

O PM Gati Shakti National Master Plan to facilitate data-based decisions rel,
to integrated planning of multimodal infrastructure, thereby reducing _DM_M_M
cost.

O National Logistics Policy (NLP) launched in September 2022, aims to lower
cost of logistics and make it at par with other developed countries.

QO Keeping in view India's vision of becoming ‘Atmanirbhar’, the Production Link
Incentive (PLI) Scheme was initiated in March 2020 for 14 key mmn»oaw
enhance India’s manufacturing capabilities and export competitiveness, v_.m
Scheme is now extended for white goods (air conditioners and led lights).

O Industrial Corridor Development Programme: Greenfield  Industry
regions/areas/nodes with sustainable infrastructure and to make available *
and play’ infrastructure at the plot level.

O FAME-India Scheme (Faster Adoption and Manufacturing of Hybrid ey
Electric Vehicles) to promote manufacturing of eleciric and hybrid vehic,
technology and to ensure sustainable growth of the same.

0'Udyami Bharat’ aims at the empowerment of Micro Small and Medin
Enterprises (MSMEs).

OPM Mega Integrated Textile Region and Apparel (PM MITRA): to ensuwe
world class industrial infrastructure which would attract cutting o
technology and boost FDI and local investment in the textiles sector.

Q Opening up for global investments: To make India a more attractive investment
destination, the government has implemented several radical and transformative
FDI reforms across sectors such as defence, pension, e-commerce ac

etc.
)

ur,
Cesses %,

ranks S.M,.a

v1onmm

n
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r cent
:xw vua:m coal
8 tructure 0

mining activities, including associ et

nd for insurance _,:..mq.ina_.nlmw% SNies v1onmmm§®
tion Board (FIPB i

Investment Promo : ) was ab

new regime namely Foreion Investment _u:Mu_ ]

ut in place. Under the new regime, the

hes approvals has been simplified. 853 Fp1 pro

m..az,d..m.. off in the last 5 years. FDI has increased

¢772F came into cm.ﬂ@.—. E
grce F ties and Taxes on Export Prod
i : ucts (RoDTEP
5 Remiss ‘o replace the existing MELS (Merchandise mx_uol.w wanwzu,.

d in May
tation Portal
pProcess for
posals were

Jumped by 397

gorme” i
eme) to boost exports. It provides for rebat .
?ﬁo_mn”aaaav. and local duties/taxes/levies on the mMQMM on_r”wmwwm
nﬂ__nr have not been refunded under any other existing scheme.
. M::.ozﬁm 4os6q.mm . fostering _:Jo<o+_.o: include  incubation
s] handholding. funding, industry-academia partnership and 5&:4o1mr_.m

and strengthening of IPR regime.

a National Logistics Policy (NLP) is comprehensive policy framework
for the Logistics Sector. ]

3 Start-up India Programme acts as A._v_‘_n facilitator for ideas and
innovation in the country. ._.:n:.um rank in the Global Innovation Index
(611) has improved from B1st in 2015 to 40th in 2022.

O Public Procurement (Preference to Make in India) Order, 2017
gives preference 1o locally 3@::?3:1&& goods, works and services in
public procurement thereby giving boost to industrial growth.

0 The Emergency Credit Line Guarantee Scheme (ECLGS) is a fully
guaranteed emergency credit line to monitor lending institutions.

India is gearing up for the fourth industrial revolution or Industry 4.0
in which manufacturing transformation needs to integrate new
technologies such as cloud computing, IoT, machine learning, and
artificial intelligence (AI). The National Manufacturing Policy which aims
to increase the share of manufacturing in GDP to 25 percent by 2025

FDI under automatic gcﬁ% :

Business Economics

India is an attractive hub for foreign investments in the manufacturing sector
Over vr«u. last few years, FOT 2quity inflows in the manufacturing sector have been
v_,..om.ﬂnmf<n_< rising. India continues to open up its sectors to global investors by
raising FDI limits and remaving regulatory barriers in addition to developing

infrastructure and improving the business environment. According to the

Department for Promation of Industry and Internal Trade (DPTIT). India received

a total foreign direct investment (FOT) inflow of USS 58 77 n in 2021-22

Mr.ﬁ.a are many challenges to the industrial sector: a few of these are enumerated
elow:

QO Shortage of efficient infrastructure and manp
factor productivity.

O Reliance on imperts, exchange re
overruns

and

</ in terms of credit

Q The MSME sector is relativaly
availability.
QO Industrial locations established without reference to cost-effective point

tend to experience unsustainable cost structure.

0O Heavy losses, inefficiencies, lower vity
plaguing public sector industries.

0O Strained labor-management relaticens and loss of man hours.

O Lower export competitiveness, slowing external demand and
tariff barriers by other countries.

O Global supply chain disruptions and uncertainties.

O Inflation and associated macro zconomic developments leading to input cost
escalations and lower demand.

Q Global slowdown and related negative sentiments affecting investment.

O Aggressive tightening of monetary pelicy and increases in cost of credit.

Q High and increasing fuel prices, and

O Mounting presence of informal sector.

and

producT

mposition of nor

A Mohnish Vora (MVSIR) /
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1 cconomy is the
le featurc of the post ;
A _remarkdb of the services sector in generating growth of income
and employment. Unlike the usual economic development process of nations
‘here n_u nomic orowth has led to a shift from ag culture to industries,
conomic gro 1S " g
whe y cector to the secondary sector, India has the unique

m the prim i .
MHMMMn:nn oM bypassing the secondary sector in the growth trajectory by

a shift from agriculture

overarching role

to the services sector.

f activities. (Refer Box 2 )

Tndia's services sector covers wide variety o

5 2S.aspe
BO broad cltss atio
g s a o

past Zlass ca ! 008 d )

Wholesale and retail trade and repair of vehicles

Transportation and storage

Accommodation and food service activities

Information and communication

Financial and insurance activities

Real estate activities

Professional, scientific and technical activities

Administrative and support services

Public administration, defence and compulsory social security

Education

11. | Human health and social work activities
12. | Arts, entertainments and recreation
13. | Other service activities

Activities of households as employers, undifferentiated goods and
services producing activities of households for own use

Business Economics

» The service sector refers to industry producing intangible goods vig,

%

A Servicoq
as output. The services sector is the largest sector of India & nnnoc::_wm-.
53.89% of total India's GVA. The Gross Value Added (GVA) at current prices ?”

the services sector is estimated at X 96.54 lakh crore in 2020-21.

The service sector is the fastest growing sector in India and has the Emrﬂw
labour productivity. Both domestic and global factors influence the growth of the
services sector. The exceptionally rapid expansion of knowledge-based servicag |
such as professional and technical services has been responsible for the fastes
growth of the services sector.

._.rnnq.oacn:.o:ozano:m::izo:Omm:m01304~.03«_.:4m§ul,\nun.):.nmnnﬂs:.ﬁ u:n:
as computing, accounting, inventory management, quality contrel, perscnnef
administration, marketing, advertising and legal services has increased manifold
due to application of state- of the- art information fechnology. |

Services sector growth can also complement growth in the manufacturing sactor.
The start-ups which have grown remarkably over the last few years mostly
belong to the services sector. B

Activities of extra territorial organizations and bodies

v

Y

India is among the top 10 World Trade Orgenization (WTO) members
service exports and imports. India's services exports at US$ 27.0 billion
recorded robust growth in November 2022 due to software, business, and travel
services.

While exports from all other sectors were adversely affected, India's services.
exports have remained resilient during the Covid-19 pandemic. The reasons cre
the higher demand for digital support and need for digital infrastructure.
modernization. N

¥
The Indian services sector is the largest recipient of FDI inflows. FDI equity.
inflows into the services sector accounted for more than 60 per cent of the total
FDI equity inflows into India. h
The World Investment Report 2022 of UNCTAD places India as the seventh
largest recipient of FDI in the top 20 host countries in 2021. In 2021-22
India received the highest-ever FDI inflows of US$ 84.8 billion including US
7.1 billion FDI equity inflows in the services sector.

A1)

Lo
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beralisation of investment in various indusip

t has _un_..:.:.+4nQ 100 per cent foreign _::.:w;.mm. the
cation ssrvices ,z:.m:mr the Automatic Route
frastructure providers.

ensure the |

n

ernmen’,
mno_ehnqaacﬁ_ in

Mn):,hwm o

. insurance companies was also rai

e FOE ceiing in 115 P ised from 49 to 74 per
¥

o&:?

! ation in
including all

undertaken by the Government, such as the launch of th
Window system and enhancement in the FDI nl::m
matic route, have played a significant role in ?n_._:n.:,_.:w

——

_ measures !
y Me” ol Single-
zn:oan the auto

CONCLUSION

gia Development Update AHUCU of the World Bank published i
zo<m=qvnu 2022, observes that India had to ?n.@ an c:cmcn:%nrn:nzm:ﬂm
i environment Ao:oi_:m wrn Russia-Ukraine war, increased crude
G commodity prices, persistent m._own_.m:vv_< disruptions, tighter
financial conditions and high domestic inflationary pressures.

» The I

dll these, the real 6DP of India grew by 6.3 percent in July-

» Despite . f
f 2022-23 driven by strong private consumption and

September 0
investment.

» The report observes that India’s economy is relatively more insulated
from global spillovers than other emerging markets and is less exposed
1o international trade flows on account of reliance on its large domestic

market.

» As such, compared to other emerging economies, India is much more
resilient to withstand adversities in the global arena.

A Mohnish Vora (MVSIR)
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