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_’ ECONOMICS
+

Two fundamental facts of Economics

. Unlimited Wants - b :

» Resources are relatively scarce resources (Problem o _ \_
Scarcity) and have alternative uses ECONOMIC PROBLEMS

We cannot have everything we want with resources we +

have, we are forever forced to make choices. = 3 —

Therefore, we choose to satisfy only some of our wants M
Jeaving many other wants unsatisfied. : h 1 | 1

problem of scarcity is faced by EVERYONE in this world UNLIMITED GRADED LIMITED AL ATIVE
Thus Economics is "PETI WX X B NUMBER PRIORITISED USES

r'Y r
‘Economics’ is derived from Greek word 'Oikonomia’.
Its meoning is 'household management”. m%m.mn%CHMMMOMm

1

13
i | Economics is the study of the processes by which relatively scarce rescurces are cllocated
i | to satisfy competing unlimited wants of human beings in a society.
1| Economics concerns itself with
T——— = > i|i. the crucial concern of how a nation allocates its scarce preductive resources to various
Economics is a "Science which deals with |! uses:
i

Various Definitions of /[Economics ™ =

Wealth Definition
Limitation : neglect of immaterial services

Adam Smith

J B Say ..
wealth ii. it also deals with the processes by which the productive capacity of these rescurces is

increased and
iii. with the factors which, in the past, have led to sharp fluctuations in the rate of
utilisation of these resources.

Alfred Marshall| Welfare Definition

Lionel Robbins | Scarcity Definition
or Robinson | Economics is neutral between ends.

Till 19t 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 Wealt ! ‘

Paul A,

_En: Growth Definition
A Mohnish Vora (MVSIR) A%
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Micro Economics

0 The study of economics helps us in-

» Developing an enclytical epproach

. Choesina the best course of action from among
the different alternative courses

Macro Economics _

e
Study of behaviour of individuals or group of

Study of economy as a whole. It analyzes th,
‘| units rather than all the units combined overall econcmic environment.

er. it - to remember that- .|i| It examines how individual units make decisions | Aka - Aggregate Economics
EHoseve I e L ‘| as to how to efficiently allocate their scarce
» most economic problems are of complex nature |;
& 1| resources
& ani

- are af fected by several forces

Few areas under Micro- Economics are:
(i) Product pricing;

Few areas under Macro- Economics are:

| (i) National Income and National Output;
O The study of Economics- (ii) Consumer behaviour; (ii) General price level and interest rates;
- cennot ensure that all problems will be

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

iv) The economic conditions of secti
+ it would enable a student to examine a problem W) i pesiy @

| (iii) Factor pricing;
cppropriately tackled; but, : LU g st

e S : people; (v) The overall level of savings and investment:
In its right perspective. (v) Behaviour of firms; and and
ecliion nigking referstprasess of (vi) Location of industry. (vi) ._.Jn level of employment and rate of
- selecting en cppropricte alternative that will economic growth.
provide the
» most efficient means of attaining a desired || NOTES
end,

» from two or more alternative courses of action. W

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

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

Joel Dean defined "Business Economics” as use of
economic analysis in formulation of business policies.

Business Economics is aka. Applied Economics or
Managerial Economics

CA Mohnish Vora
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UNIT 1 -

INTRODUCTION

;3 of Business Economics

1) Business Economics isa mnmw:nn
Economics is a _uqnzn_...o._“. social science of
how people in a society focused on
ngn_cn:az. 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 Appreach

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 _Economics Prescriptive,
"What should be” done for welfare,

involves value judgements
s cuen R e ]

CA Mohnish Vora (MVSIR) \

Scope of Business Economics

Operational / Internal Issues
(solved using Micro-Economics)

Environmental / External Factors

Business Economics’

NOTES

(solved using Macro-Ecc ics)

Those issues that arise within

These are not within contral of
management;  thus  organization

organisation and are within : : T

control of management. should fine-tune its policies to
minimise their adverse effects

i, Demand Analysis and

Forecasting

Demand analysis pertains to Mai ic fact

behaviour of consumers in | Maior macro-economic factors

markes O Stage of business cycle

ii. Production and Cest Analysis DJ_.wn._ﬁ_m __._,— ) _.m.nwun:n_u _“.._no_ﬂmm

Production  theory  explains Smpoymen,  PRIees,. Saing

investment.

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

iii. Inventory Management

iv. Market Structure and
Pricing Policies

v. Resource Allocation

vi. Theory of Capital and
Investment Decisions

vii. Profit Analysis

viii. Risk and Uncertainty
Analysis

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

O Working of central
financial sector

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

0 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

be taken,

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

Concerned with

Analysis

All  theories relating to
production, distribution &
consumption

Analysis of macro level

Only profit - theory
ignoring other theories

" NOTES

Framing of economic }_uv___nndo: 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) Ca _40_.m4&| All a_.nwo_._ﬂnmu are
iem i i g i| them. This is generally called 'the owned and controlled by privete
greTiger o & Bt eraonie st sasail i| central economic problem’. individuals for profit
. Proper decision making in | 1) What to produce? = What &
Main Task _u_.““.m__u:.w_.__.w ﬁohmoﬂﬂ”ﬂ“pmom a m how much fo produce 2) Sccialist - Material resources
Y 4w " | particular business entity |!| 2) How to produce? - Capital or are owned by State (aka Govt. o
Positi B owell ' Labour Intensive Central Planning Authority)
Nature sk .<M Normative | 3) For whom to produce? = How :
norErLve |~ 6/s distributed 3) Mixed - It depends on bott
Scope Wider Scope Narrow scope i| 4) What provisions are to be made markets and governments for
— It has business economics | It is an applied branch of ; for economic growth? allocation of resources —
as its applied branch. economics i

Analysis of micre level

Invovied

issues like growth, inflation
& emp.

issues like demand, supply
& profit

Concentration

only on economic aspects

Both economic as well as
non-economic aspects of

any business problem
o .| Some assumptio
it ptions
h\b__nrl_.x.o.m wnwn_..._ ie_..acz e becarie invalid  when
ssumptions assumptions applied.
CA Mohnish Vora (MVSIR)
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| . DA s b Capitalism’
Aka free market economy or laissez-faire ecanomy or market
economy -

All means of production 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 metive is driving force.

- Right to private property

» Freedom of enterprise & economic
sovereignty)

> Absence of Government Interference

> Competition (Efficiency increases, optimum allocation, cost
minimized; but wastage of resources due to advertisement)

choice (consumer

Merits .

> Consumers benefitted - many good quality goods at low prices

> Self-regulating and resources allocated autematically 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. -

How do capitalist economies solve central

Business Economics

OF PRICE MECHANISM

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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OBLEMS OF AN ECONOMY AND ROLE OF PRICE MECHANISM

Business Economics

Socialism

Mixed Economy

» Aka Command Economy or Controlled
Economy ) : = ,

» Concept given by Karl Marx and Frederic Engels in 'The Communist
Manifesto' (1848)

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

Characteristics

~ Collective Ownership

» Economic planning

~ Absence of Consumer Choice

~ Relatively Equal Income Distribution

~ Minimum role of Price Mechanism or Market forces

Economy eor  Centrally Planned

- Prices prevailing here

are ‘edministered prices’ which are set by Govt.
~ Absence of Competition

Merits

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

~ Unemployment is minimised,

~ Business fluctuations are eliminated 5

- Right to work and minimum standard of living

~ Labourers and consumers are protected from exploitation
~ Comprehensive social security

Demerits

~ Bureaucracy & red fapism, 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)

= Central Planning

» It includes the best features of both capitalism & socialism
» Private enterprise is allowed fo do any type'of economic ac

tivity,
However, the Govt. imposes measures to control and regulate nz.ﬁw
sector

> The Government itself runs important and selected industries an

eliminate the free play of profit motive and self-interest

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 formation. .

> Price mechanism and competition - leads to efficient decisions

> Consumers benefitted - consumers’ sovereignty & freedom of cheice.
Incentives for innovation & technelegical pregress.

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?

3
=
b
-

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

(Weightage: 10 Marks)
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‘Demand’ refers to gquantity of a

CA Foundation New. Syllabus

CS CHAPTER 2 -

._-Im0n< OF DEMAND & SUPPLY | UNIT 1 -

Determinants of Demand

Factors which influence the demand for a commodity are determinants of demand

THEORY OF DEMAND

good or service that buyers are

same thing as desire to purchase.

The effective demand wo_. a thing
anvn:mm on

i. desire

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

about quantity

Two  things

demanded.

1) Quantity demanded is always
expressed at a given price. At
different  prices  different
quantities are demanded.

2) Quantity demanded is a flow

concept. We are not concerned

with single isolated purchase, but
of

—

willing and able to purchase at ) Price of The good

<M1._—n_._m prices. during a given period Ceterus paribus, price increases > demand
or Zlks. decreases & vice versa

In Economics, demand is not the 2) Price of related goods

» Complementary goods (goods used together) ->

Naturetort Goad:

TMeani
AL

Normal Goods
Eg- Furniture,
Automobile,
Consumer Durables

Increase in income leads to higher
demand.

Eg Car & Petrol - Price of Petrol increases,
demand of car decreases [inverse relation]
m__._wu.:.:._._.m\.m_.__uv_nanaaﬂx\noavnzqﬁ goods
(goods which satisfy same want) > Eg Tea &
Coffee > Price of tea increases, demand of
coffee increases [direct relation]

3)
Generally, higher the income 2 higher the demand,

however sometimes it depends on nature of goods.

4) Taste & Preferences
fodern or more fashionable goods have higher
demand. However preferences may get affected by
4 types of effects. (Refer next page)

5) Cons
If consumer expects = Increase in future price
OR Increase in future income OR Shortage of good

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

Satisfies basic needs of consumers.

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

Durable Goods
Eg- TV, Car, House

As people become richer, there is a
relative decline in importance of nol
durable goods & rise in impor

durable goods.

Inferior Goods
Eg- Cheap
substitutes, Local
goods

Demand rises only
level of income & n_m.n._.;mm..wﬂ i:-..
increase in income b ._.m_,

A same good may be: _.Bn_dg.mmm_
condition & inferiar :..mm.m.-_..

with a continuous flow ¢

purchases ~and ~ we  musf [ " future=> Current Dem. increases & vice versa Lsaey 7 Préstigs | Darand sics b s
o : eyon

therefare express uns.n:n. as | | ) Other Factors Sl no:m_._-.:a_..m Snoan nS.n_

‘so much per period of time. | il (Refer next page) Eg- Sports Car efc

CA Mohnish Vora (MVSIR)




ECONOMICS CHAPTER m - J_.zmoﬂ om um3>2a & mc%_k _ UNIT _ -

4 Types of “Effects” which influences consumens' Tastes and _,.in_.s..na

of consumers

&. Size of

Business

._.Imox,\ OF DEMAND

Economics

Larger the size of population
Given by James Duesenberry, population goods
Demonstration Desire of people to emulate (imitate) the consumption More old people, then demand for spectacles, sticks,
& rmn.mnm..*r_._.u behaviour of others. etc. will be high.
ekha-Dekhi ; j
pepe by on e g because they e tht thr ||| ) Age | x o o ciien, dmnd for o ofes, rc. il
population be more.

It refers to extent to which the demand for a commodity
is increased due to the fact that others are also

wnm_%gnmuz consuming the same commodity. (Herd Mentality)
ec ; : . +} %
(Bhed-Chaal) Purchase commodity in order to be fashionable or stylish Higher the national income, higher the demand
Em...;.”o conform to the people they wish to be associated c) The level of | Rich people has lower propensity to consume (PTC) and
W National poar have higher PTC.
By 'snob effect' we refer to the extent to which the Income & its . =
Snob Effect demand for a consumers' good is decreased owing to the Distribution \peven Distribution, then PTC less, demand less
(function of fact that others are ‘also consuming the same Even Distribution, then PTC more, demand more
consumption commodity. &
of others ) Desire of people to be exclusive; to be different; to nwa aw.“_u.mcn:“_n__...—u% Low interest rate, high demand

dissociate themselves from the “common herd."

Veblen Effect

Given by Thorstein Veblen.
Highly priced goods are consumed by status seeking rich

If there is migraticn from r

ural areas to urban areas,

there decrease in demand in rural areas.

and interest
rates

More credit available, then high demand

Tax increase, demand decrease

(function of people to satisfy their need for conspicuous consumption, e) __qun.,:::n._u:.-
_ olicies a Subsidy i i
price) People buy these goods fo show that they have style, wnm._.__....:n:u e

L

class, money, and good faste.

Ban or restriction increase, demand decrease

A Mohnish Vora (MVSIR) | mvsir.in)/ 2.2




Demonstration o
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 commaodity
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 and

disadvantages

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. ¥ who
also having the same
dress decided fo reject
the use of the same
dress further. Rather
Miss. ¥ will try to use
even more expensive
one.

I

|, Law of demand states-
hings being equal), if price
demanded will rise and

As per Alfred Marshal
ceterus paribus (other 1
of commodity falls, quantity
vice versa

The quantity demanded is amount of a good or

service that consumers are willing to buy at a m_.,.dm_._
price, holding other factors constant. The quantity

demanded can exceed quantity actually sold.

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.

e s U S |

CA M

ohnish Vora (MVSIR) A

A demand curve is q graphical Press _\
of the demand schedule, It js awma

plotting Price. on Y-axis & _Jm.v__l
Demanded on X-axis. ﬂ
_

Slope of demand Qﬂ.ﬂm{r..b@..g _
Negative sign in slope > consistent -
Jaw of demand. -

Tihitiey

Demand curve can be linear (straight fy,™
or curvilinear (slope may vary along curve) —
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.......................... ECONOMICS CHAPTER 2 - THEORY OF DEMAND & SUPPLY | UNIT { -
m Market Demand Schedule ]
Market demand is total quantity that all buyers of
a commodity are willing to buy per unit of time at q
given price, other things remaining constant.

Business Economics
THEORY OF DEMAND

Demand Function
Demand function states relationship between
O demand for a product (dependent variable) and

O its determinants (independent or explanatory variables),

4) Price effect
The total fall in  quantity
demanded due to an increase in

pricz is termed as Price effect.

A demand function may be expressed as follows:
Dx = f (Price of Good X, Income, Price of Related &

The price effect is sum of its twe
companents namely: (as explained
by Hicks & Allen)
) substitution effect

income effect.
Substitution effect:

sods)

Demand Equation

The straight-line demand curve where we hold everything else

constant other than price, can be described by a linear
demand function,

When the pricz of a commodity
Q =a-bP i| falls, it becomes relatively
Where 'd’ is the vertical intercept and ‘b’ is the slope. i| chaaper thanm other commodities &

it induces consumers to increase
Rationale of the law of demand

demand of commodity whose price
has fallen.

Market Demand Schedule

The market demand curve is obtained by horizontal
(lateral) summation of all individual demand curves.
If we plot the market demand schedule on a graph,
we get the market demand curve.

The reason why price & demand are inversely related and why
demand curve slopes downward.

When price falls, substitution

effect is always positive; i.e it will
According to Marshall, consumer has diminishing utility for always cause _.:_uﬁn.uqo be demanded.
Censumer A's Consumen ¥'s IAarket dernand each additional unit of a commodity and thus, he will be
Demead curve Demand curve curve for good X willing to pay only less for each additional unit. The substitution effect will be
a, for gacd X 0, for good X 2) Arrival of new consumers

stronger when:

When price falls, some consumers who could not afford to | | (@) the goods are closer substifutes

buy earlier may now be able to buy it (b) there is lower cest of switching

to the substitute good

- . 5 (c) there is lower inconvenience

Goods having multiple uses> Price decrease > used for while  switching to  the
varied purposes & demand increase, Eg- Milk, Electricity etc. substitute good

4 b G R T

= R VS

P =

Prcant X (inRE)




Additional Notes - Price Elasticity of Demand

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

> Percentage change in Qty = %AQ = [ (New Q - 0ld 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
O When data of Qty Demanded is given as an equation = use
point (derivative) method
O 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.

VS.T.E._a_._nm.:oz:.__a::u:mncn.:n_._nzmnum;!._nnn:n_nrn:mam_,n:...._n_
h expenditure/revenue < use total outlay method.

(] Ny
# 2 YR

Y & «

Price

e -

| UNIT 1 -

Sl

THE

Business Economics
ORY OF DEMAND

L

Value of price elasticity of demand varies from minus infinity fo approach Eﬂ_-
however while interpreting its value we ignore -ve sign (to draw conclusions)

—

Fp=n

vy
D

Price

¥

Price

o MMuantiby

Q Perfectly inelastic demand
Q Vertical Demand Curve ||

Q Parallel to Y-axis or Price axis
O When price changes 2 %AQ =0

O Relatively inelastic demand
(Ep<1)

O Steeper Demand Curve

Q %AQ < %AP

O When price falls >buyers!
are unwilling to significantly;
contract demand, :

O Qty dem. here is relatively!

insensitive fo price changes. |

X

p A

D

- Qfl e o
(Ep=0)~

Q Relatively
demand (Ep > 1)

Q Flatter Demand Curve

0 %AQ > %AP

Q Qty dem. is relatively
sensitive to price
changes

1
"
"
i
'
H
]
1
[l
'
i
'
!
1]
1
Gu, '
d
'
]
i
'
!
!
v
'
0
'
1
1
i
[l
[l
'
'
1

X
Quanlily

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

%P

X

x

Quiantity

QO Perfectly elastic demand
W_ m__u = = (Infinite)
orizental Demang Curve |
W_ Paralle| To X-axis or qty nx_,“—
Small price reduction rajses
a mn_.:ﬂ_:n_ from0 5 o
Small price inep =
QO Found in _un__.mnn”_ﬂun. o -
compeftition market




Additional Notes - Total Outlay Method

Business Economics

mnzn_..o_:_. when price increases, there are two effects which act
opposite directions on revenue.

in

L

Price effect

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

_ Quantity effect.
After a price increase,
fewer units are sold,

which leads to lower
revenue,

1|.l|t|.]l|...l|-|l|..||

What will be the net nmmn.- on total revenue?

Inelastic Demand

Demand (Ep = 1)

(Ep<1) QE <PE | Decrin TR <Incrin TR | TRwill increase
m_nmm__mnu mn_ﬂnsm QE>PE | Decrin TR>Incrin TR | TR will decrease
Unit Elastic QE = PE | Decrin TR = Incrin TR TR will remain

same

%A Qty Dem.

Q2-Ql pz + Pl

% Advt Exp

Qz-+Ql P2 -P1

CA Mohnish Vora (MVSIR) A

e B )

7 Goods having substitutes> Elastic Demand

~ Mo substitutes Inelastic Demand
1 Availability of > Goods as a group (generic) > Inelastic Demand (eg-
Substitutes petrol)
» If we consider brands=> Elastic Demand (eg- TOCL
Petrol, Reliance Petrol etc)
- Greater the proportion of income spent on a
Position of a commodity=> greater zlasticity of demand & vice-
2 | commodity in a versa.
consumer's budget > Salt, matches, buttons = inelastic dem
> Rental apartments, clothing 2 zlastic dem
Nature of the need | > Luxury goods (possible to pestpene consumption)
3 | that a commodity elastic demand
satisfies % Necessities (cannot be postponed) inelastic dem.
4 No. of uses of > More the possible uses of a commodity, the greater
which a commodity its elasticity of demand
: N > Long time period to adjust to price change-> elastic
B T permd > Short time period-> inelastic demand
6 | Consumer habits Consumer is habitual of a good-> inelastic demand
7 | Tied demand Tied demand~> inelastic (Eg pen & refill)
¥ Very high price or very low-price range= inelastic
R > Very high p y low-p ]
8 | Price Range > Middle range = elastic demand.
9 Minor complement Cheap & complementary items to be used with a

items

costlier product = inelastic demand.




[ i iy -
CA Foundation New Syllabus A SliperiGharTABOoK Business Economics
mnOZOt.Hnm. CHAPTER 2 - THEORY OF bEMAND & SUPPLY | UNIT {1 - THEORY OF DEMAND

Percentage
Methed (E
————— e e S Responsiveness of quantity demanded of Good X to a change in price of relatec.

Proportionate Method (Ey) i EREY ﬁoon_ Y. Where Goods X & ¥ can be- z

Proportionate
Methed

If after an increase in income, the
proportion of income spent on a good

Type of Income Elasticity

/]

Two goods having o
Felation between them

Income Elasticity = 1
Two goods which are to

be consumed together.

Remains Same
Eg- Pen & Ink . Eg- Laptop & Burger

Two mooam which
satisfy the same want.

Eg- Pepsi & Coke

Increases Income Elasticity » 1

|
3 Decreases Income Elasticity <1

No relation betweer—

~<

e e e ——————

vm..nn:,nnmn Sﬁ_..om nmv

Price of Laptop & Q¢

B g ety

v "_
= 7 e
LA b ded o P9 of Burger.
& .D.:, emande OR By:= AQ " Y 2 =
%A Income AY Q %= i o
) e
\ Value of Ey Type of Good M “_ M Making pdfs or photo-
- Demand is unresponsive to change in income. . > : > copies or un__m_d bigals
\ Ey0 (No specific type of good) Dd‘n_u_m:._ of x DEH_uﬂa of x am En,-xm.Hw is NO
- A oke ! n allowed.
— Ey is Positive = Ey > 0 Normal Goods Direct or Positive |i( Negative or Inverse
‘ O<Ey«1 Q Necessities relation between Price |i| relation between Price Strict legal action wil
[ Ey>1 [ FRBGiy dood of Pepsi & Qd of Coke. || of Pen & Qd of Ink. be taken. Kind
¥'99005 . ! ) refrain from daing 0
Ey is Negative > Ey <0 Inferior goods Lpward sloping cross wﬂooﬁ“ﬂﬂﬂnzn n_._w_,_ww e

i
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% Qty Dem of X
%l Price of ¥

P2 +P1
P2 -P1 P1-p2

Value of Ee Type of Good
Ec=0 Unrelated Goods
Ec is Positive & Low
Ec is Positive & High'
Ec is Positive & Infinite

OR al-Q2 X

P1+P2

Remote Substitutes

Ec is Positive 2 Ec> 0 Close Substitutes

Perfect Substitutes

Ec is slightly below zero
Ec is Negative & High

Ec is Negative & Infinite | Perfect Complements

Weak Complements Strong Complements
Ecis -ve & slightly below zero Ec is -ve & high

Eg- iPhone & Local co. charger Eg- iPhone & Apple co. charger

Weak Complements

Ec is Negative > Ec <0 Strong Complements

<
<

Steeper
Downward
sloping Cross
Demand Curve

sloping Cross
Demand Curve

/

Qty Dem

Price
Price

.
|
|
i
|
1
]
;
"

Flatter Downward '
;
1
|
}
|
i
\
1

Book

.ﬂ._mo_u( 01 DEMAND & SUPPLY | CZH._. 1-

|||||||||||||||||||||||||||||||||||||||||| e

Close Substitutes

Remote Substitutes
2 Goods are substitutes but have

less similarity. [Ec

is +ve & low] i similar. [Ec is +ve & high]
Eg- Iphone & Smansung Mabile Eg- Pepsi & Coke efc.
Y : Y
9 - Flatter Upward
S o sloping Cross
| Steeper Upard ! o Demand Curve
H sloping Cross ' s
5 Demand Curve ; o \
S _. £
i H o -
[« i H o
D.J\ Dem of X ' Qty Dem of X
............ DI esviasissn e beusass iovasinaiad OB o e nia i i
NOTES

2 Goods are substitutes & are very

Business Economics
THEORY OF DEMAND

i musiniing/ 2.10
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Classification of Wants

All desires. tastes and metives of human beings are called

Necessary to meet minimum
wants in Economics. Since resources are limited, we must

» Concept of utility is used ip !
physiological  needs =

Necessaries

for life or b it off Food neo classical Economics 1
choose between urgent wants and not so urgent wants. existance minimum ame i
clothing & shelter. demand.
Nature of Human Wants

Necessities required fo
maintain longevity, energy
and efficiency of work.

e > Utili to "that property i
~ Unlimited = never completely satisfied. > Ty P Yy in

any object, whereby it tends

Necessaries

il explain operation of law of
~ Differ in intensity> Some are urgent ,others are less :

for Y & to produce benefit

intensely felt Necessaries efficiency Eg- :u_._:mr__.._.m food, nn_.c_nn._n.mm. ..u_\.mn.q.c_,w . good
- = | = adequate clothing, clean or happiness”.
» Satioble (capable of being satisified) waterofe - . I
g - s - anticipated

~ Competitive=> resources are scarce in relation to wants. Not necessaries in reality expected satisfaction I

~ Complementary> Some wants satisfied only by using Conventional but arise either due to s
multiple goods together.

A commodity has utility for n-
consumer even when it is not

¥ A particular want may be satisfied in alternative ways consumed .

compelling customs &
conventions.

> Wants are subjective (vary person to person) and It is a subjective entity and

relotive (vary with time & place) varies with person, time &
place. It should be noted that
utility is not the same thing cs
usefulness.

While necessaries make life possible
comforts make life comfortable and
satisfying. Comforts are less urgent than
Comfarts | necessaries.

Eg- Tasty and wholesome food, good house,
clothes that suit different occasions, audio-
visual and labour saving equipments etc.

» 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,

From the economic standpoint,
advertisements and social norms and customs

even harmful things like
liquor, may be said fo hav
utility because people want
them. Concept of utility &
ethically neutral.

Wants  which are  superfluous
Luxuries | xPensive. Not essential for living,

Eg- expensive clothing, exclusive motor
cars, classy fupnitune, ods used far

i : : ’ and
» Wants arise from multiple causes such as physical and
psychological instincts, zocicl obligations and individual's

economic and social status

!
"
)
V
i
]
\
i
" necessaries | Pressure of habit or due to
_ :
]
)
)
)
L]
]
1)
H
]
]
]
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Utility hypothesis forms basis of theory of consumer behavic

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
rumerically.

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

Super

“THEORY OF DEMAND & SUPPLY | UNIT 2 -

Marginal Utility Analysis

no longer wants it

» 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.

7 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
Eann_’nou_:m and a point is reached where the consumer

IChdrteBook

qmmmemessmmmmmm————-ssmmm== == e ===

THEORY o—u nOZmC.Smn BEHAVIOUR

Business Economics

Gulab Marginal Utility | Total _.:___.J‘ Total Utility (TU)
" i =11m of marginal tilities
Tamun (MU) (Tv) »TU is sum of u 2
(in Utils) (in Utils) derived  from  consumption  of
1" Piace 50 50 different units.
2% Piece 40 90 i MUT = MU ML
3rd Piece 28 118
: > MU is addition made ta total utility
4th Piece 10 128 by consumption of one additional
5th Piece 0 128 fmarginal) unit of a commodity.
6 Piece -5 123 » MUn = TUn - TUn-1
. g
Observations from above table WPy
rol
1) MU can be positive ,zero or negative. / Ao,..?d
i s
2) MU diminishes throughout. <
3) TU rises as long as MU is positive, but
at a diminishing rate because MU is >
diminishing. L Sy
4) When MU = 0, TU is maximum. It is a - P
satiation point or saturation peint. Once 4 rexopral VYWY
this point is reached, consumer would ._.. T Cowi®
refuse any extra unit even if it were | ows
free P T i
5) When MU is negative, TU is diminishing, - \ =

6) MU = Slope of TU,
N




Rationali Consumer is rational & attempts to attain maximum satisfaction
afiapality from his limited money income.
Cardinal Utility is a cardinal concept-> measurable & acn_::jn_u_m:wA in
Measurability of [ utils. Compare different commodities & express which
Utility commedity gives him greater utility & by how much
.Sozn.u. - ._.”n £ The amount of money which a person is prepared fo pay for a
measuring rod O | ynit of a good is @ measure of utility which he derives.
utility
Other factors Price of commodity, tastes & preferences, income, habits, etc are
‘constant’ assumed constant.
Contimaty In No time gap or interval between consumption of different units,
consumption = .
All units consumed should be identical in nature. If successive
Homogenous Units s show variation or are of superior quality, diminishing
ty 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 meney 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 fotal of separate ufilities of the goods,
Utility The theory ignores San_mamin:? between moon.m

A Mohnish Vora (MVSIR)

Assumptions like cardinal measurability of utility,
constancy of marginal utility of meney, continueys ||
consumption & consumer rationality are unredlistic,

Unrealistic
assumptions

Utility is not independent. Shape of utility curve

may be offected by presence or absence of
ements.

substitutes or compl
Eg- Uftility obtained from tea may be seriously

affected if no sugar is available.

Case of
related
goods

Exceptions to this law- .
Prestigious goods > gold, cash, diamond etc |

Vg

> Hobbies, rare

collections etc

> People who seek greater knowledge end|
information will be more satisfied with every
additional information secured by them,

painting, music, peetry efc

alcohol,

Law is not

universal | > (Cpeative art,

> Habit forming commodities =
cigarettes, & computer games etc.

> People with miserly behaviour 2 o
accumulation of every additional unit of money
- gives more satisfaction.

‘Order books of MVSIR fram- www.mvsir.in

Enrall in classes from~ ultimateca.com
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Consumer Equilibrium
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 =
MUx / Px = 1

MUm =
I

Hle= i«
e

_ fx
" % } 3 /
=i E ]
—

dﬁ.a

—

7 X

Qe &\

— Q& x —

When price falls=> Buy more of good
When price rises=> Buy less
50 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) A
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Law of Equi-Marginal Utllity

» When consumer spends his income on more
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
preportional to its price & last rupee spent
on each commedity yields him equal MU.

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

Consumer Surplus (CS)
Alfred Marshall gave concept of CS.

CS = what consumer is ready te pay - what he
actually pays OR €S = MU - Price

._.ImDn< OF CONSUMER BEHAVIOUR

Business Econo

mics

Gulab Bnﬂmmﬁﬂ"&%: lity ._.o.wﬂ_.“w___q Consumer
Jamun (in Utils) (in Utils) | SUrPlus
1#* Piece 50 50 40

2 Piece 40 90 30
3rd Piece 28 118 18
4t Piece 10 128 0
5th Piece 0 128 =
6™ Piece -5 123 -

Su e o i
DBWJLMQJDF feen ATR

Tolmd LW = Ao, AEDS
Price. Pold = fres EFED

the law of diminishing MU.

called the individual consumer surplus.

» The concept of consumer's surplus is derived from

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

consumer,

% Total consumer surplus in a market is sum of all
individual consumer surpluses in market & is equal to
aryta below market demand curve but above price.




- Q3

Limitations of CS

1) €S cannot be measured precisely

2) In case of necessaries [
always infinite.

3) €S is affected by the availability

of substitutes,

A fall in price from
two components-

(rectangle marked by *b")

lower prices (the triangle ¢)

. P to P1 > |
Increases consumer surplus from
APE to APiF. Increase in €S has

¥ Increase in CS of existing buyers

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

No simple rule for deriving utility
scale of prestige goods (eg.
diamonds).

5) €S cannot be measured in ferms
of money > as MU of money
changes as purchases are made

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

¥
1
I
\
'
'
)
i1
1
1
P
)
|
1
|
1
|
'
'
\
1
1
I
P
i b.u
)
1
1
I
'
i
i
1
P
'
i
i
I
I
1
'
'
1
I
|
'
P
1
'

I e

1) A business firm can reflect on amount of
€S enjoyed by cusfomers

2) If business can identify groups oﬁ
consumers with different elasticity of
demand getting different CS, i...m:
firms can profitably ~use price
discrimination.

3) Large scale investment decisions >

consider the CS which project may fetch.

4) Rising price > CS falls. Firms rising price
should expect to make fewer sales.
5) €5> guide to finance ministers >

impose taxes on commodities yielding
high consumer's surplus.

Ordinal Approach

Assumptions of Indifference Curve Analysis

# As per ordinal approach, Human
satisfaction = psychological
phenomenon & cannot be
measured in monefary terms.

» It is easier & more sound to
order preferences than fto
measure Them in money ferms.

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

@

-n>

T

3) Utility is ordinally expressible.

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

4) Transitive choices> If consumer prefers combi.

The consumer is

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

If nmaa,_:n.zo: A has more commodities than
combination B

. then A must be preferred to B.
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Indifference Curve

ECONOMICS nIbv._..mz m.
Marginal Rate Of Substitution (MR5)

=0 SupeniG CHaRtIBook

~ THEORY OF DEMAND & SUPPLY | CZH._. 2

Indifference Map

Business Economics

- THEORY Om CONSUMER BEHAVIOUR

z_nnawinzo: Biscuit | Chocolate | MRS

T.

A 1 12

6 6

e
Olnlw
Dlw|n
S
N

il

T — il
=
G

— Tnifers

AT - ]

Ty 2 1y 5 € 1%
S e | —

(> An indifference curve is a curve which
represents all those combinations of

two goods which give same
satisfaction to consumer.

> If a consumer equally prefers two
product bundles, then consumer is

»

>

Why MRS keeps falli

» Most goods are imperfect substitutes

MRS of X for Y -> amount of (; > Indifference map=> coll=ction o
many indifference curvas where

whose loss  can  just  be
compensated by a unit gain of X in
such a manner that the level of
satisfaction remains same.

MRS is absolute value of slope of IC
(MRS = AY / AX )

.__ each curve reprezsents
: level of

: indifference curves)
r

1

[}

» It depicts complete picturs
consumer’s tastes & preferences.

n cEFTain

satisfaction. (set of

MRS = MUx / Muy Y

Wants are satiable > when a
consumer has more of a good, his
intensity of want for it decreases.

THDEFERENCE MAP

of one another,

Properties of IC

1)

3)

indifferent between. the two bundles.
\S Indifference curve is also called

equal _utility

4)

J

5)

Indifference curves slope downward to the right

2) Indifference curves are always convex to the

origin (since MRS which is slope is falling)

Indifference curves can never intersect each

other
A higher indifference curve represents a higher
level of satisfaction

F

Indifference Curve in case of

H noau_nu._na_+nﬁ< Goods g

— m_._wa:...c”_.a Goods H
~'L-shaped

» Downward Sloping

» Straight Line # Convex o origin

# MRS is constant » 2 straight lines
right angle bent

with

Indifference curve will not touch either axes
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Budget Constraint

» A consumer = se satisfaction 2 will fry to
diff Ve,

reach highest J.ﬂ;,_n indifference cu

_v|w:n_mﬁ 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.

U Any point on the BL - spends all his money O.._Duw

max

> But, in his pursuit of maximizing satisfaction , he has
to work under two constraints:
1) Pay prices for goods &,
2) Has alimited money income
Thus, a consumer's choices are limited by the
budget available.

income

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

é
O Any point within (below) BL (point A) = under M)
spending ™

» Algebraically, budoet constraint for two goods X and Y
as 2 HvxDx4_v<D<“_m B

Good X

> Slope of budget line = 'Price Ratio'= Px / il

Consumer is in ecguilibrium = Y
deriving maximum  possible P
setisfaction from goods & thus
is in no position to rearrange his Crocd

purchases of goods. V. N

~—— = [Consumer is in equilibrium ! 5 The budget i ill shift when there is:
I, | g Oy . " is in equ | > udget line will shift when there is:
;ﬂ”ﬁaﬂ%wx § | | at Combination Q', where ! O A change in prices of one or both goods

budget line PL is tangent | ! Q A change in leve! of nominal income
to indifference curve IC3 O A change in both income and relative prices

At equilibrium point,
TS Slope of IC = Slope of BL
: [MUx/Muy] = [Px/Py]

Here we assume that: { IC Analysis Vs Utility Analysis

> Consumer has a -given
indifference map

IC analysis is superior to utility analysis:

# He has a fixed money income : <l mgn— C TR e “ 1) Neo assumption of measurability of utility
~ Prices of goods X and Y are X Note- Making pdfs or § . ) )
; 2 : i| 2) Studies r t me
given and fixed, A consumer's optimal choice should | [l Akl I I T 1T _ ) Studies more than one commodity at a ti |
~ Goods are homogeneous & || satisfy two criteria> Equi. point should | JEkELCRIMINES CRENNoall | 3) Does not assume constancy of MU of money
i divisible, and : + Be a point on his budget line: & allowed. “_
> Consumer acts ‘rationally’ & || + Lie on highest indifference curve |![RUNEIMEEIINCIRNINTS | 4) Segregates income effect froml|

maximizes satisfaction,

possible

CA Mohnish Vora (MVSIR)

— substiturion effect.
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| I 1Y V7T | 4) State of technology T i LW off | Supply TS TEIE

i i Use of advanced tech> low cost> || » Other things 1m3n_=_,_._m constant, quantity supply
u:___._.x increases will inerease as price rises and vice versa.

> The behaviour of supply is affected by the time
taken into consideration-

0 In short run> not easy to increas

O 1Inlorg run—> can be easily o

in response to changes in price.

Osupply = Seller point of view (Sellers can be
individuals, firms & governments)

5) Government Polic
[ Increase in Taxes> cost rises>

supply decrease

O 'Supply’ refers to amount of 6/5 that producers are
- willing and

- oble to offer to the market

» at various prices

» during a given period of fime.

Ll.
L_
w
-y
(3]
o m

U Increase in Subsidy> cost falls—>

supply increase
O Restrictions> import quota or

> Law of supply> explained through supply sc

! rationing on inputs> production TR S
O Three :....UO«..-.D:..—. .—._T__:mm about mcﬂv—v\ ﬂﬁ_:¢ m_._mﬂv_% &Nn1wnmn P ..l.mltu..u_.u.:u_u_.__. .|... — .
1) Supply> what a firm offer for sale> not necessarily e Supply Schedule |
to what they succeed in selling. e S ﬂ
2) Supply is a flow concept=> 'so much' per unit of time _ Tabular przsenfotion of law o7 supply
3) Supply requires > w Nao. of sellers rise> Competition Price (Rs) Qty Supplied (in units)
_u_n.wn_..___._..:n:ﬁ of Suppl increase> More supply and vice versa. A 2 10
ﬁ 1) Price of the good 8) Expectations B 4 20
Ceterus paribus, price increases - supply increases | [ An increase in anficipated future c 5 35
(since profit increase) & vice versa price 2 reduces its supply today
D 8 60
2) Price of related goods Other Factors
If a farmer produces & sells wheat and soya. If price of government policies, E 10 80
wheat rises, farmer may shift his land to wheat goals of firm,
production away from soya (decreasing supply of soya) infrastructural facilities, Notes:

natural factors =  weather,
floods, earthquake

man-made factors = war, labour
m.:,_ram noaa_._sn_ riots _B,n

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

prod. > profit decreases - supply decreases

A Mohnish Vora (MVSIR)
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. Here price is plotted on the Y-axis
pplied on the X-axis.

Y

(R0 ._GJ

Price

. 8 Qy Suppld —

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

~ Supply curve shows simultaneously:

2 highest quantity willingly supplied by the suppliers
at each price &

inimum price whi suppliers to

ch will induce

- Market supply> sum of supplies of a commodity “

made by all sellers in a market i
, Morket supply curve> Obtained by adding |!
horizontally the supply curves of various firms.

UNIT 3

.Emoﬁ o_" am;}za & SUPPLY _

Supply E*mau to entire 1..."_35:“:6 between price
& quantity supplied.

Dcr..:.:ﬁ supplied is the n__._ni_é s:_nr is|

supplied at a specific price.

Represented by entire supply schedule & curve.

"Changes in Supply” occur due to changes in
factors other than price of good.

E, e ——
It is represented by a peint on the sup
curve.

price rice )
Increase in Supply > | Decrease n mﬂ___uu__.‘ >
Rightward  shift in | Leftward shift in supply

supply curve curve

Eg- Increase in price of

Eg- Decrease in price of | related  good, Govt
related good, Advance restriction, fall in tax
tech, fall in tax etc. ete.

"Changes in Quantity Supplied” occur due to
changes in price of goods concerned,

goods concerned

Decrease in
goods concerned -

Increase in price of

=

Contraction
Supply 2
Downward mevement
along the same supph).
curve

Expansion or
Extension of Supply
- Upward movement
along the same supply
curve

mvsir.in 7 2



Elasticity of Supply

Elasticity of supply = Responsiveness of quantity supplied of a
good 0 a change in its price.

|
[ |
'Percentage Point Arc
" Method Method Method
% LQs » Ny L R-Qt  P2+P1
% AP dpP Q Qz+Q1 P2 - P1
OR Where, dQ/dP =
.DlDl i h. Derivative of
AP Q qty with respect
OR to a point on
supply curve
1 N P
ope &)

> 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 _uo__.__“ 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.

O Vertical Supply Curve

Q Parallel to Y-axis or
Price axis

O When price changes
¢

¥ a m
: w
® oY _"
O Perfectly  inelastic |

supply :
OEs=0 !

A0

k.

x

oy
QUANTITY

O Relatively elastic supply
(Es > 1)

O Flatter Supply Curve

0 %AQs > hAP

£
1l
'
1l
'
'
i
1
i
1
il
]
Py h
1
1
1
1
I
[l
'
1
'
1
'
= i
1
Il
1
'
1
1
I
1
1
[

O Unitary Elastic Supply
OEp =
Q Supply

v FRCE

(o]

0 Perfectly elastic supply
QEs =
O Horizontal Supply Curve

Q Parallel to X-axis or qty axis
O Small

An

1 G2 x

QUANTTTY

o o

Curve=> passes
through origin (irrespective
of n_mmﬂmm with X axis)

= %hP

g g g g g

QUANTITY *
e (Infinite)
increase in  price

causes supply to rise from
zero to an :15_42{

Business Economics

Fal

FACE

ap

Py

aq

R

e
5 £

.\.Dnum <« AP

Pk

latively inela

9 9 *
QUANTTY

stic supply

zeper Supply Curve

L. at

n: DERTT

AReanbity Sl gpeied

If firms have-

0 Idle capacity= elastic supply

QO Reached their full capacity=>

inelastic demand
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How to improve price elasticity of supply m Key raw material > easily & cheaply m_nﬂ_,n ; oo —r
: e i i uilibrium is
A business organization generally tries to keep their price | 5 available _.__vn < ) ” HMM._AM.— mmn._n:o_._ Ermqmn
elasticity of supply high as they want to carn more profit when [if ™ . .. Inelastic | i i
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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
moximum possible surplus.

» Consumer surplus = measure of consumer
welfare. [MU - Price]
QTIt is represented by arec 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]

O1It is represented by area above
supply curve & below price line.

/
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ECONOMIC

As per Economics, production denotes proce 55 by
which man utilises resources to transferm them into
goods and services to maoke 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

of utility 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
gnatner place where they are of greater use.

Eg- extraction of minerals from earth, apple from
Kashmir to Mumbai ete.

3) Time Utility- Meking available materials at times

when they are not normelly aveilable. Eg- Canning
of seasonal fruits

4) Personal Utility- Making use of personal skills in

}n*o..a&un...s.nﬁ. e.g., those of organisers,
merchants, transport workers etc

Production does not include work done within q
hou

sehold by anyone ouf of love end affection,
voluntary services and goods produced for gelf
consumption. Eg- Food made by mother in home is
NOT production
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Factors of Production (Inputs)

3«_ input is a good or service which a firm buys for use in its pro

duction process, _
T ;

“|
(Natural Resources ]

— .
(_Human Endeavour ]

P Land | 3 Labour ]
1

ﬂ Primary or original ?n._.ouq

¥
% Qo

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

:n+_.__..n_1mmoc1nn9mn:.s_nqn?nm? light,
efc.

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

6) Land has multiple uses
7) Land is heteragencous

It refers to various types of human efforts which
require use of physical exertion, skill and intellest.

Labour must be done with motive of econcmic

reward. Anything done out of |ove and affection
or for sake of pleasure or love, is not labour

Characteristics

> Labour is perishable, re
active factor,
mobile.

,.\_..n_uocq.uoiaq&mawm?oa labourep to|

> Labour has poor bargaining power abourer

* Supply of labour cennot be
decreased instantly

~ Supply curve of labour has b
shape

quires hy

man effort,
inseparable

from lebourer,

increasey or

ackward bending




Business Economics

APTER 3

apital is ‘produced means of production’ or

.hag-anmn ‘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,
efc.

Cepital 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 - Personcl property

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

CA Mohnish Vora (MVSIR)

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

e [ 1) Objectives

1) Organic objectives : NW _..on._n:e: & SE of
2) Economic objective |i the plant " .

; 4o i| 3) Selecting & organising
3) Social.objschias physical facilities
4) Human objectives |;| 4) Finance
To provide faoir deal ||| 5) Org. structure
to employees etc i| 6) Marketing

. i | 7) Legal formalities
5) National objective | 8) Industrial Relations

Production Function

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
relationship 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 technolegy remains constent

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




Business Economics

Short Run
Production Function
Short-run

production
function shows maximum
amount of a good or )
service that can be |! | Law states that as we increase quantity of one

' | Aka. Law of returns to a variable input OR Law
produced by set of inputs, | | input (Labour) which is combined with other

of diminishing return

essuming that amount of ;| fixed inputs, marginal product (MP) of the

at least one of inputs |i| varieble input must eventually decline.
used remains unchanged.
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Assumptions of Law of Variable Proportions

a 1 AL
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In short run, Copital is [i| 1) Production technology remains constant o S ,,_M. >
fixed and Labour s |i| 2) Must be some inputs which are fixed (Short ¥ AOK of orickie Fogkr . MP X
variable . | Run) — -

3) Law does not apply where factors must be Mo

It is the subject matter

: used in fixed proportions to yield output TP _snwgmm.m at i : T
of the lew of variable |}| 4) Consider only physical inputs and outputs increasing rate HMx_BH_MNm & is | APis rising
proportion ____|! ] (unit terms) and not in monetary terms 4 | Increasing | till PO corresponding 1o | Stage
Long Run ' TP vs AP v MP Returns | After pOr, TP | POL and the falls, endes
Production Function increases  with MP > AP. th N AP is max &
i > AP, throu =
A long run production ||| Total Product (TP) : Total output resulting Pedieas ratey mll.lrnE. AP=Mp
e £ 5 T
function shows moximum |:| from efforts of all factors of production P Increases | MP is decreasing but
quantity of a good or |!| combined together at any time . with decreasing | positive. AP is
service that can be | ; 2 | Diminishing | pqte . decreasing
produced by set of || Average Product (AP) : Total product per unit Returns o Stage ends= MPis 0 | pyy
inputs, assuming that oll |i| of the variable factor, . Stage ends= MP < AP, throughout. | PoSitive,
inputs are variable | AP = TP/ No. of Units of Variable Factor i i —
' g ————1i
_ AP :
It is the subject matter |: | Marginal Product (MP) : Change in TP per unit Negative . : MP is decreasing & decreqg; =
of the law of refurns fo |i| change in quantity of variable factor. f 31 ‘Retums | TP is decreasing negative. but 'ng
scale. MP = ATP / A Positive,
: T = T |”I.II.|I|I‘|I|II1
CA Mohnish Vora (WVSIR) A5
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Occurs in LONG RUN

A change in scale
means that all factors

of  production are
increased or decreased
in same propertion.

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 “Linear

Production Function”

Returns to Scale

> Increasi RS
% 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

Homogeneous

Cobb-Douglas Production Function

.|.I|_
2 210
3 330
[ 4 440
5 520
6 600 100
7 670 95.70
8 720 90
9 750 83.30
10 750 75 0
1 740 67.30 -10
~ When AP rises > MP > AP

» When AP is maximum > MP = AP
» When AP falls = MP < AP

Stage of Operation

~ Never produce in m_dmo 1 & 3 are 2 'economic absurdity' or

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

industry.

Where 'Q’

a+b
> a+b-=
a+b

This function applies not to an individual firm but to whele of

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

Q=K. L. ¢

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

manufactur

;|rM

is output, 'L’ the quantity of labour and ‘C the quantity of capital, 'K’ and ‘o’
and 'b' are positive constants.
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Properties of Isoquants- However, one mma.u.mﬂﬂa agw
An i t represents all those combinations of |i| » Negatively sloped, (Slope of Isoquant = MRTS) wﬂﬁmm::ﬁon:aﬂ InditTerence curve s
n isoquan s yeen
inputs M___.:nr can produce the same level of cutput.

~ Convex to the origin due to diminishing MRTS
Isoquants are aka : equal-product curves,

production indifference curves or iso-product
curves,

+ Isoquant - level of production is easily

» Curve on right represents a higher level of quentified whereas,
output,

* Inan indifference curve it is not possible
: - to quantify the level of satisfaction |
> non intersecting. acquired by the consumer. i

Producer Equilibrium

Isocost line, aka. Equal-Cost Line or
budget line or budget constraint line,

It shows various alternative combinations
of two factors which the firm can buy
with given outlay.

Leost - Cost (ombinan oy
_ of fodors

| Produces  Equilibrior

Whatever be the combination of
factors the firm chooses on isocost line,
the total cost to firm remains the same.

4) ﬂm_ovno.mwuonom._.n.q\q.,_mm

N a ?
L4 |2
”O.t C B _4 My 7: @_ m x
Tl 8 - Units < Fugor x —m8—
1 % of ’ e
Ca| TSotmT Lines A producer can produce the desireqd
4+ el & least possible cost at equilibrium. output at
m‘-l .
P : » Producer equilibrium will _un, achievey wh
e 3 ._. Jo. % D ¢ s isocost line is TANGENT to isoquant (o4 bnn:_”M
Units of Labour <)

CA Mohnish Vora

(MVSIR) 4°
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ECONOMICS CHAPTER 3 - UNIT 2 - THEORY OF COST

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

maacn:cz analysis.

1) Accounti
Accounting (Explicit or OQutlay) 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) Qutlay costs & Opportunity costs
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

fraceable to a particular product, operation or plant

,H:n_?mﬁ 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 preductive 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 deo not vary with output upto a
certain level of activity.

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

O Fixed cost is a function of capacity

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

0 Shut down costs are costs which will
continue even after operations 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 cutput (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

A Mohnish Vora (MVSIR)
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Variable Cost

8) Semi -
Some Sﬂm which are, neither perfectly
varighle, nor absolutely fixed in relation

to the nrnsm_mm in the size of output.

Eq: Electricity exp, Postpaid Phone Bill
efc

b

[Sem-vaxok\e_Cost |

Some costs which may increase in o
star-siep feshion, ie., they remain fixed
over certain range of output; but

Jump to new higher level when
output goes beyond a given limit,

suggenl ¥

m:ol Ruh Total Costs

> TC = TFC + TVC

Total Fixed Cost curve (TFC)
» horizontal straight line parallel to X-axis

» Starts from a point on the Y-axis

Total Variable Cost (TVC)

an increasing rate. (Inverted-S shaped)

._.Sn_ Cost Curve (TC)

the TVC curve.

v

distance equal to total fixed cost.

» Initially increases at a decreasing rate and then at

# Obtained by adding vertically the TFC curve and

» Slopes of TC & TVC are same (Inverted-S shaped)
> At each point the TC & TVC curves have vertical

Y A [Shot-Ron Totot Cask Cower]
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AFC is fixed cost per unit of gutput.
AFC falls as output increases,

cannot be zero. (shape- rectangular hyperbola)

Average Variable Cost (AVi
»AVC =TVC/ Q

¥ AVC curve will first fall, then reach a minimum

and then rise (U-shaped)

Average Total Cost (ATC or AC)

>»ATC=TC/Q or >._-nu>mn+><_n

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

AFC curve will slope downwards throughout its
length but will not touch the X-axis as AFC

mvsininy 3.7
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Marginal cost is addition made to total cost by
production of an additional unit of output.
MC = Ain TC / & in Output
Or
A in TVC / A in Output

MC =
MC is independent of fixed cost.

The value of MC comes due to the changes in
varicble costs.

MC curve becomes minimum corresponding to
the point of inflection on the total cost curve

MC curve declines firet, reaches its minimum
and tnen rises ("U” shaped)

MC Curve mersects AC curve and AVC curve
at their respective minimum points,

MC & AC MC & Ave

W, 4 falls > Mc < AC
W8/ C rises > MC> AC
BAL min. > MC = AC

AVC falls 5 MC < AVC
AVCrises 3 MC»> AVC
AVC min. 5 MC = AVC

Mohnish Vora (MVSIR) y
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[CHORT Fbw AV ERAGE COST OQURVES |

How to select a Short Run Avergae Cost
Curve (SAC Curve) in the long run ?

SAC Curve is aka. PLANT Curves
As per above figure,
» For making output upto OB -use SAC 1

» For output more than OB, but less than
OD - use SAC 2

= For output more than OD - use SAC 3

Long Run Average Cost Curve

Long run is a period during which firm can yary g
its inputs (Labour & Capital both)

In the long run the firm can build any size or scq,
of plant and therefore, can move from one plan
to another. Long run is planning horizon.

A firm plans for the long run and operates in shert
run.

Long run cost of production is the least possibl
cost of producing any given level of output when ¢
individual factors are variable.

Long run cost curve depicts functional relationsh;
between output and long run cest of prod.
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Long Run Average Cost Curve

ECONOMICS cH
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APTER 3 - UNIT 2

THEORY OF COST

SCALE OF PRODUCTION

Business Economics

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 tangent to rising portions
of SAC curves

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

For producing output less than "OQ", firm will construct
relevant plant and operate it at less than its full capacity,

Whereas for outputs larger than OQ the firm will construct
aplant and operate it beyond its optimum capacity.

.._._._n falling portion (negatively sloped) region of LAC curve
is due- Increasing Returns to Scale and Economies of Scale

The rising portion nvom._._.?n_% sloped) region of LAC curve is
due- Decreasing Returns to Scale and Diseconomies of
Scale

(CA Mohnish Vora (MVSIR)

Economies of scale are cost advantages that enterprises obtain due o
operation, with cost per unit of output decreasing which causes scale increasing.

I

[EInfernallEconomiess

1

|=External Economies

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

Internal economies arise purely due
to endogenous (internal) factors

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

They are not dependent on the output level
of individual firms.

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

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

e

Y

-

However, external economies may cease if there are certain disadvantages which may
neutralise the advantages of expansion of an industry. External diseconomies are
disadvantages that originate outside firm, like in input markets.

Eg- Rise in various factor prices. When an industry expands, demand of factors
(inputs) increases, leading fo in increase in prices of factors, especially when they are

short in supply.

Moreover,

Government may also, through its location policy, restrict expansion of an industry.

too many firms in an industry at one place may also result in higher
transportation cost, marketing cost and high polluticn centrol cost.
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..mﬂ.grn_.nmoom}ono:na..-o.m.1.non1mnuu
[ Free Goods - These goods are free or have zerg
nﬂﬁﬂ”ﬂ« are abundant in supply thus do not
have searcity. 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 ie. 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
mm_._na_. or power in exchange over vc_..n_._nun_u-m
commodities in general.

Value in use refers to usefulness or ufility 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.

4

TION
Meahing of Market

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

a) Factor Market - Market in which
firms buy the resources (inpufs) 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/5 they want from
firms. They allocate goods to consumers.

Business Economics

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

Highly perishable goods and bulky articles, (transport
of aver 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.

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

The trade pelicy 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 international market.

IIT) Requlation
a) Regulated Market - Here fransacrions 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.

CA Mohnish Vora (MVSIR)




IV) Time

Alfred Marshall conceived the ‘Time' element in

markets

a) Very m_._ol.vnlon_ Market - Aka. Market period
-here supply is fixed - cannot be increased or
decreased.

mm‘ 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
shert 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 preduction.
The interaction between long run supply and demand
determines long run equilibrium price or ‘normal
price.

d) Very long-period Market - Aka. secular period
V) Nature of Transaction

a) Spot / cash Market- Goods are exchanged for
money payable either immediately or within short
span of time

b) Forward or Future Market- Transactions involve
contracts with a promise fo pay and deliver goods af

VI) Volume of Business

VII) Competitio

———

n

a) Wholesale Market- Goods are sold in bulk or lar

b) Retail Market- Goods are sold in small quantit

ge quantities. Transactions between traden

ies. This is the market for ultimate CONsumgs.

Number of Sellers Very "M:.mn _..n._,m.m Small Z_.__.:.wnﬂm 0.%
Product Differentiation None Slight mcﬂMHM:ﬂ_n_ Extreme

v..h“”..n_m__”mm“”ﬂnﬂw“._“m Infinite Large Small Small
_nlv.nuana oM«._nMM,:.a_ over None Some Some nn_._u.._.w“swa

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

II) Average Revenue (AR)

AR is revenue earned per unit of output.
AR = Price = TR/ Q
Also, AR curve = Demand Curve of firm

MR is change in TR resulting frem sale of @

additionel unit of commadity. (MR is slope of TR)

MR = ATR/ AQ or MRn = TR n - TR -1
or MR = dTR / dQ

AR = Price > Happens in ALL types of marke!

some future date

CA Mohnish Vora (

MVSIR)

AR = Price = MR-> ONLY in Perfect Comp.

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

%Mﬁm average revenue (or price) ¥
schedule, (in Imperfect Competition) sa e L -
QAR curve slopes downwards  (inverse , i // :
relationship between price and qty dem) ., : T Portion of Value MR ™R
MR < AR > MR declines more rapidly than e : Demand Curve | of e
AR - because any reduction in price applies < : Mid Point ex1 MR =0 TR > maximum
. ; Upper e>1 | MR- positive TR = Rising
i hen MR is positive & TR : = :
’ Hmpn__._q.__.” ﬂn_mM” ;___w mnm_._:mmn;___n. G Lower e<1 | MR- negative TR = Falling

Behavioural Principles

I
_ Principle 1 _ _ Principle 2

O TR initially increases at diminishing rate due
to diminishing MR and reaches maximum &
then it falls. (Inverted U shaped)

O When MR becomes zero, the TR is maximum, ( ’ A firm will max \
slope of TR is O L > A firm should not produce profits (or minimize

T e P —— T MRS PR SR at all if its total variable losses) at MR = MC

For constant average revenue (or price) i costs are net met (TR<TVC)

schedule (in Perfect Competition) >When AR = AVC >

Shutdown point

b4
OMR = AR = Price 2, — AR:MR

OAR Curve = Demand Curve = MR Curve =
Horizontal straight line parallel to X axis

» Shutting down is temporary
& does not mean going out of

Perfectly elastic demand (Ep = =) CUARTIER: I business: t
Q TRyl b . . X A amd MR Curen uader > At shut down point :
2 e upward sloping straight line ' BN i Q Price is equal to AVC B

QTR=TVC

Strict Legal qeti ; ies wi i anyone making pdfs,
gal action along with monetary penalties will be Jevied on any g P Q Total loss = TFC
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Situation

Effect

SR ! mn:_v.._nn__ ma_,._n_._
DJ‘ .mr__ut__m& .A__ ¥ 4 P i d
Mkt Price > Equi Price decreases o Tncrease in Deman Remains
Downward & il 7 7. is equal to Same Increas,
1. ie,Qty Sup. >Qty | Pressureon | Qty Demanded | “™ Increase in Supply
Dem. Price increases 7] e Increase in Demand
(Surplus) uill =" 8. is greater than Increase | Incress
Upto Equilibrium | ™% by Increase in Supply
Qty Supplied ik N Increase in Demand
p 9. is less than Decrease | Increas
. —_— increases
Mkt Price < Equi Price - 4 . Increase in Supply
2. |. Pressure on | Qty Demanded | “™[7 D in Demand
i.e., Qty Sup < Qty Dem - W@ ecrease in Dema ;
Hmrnqﬂomnw% Price decreases - M\AH N 10. is equal to mwmﬁim Decrecs:
« = IR Decrease in Supply ®
Upto Equilibrium R EL -
........................................................................................................ Decrease in Demand
11, is greater than Decrease | Decrecst
Effect : _
ML Situation Decrease in Supply
: Equi Price | Equi Qty " Decrease in Demand
12, is less than Increase | Decreast
3. Increase in Demand Increase | Increase Decrease in Supply
y -.%-Qﬂn..ﬂ__..rmw.mr.mmmﬂmmmlw:mﬁ_mnq increase, but no o.._.mmm.%.
4, Decrease in Demand Decrease | Decrease given> then EQ increasesibut @ffect on EP ltanuat)
L Increase in m_.__u_u_« Decrease | Increase determined .
> Similarly, when both demand & supply decrease, _usm
\ 6. Decrease in Supply Increase | Decrease other data given> then EQ decrases, but effect on

CA Mohnish Vora (MVSIR) A

cannot be determined
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Increase in Demand
is equal to
Decrease in Supply

Increases

Remains
Same

Increase in Demand
is greater than
Decrease in Supply

Increases

Increases

t Bog

K

¥
5

Business Economics
- DETERMINATION OF PRICES

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
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ECONOMICS CHAPTER 4 | U

> The price of a commodity and .:._nl_
quantity exchanged per time period
depend on
Qthe market demand
supply functions and
Q the market structure.

and

> Market structure = the way sellers
& buyers interact to determine
equilibrium price and quantity. It
determines a firm's power to fix
the price of its product. [Bargaining
Power]

> The level of profit maximising price
is generally different in different
kinds of markets due to differences
in the nature of competition.

> In this unit we will discuss four
market structure-
1) perfect competition,

2) monopoly.

3) monopolistic competition &

4) oligopoly

and how these market structures
operate to determine short-run and

ong-run equilibrium price and quantify.

\

Features / Characteristics of Perfect Competition
» Share of each seller & buyer in market - is too |
Hy woﬂmn .._cn__._._cnm of | * ¢mall > unable to influence price, demand or |:
| uyers and sellers supply _"
_" > Perfect substitutes .
H 2 _.._uaomuzocu O | 5 Buyers have no preference between different .
Identical Products sellers and different units of goods !
< » No legal or market related barriers to entry &no |
3 | Free Entry & Exit special costs to enter an industry.
: Above 3 characteristics are conditions for pure compefition
: 4 Perfect knowledge | > Both buyers and sellers have all information |:
of market condition | relevant to their decision to buy or sell
Very M » Buyers and sellers do not have fo spend much |
| 5 transaction coate ,. time and money m_:n__:m.ann_._ other “
“ » No advertisement required. !
_" . » mism accept price determined by market forces “"
m ..p__. . firms | > Price taking applies to consumers as well !
6 _iz_n_:n_? are | » _ﬂ..nﬂm is perfect knowledge and perfect mobility, |!
_. price takers if any seller raises his price, he would lose his |i
m customers, "
» Perfect comp is nsﬁr .........................................................
> m_m._fcm:.nc:cwa products, financial instruments (stock, bonds, foreign

| exchange), precious metals (gold, silver, platinum)

“ the above mxaan_mm. nwv_,.gnr\».wmrnozn_z_oz of perfect competition wuuus

()
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» Industry > large number of m:amum:mE

e I,

i ciber

PRICE OUTPUT DETERMINATION UNDER DIFFERENT MARKET FORMS

Business Economics

—

iiys

[

firms in similar business

» When total output (Mkt supply) of industry _
is equal to total demand (Mkt Demand)- |i
industry is in equilibrium in short run |

% Firm is in equilibrium = maximizes its profit.

- Output which gives maximum profit to the
firm is called egquilibrium output, In the

either to increase or decrease its output.
»PC Firms are price-takers. They have to

accept price determined by market forces.
¥ Demand curve of each PC firm is perfectl
or infinitely) elastic
»In PC firm, MC curve above AVC has

identical shape of firm's supply curve. L

(b Inaisgunl Salier

fa] Marssl

¥

ARIAR

1
i
1

'
'
[
i
1
]
]
]
'
i

1
i
[
1
1l
]

GUANTITY M

L

equilibrium state, the firm has no incentive “1

Is* order condition> MR = MC

2M order condition® MC curve should cut
MR curve from below. (MC = positive slope)

MARKET {INDUSTRY) Fiam

D

=

Mo

S COSTREVENUE

AR = MA

¥ _FRCE -

outeuT 9=

PRICE <

»

QUANTITY

a

- COST A REV,

-

um of PC moin |

Equilibriu

» In long run> firms can alter scale of operation &
freely enter or exit PC industry.

> PC firms are in long run equilibrium-> when they have
adjusted their plant t¢ produce at minimum point of
their LAC curve, which is tangent to the demand
curve defined by the market price.

» In long run, all PC firms will be earning just normal
profits, which are included in the ATC.

ENUE

i

<
]
o
g

e

Lagc
\. AR =R
=

2aRm= MR

SNC/ sac,

N _//

NAREE A TRYSS

|||..\1/,r...yr m i
W ey

S

LY

» The condition for leng run equilibrium of PC firm is
that MC = Price (AR) and MC = LAC

A PC firm can in short run-

O Normal Profit=> AR=AC or

O Super Normal Profit > AR > AC or
[ Losses > AR « AC

B S ey
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Three conditions:

1) All firms in industry are in equilibrium (maximizing profit)

2) No firm has an incentive either to enter or exit industry
as all firms are earning normal profit,

3) Price is such that mkt supply = mkt demand

PC firms are optimum firms having optimum size

¥ Thus, under PC, in long run> market mechanism leads to optimal
which is shown by-

<

-

INDUSTRY

VENUE

PRICE
STHE

0

T

"Monopoly' = “alene 1o sell”.
Monapoly is a situation in which
there is a single seller of q
product which has no
substitute.

close

Pure monopoly is never fourd in
pracfice. However, in public
utilities such as transport,
water delectricity, we may find
monopoly market,

(a) Output is produced at minimum feasible cost,
(b) Consumers pay minimum

FiRL:
LMc

(d) Firms earn only normal profits i.e. AC =

AR.
(e) Firms maximize profits (i.e. MC =

MR), but the level of

=

)

CA Mohnish Vora (MVSI

(f) There is optimum number of firms in the industry.

In other words, in the long run,

LAR = LMR = P = LMC = LAC - optimum allocation of resources,

Single * Only one firm producing or supplying a * Monopoly fipy, hes contrel over
1| seller of ﬂwoa_._.n._.. ; market Supply (price maker)
product | * Mo distinction between firm and industry * Sells q Product whij h
(absence of competition) S ove m_ao Substitutes, " has o
. 0 Clo: - ros Sy o
2 Barriers | . Strong barriers to entry which mm_._._a be ||3 substitutes unwomaq.n_nm:n_q °f demand :
to Entry economic, institutional, legal or artificial. Pries n_n,_.um«Q. small,
iat
* Monopoly firm has ability to charge a 1. ¥ of demang is less
Market poly f Y 28 ;
3 power price above MC and earn a positive profit 0 i
(AR > MC) sloping demand

» A firm producing output at optimum cost (min pt of LAC) 2> optimum

possible price-> just covers MCie. MC = AR
(c) Plants are used to full capacity = no wastage of resources ie. MC = AC.

profits will be just normal

firm. In long run, o
|

allocation of resource;

(P=M0C)




Monopolist.siRevenuel Cunves):

; .>nn T .sn both are downward sloping

-

curves.

f MR = 2 x Slope of AR

MR curve lies half-way between AR curve
& Y oxis. ie. it cuts horizontal line

between Y axis & AR into Two equal parts

O AR cannot be zero, but MR can be zero - DwAR
r even negative,

O Slope ©

PRICE

7 Monopolies are mainly of two:

Here the monopolist charges
different prices from different
buyers of same good or service

Here the monopolist charges
uniform price from all buyers

For eg, Indian Railways charging
same fare from all AC 3Tier || For eg. Dynamic fare charged by
passengers Indian Railways in specific trains.

Equilibrium of :Monopoly.in Long Run

D ———

/wz_u&.m &__Cm Y

15t order condition> MR = MC

2™ order condition® MC curve

<mm _.‘" AR ¢« AC
Should firm shutdown ?
It depends,

< in short run?

should cut MR curve from below, _ If AR ¢ AVC , then shutdown or else
H.—bh - ﬁﬁ_hm:.ﬂﬂ m_oﬁﬂu | econtinue
wyY '
2 i w T
2 MC ATC : m SM i
& : i [l N :
b ; m mn B 2
P A ; 1035 3

B TR
c B! :

N m

run. He
long run as entry of outside

o = x

[ 5 In absence of competition, monopolist need not produce at
optimal level. He can produce at a sub-optimal scale also.

% He need not reach minimum of LAC curve; he can stop at
any point on the LAC where his profits are maximum.

~ Monopolist will not continue
will continue to make super normal profits even in

if he makes losses in long

firms is blocked

(e ouTTUT

A Mohnish Vora (MVSIR)
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Price Discrimination

hart Book:
q ................................................................................

Degrees Price Discrimination by Prof. AC Pigou

ER

.

¥ Price discrimination occurs when a producer sells a specific

G/S to different buyers at two or more different prices

Separating market into each individual

. . First consumer & charge them different prices
for reasons not associated with differences in cost. Degree (extract entire consumer surplus)
¥ Adopted by a monopolist = to earn abnormal profits, anm.ﬂ_oam mm- Doctors, lawyers, consultants etc,,
> Price  discrimination cannot persist  under perfect P Wige) nrnq..m___.._m different fees, prices decided,
competition as PC firms have no influence over price. auctions
Conditions for Price Discrimination There are two possibilities here:
) 5 itab ;
) el stolfl Tt sodl comtrol o F merly of Fis | ) ww_quw quantities available at lower unit
product (price-setting power) & vl Eg- family pack of soaps or biscuits tends
2) Seller should be able 1o divide his market into two or Degree to cost less per kg than smaller packs.
) -,..,n -[A._a;r... g (Quantity 2) Each consumer pays different price for
3) Price-elasticity of product should be different in wise) calbecitiue _ucwn_._ﬂmmm P
different sub-markets. ; ; = :
Charge high price > for buyers having inelastic demand m.w.m_..”._mﬂ_u__” uh:._ _...mnw.c_nmlv Secye Higher
Charges low price - for buyers having elestic demand _unq_.:.n_.___":.“.H _"H._. e P cxceeds @
4) Not be possible for buyers of low-priced market to . .
resell 1o buyers of high-priced market (no market Price varies by attributes > location or
| erbitrage) customer segment,
Obiectives of v_u_nm_u_un-._a_an:u_._ ................ ] Third Divide consumers into separate sub-
2] Tosaeh e i _ﬁ_m._nw_._ﬂnq M_.E.rﬂm &charge different prices in
(b) to dispose off surplus stock 5 _.__.___“mwh frtevent sub-marets,
(c) to enjoy economies of scale Eg- Dumping, charging different prices for
(d) to capture foreign markets and domestic and commercial uses, lower

(e) to secure equity through pricing

prices in railways for senior citizens, etc,

[
i
1
'
i
]
1l
]
i
i
1
'
[
[l
[
[
N
'
1
i
]
]
]
]
]
]
[l
[l

welfare as the price pai _m
higher than marginal cost,

Price disc. results in reduce:
consumer surplus.

Advantages of Price Disc.

A}

v

Increase in revenue due %
price disc. will enable som:
firms to stay in business

Many essential services (eg
railways) cannot be
profitably run unless prict
discrimination is followed.

By peak load pricing, firm
having capacity constraint
> spread its demand *
of f-peak times.

Poor consumers, will benef!
from lower prices as the
would not be able *
purchase 6&/S, if unifor®
high prices are charged ?_

all consumers

(W)




:m.z.nqam_n control over a
scarce resources, inputs or
technology .

2) Control over ~a unique

product difficult to copy

3) Governments granting
exclusive rights

4) patents and  copyrights
given by govt to encourage
innovation

5) Business combinations or
cartels

6) Extremely large start-up
costs even to enter market

7) Natural monopoly  arises
when there are very large
economies of scale.

8) Enormous good enjoyed
by a firm for a long period

9) Stringent legal and
regulatory requirements
effectively discourage entry
of new firms

10) Using anti-competifive
practice (predatory tactic),
like limit  pricing or

predatory pricing (selling
below cost)

2)

3)

4)

5)

6)

7)

8)

9)

10)

Economic effects of mo poly

ﬂ||||||||||||||‘|J
1)  Reduces aggregate economic welfare =

loss of productive & allocative efficiency.

Monopolists charge higher prices &
produce lower output
Monopolists earn economic profits in

long run which are unjustifiable.

Monopoly prices exceed marginal costs
- reduces consumer surplus.

Restricts consumer sovereignty

Monopolists may use unjust means for
creating barriers to eniry to sustain
their monopoly power.

Have substantial financial resources =
influence political process in order to
obtain favourable legislation.
Do not have incentive to introduce
efficient innovations

Use their monopoly power to pay lower
prices to their suppliers.

Economy >  suffer from X
inefficiency> loss of management
efficiency where competition is limited

or n&mmi

Business Economics

nat

# Large no. of sellers selling differenti (similar but
identical) products - to attract custemzrs on Some basis ofher
than price.

» Eg of monopolistic market- zaaps, detargznt, toothpasie etc

» Contains some features of both markets- monopoly & perfact comp.

Features of Monopolistic Competition
1 Large:no; of Large number of sellers> small share in mkt
sellers
Products of different sellers are diffzrentiated
on basis of brands=> close substitutzs> demand
is relatively elastic.
2 Product Firms wuse size, design, colour, shape,
differentiation | performance, features, packeging &
promotional technigues to make their products
different. (may be true or fancizad)
This market = blend of monopoly & PC.
Freedom of = .
3 entry and exit Firms are free o enter or exit the market
They indulge in aggressive advertising, product
” Non-price development, efficient after-sales service etc.
competition Avoid price wars > throw few firms out of
market or reduce profit margins,




=

Since product is differ
output,
e maker

Each firm 2 pric

ferentiated> each firm makes independent decisions about price &

JRTITION; : : _

= some control on price due to prod diff.

Less
differentiation ‘

i Flatter
More Similar to More More
other products ‘ Substitutability ‘ Elastic Demand Demand Curve

T

2" order condition> MC curve should

MR curve

positive slope)
—

f 1" order condition= ME = MC

» In long run = all monopolistic comp. firms = |

earn only normal profits.

» At equi. > do not produce at min point of LAC
2 do not fully realize economies of large

from below.

Me >

scale prod-> not used to optimum capacity.

7 Any affempt to produce more 3 irrational
> fall in AR > fall in AC
#Long run equilibrium >
portion of LAC curve> producing lower
quantity than its full capacity level>

produce at falling

L_leading 1o excess capacity.

\ife T

rN=2uT

— ®)

discrimination

of monopoly power

porta ) - =
e
Perfect Moanopolistic M
Competition Competition e
Price = MC Price > MC Price > MC
Price less than | Price s high | Highest equi
other markets compared to PC price
Demand curve is Uu%:sei sloping Un%n__eﬂﬂa
infinitely elastic nﬂ e e gy
(Ep = =) elastic demand | inelastic
curve (Ep > 1) curve (Ep < 1)
._.v. .m?_o_m_i._ ___:m TR inverted U|TR invert
positively  sloping shaped shiiied
through the origin P
No price | Depends on extent

Can practic
discriminatio

Price given, decide
only about output

Decides on both
price and output

Decides on
price and outi

No selling costs

High selling costs .

Low selling ¢

; LR Equi af LR Equi gene
-] _.mnc_ o declining portion of | decline port
minimum AC LAC | Lac
Eq Qty is highest | Eq Qty less thanPC || lo
No wastage of | Huge wastage on |V
resources advertisements S
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~ Oligopoly> ‘competition among few' (2 1o 10 .:..3&4

Stigler defines oligopaly =» ‘situation in
firm bases its market policy, in part, on

» Prof.
which a

expected behaviour of a few close rivals”,

» Eg of Oligopoly

petreleum

refining,

cold drinks, automobile, Airlines,
power generation, mobile

telephony & Internet service providers etc.

j occurs when the product
is homogeneous in nature, e.g. Aluminium industry.

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

An oligopoly firm

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

Open oligopoly = new firms can enfer market & compete
with existing firms.

Each seller is big enough to
influence market. A firm has to

Strafegic necessarily respond to its rivals’
Interdependence | octions,  and  simultaneously
rivals also respond to the firm's
actions.
w_ . Firms use  aggressive &
" Importance of | defensive marketing weapons 1o
| advertising and | gain greater market share.
selling costs Firms avoid price cutting & try
7 to compete on non-price basis
+No generally accepted theory
of group behaviour.
- i r
Grou : Firms may agree fo pull fogethe
Bl pbehavicur as a group in promotion of their

common interest.
have a leader.

May or may not

{CA Mohnish Vora (MVSIR)

Inclosed oligopoly entry is restricted,

cannot_have
sure & determinate demand
curve, since

shifting

demand

their price

P

outTput

Tpul

1o
oe

Now, what price &
be fixed

ascertained.

cannot

When few firms of oligopoly market come to comman
understanding or act in collusion = fixing price or cufpu? or
both, it is collusive oligopoly.

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

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

Full oligopoly=> Absence of price leadership.

ly> Firms sell their products through a
centralized syndicate.

2)a) Cournot model > firms
coentrel varicble is putpuf.
They do net colluda.

2)b) Stackelberg' medel

leader cemmits to an output 2>
rest of firms are followers

2)c) Bertrand model, crice is
contrel varichble

< Firms organize themselves info a
central association for fixing prices, output, quotas, efc.

3) Enter into
try to pursue
interests

cgreement and
Their common

Eg- OPEC




|.|I,||.|.||||.|.|.||J
» Cartels > A grow of firms that
explicitly  agree (collude)  +to
coordinate their activities leads to

high market power & earn monopoly
profits

> But it is possible that there is a
dominant firm surrounded by many
small firms (fringe firms). These
firms are too unrelioble large firm
then decides how to set its price

1) Live aond let live philosophy>
Dominant firm accepts presence of
fringe firms and sets price to
maximize its profit (price-leadership
by dominant firm)

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

3) Barometric price leadership> An old
or most respected firm acts as a
leader and assesses  market
conditions about demand, cost,
competition etc. and makes changes in
price which are best fom view point

— CA Mohnish Vora

T Kinked' am_aea n_._En

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

» Price rigidity under oligopoly is explained by kinked
demand curve hypothesis (Sweezy's Model)

» Kinked demand curve faced by an o_mmouo:ﬂ has a
'kink' at the level of the prevailing price.

O segment of demand curve above _u_,né_:am
price level is highly elastic (when a firm raises
price, competitors do not follow)

O segment of demand curve below prevailing
price level is inelastic, (when a firm decreases
price, competitors will follow)

Kinked Demand Curve

PRICE

L T

Bhopolfl “nw:xﬂwﬂ of oligopoly where there are only two firms in
{ ) Market where there is single buyer of G6/S & is
Monopsony | applicable to factor markets in which a single firm is

the only buyer of a factor.
: Market where there is a small number of |

Oligopsony & is relevant to ,ﬂnﬂow 5o1rn._.m. 2 Seas i

Bilateral 3

enopaly market & a m
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The rhythmic fluctuations in aggregate eccnomic activity
e n economy experiences over @ period of time are called

EMEEIQ: trade cycles.

+» A trade cycle is composed of -

Periods of Good frade characterised by rising prices
ond low unemployment percentage, (Expansion)

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

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

Expansion_(cka Boom or Upswing)

Increcse in national outpat
(pmoduction of &6/5)

—

* Increcse in employment;

mismatch) may exist,

« Trvokontar :
._M_ n_o_._..LuJu.m.. H&Eﬁauﬂoéa Increase in Expansion
* Frictionz! unemp. (change unw.nm\ profits, stage ,
of jobs, strikes) or rising stock continues till
* Structurcl unemp. (skills | [ Prices and bank | there is full
credit employment

‘ Increese in income _

L

Increase in agg. Demgnd
(demand for all Q_nm%ww
goods and services rizes)

CA Mohnish Vora (MVSIR)

Increase in

possible

of resources
& production
i  maximum

APTER b
Phases of
Business

capital &
consumer Bxp.

Expanslon [(IPZaR (" Contraction
(aka Boom | (aka | |(aka Downswing

Cytles Prosperity). or Recession)

Peak & Trough are
collectively called
"turning points” of
business cycle,

1. Prospert

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,

# inputs are diffieult to find as they are short of their demend and

therefore input prices increase.
» Qutput prices also rise rapidly leading to increased cost of living and
greater strain on fixed income earners.
> Consumers begin to review their consumption expenditure on housing,

durable goods etc.

Actual demand stagnates.

It is end of expansion & it occurs when economic growth has reached point
where it will stabilize & then move in reverse direction, starting contracticn

mvsir.in ) 5.}




t instantaneously recogni

~ooducers do not L oghize pulse of econom
\M“.T_& contraction is n.oa_smu 4 .rmnu anticipating high level oﬂ
demand (because earlier expansion was going on), and maintain
their investments. *

yence is mismatch between demand & supply, Supply far

» Conse i
24 au demand. Gradually it spreads to all sectors.

exceed
oducers, now being aware of above, respond by

O holding back future investment plans,

O cancellation of orders for equipments & inputs incl. labour.

» Pr

5 This in furn generates a chain of reactions in input markets and
producers of capital goods and raw materials in turn respond by
concelling 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
continuously, then it is called recession)

Decrease in input demand

_ Investor confidence is at its
lowest & stock prices fall

il

pulls input prices down
= ER

Decrease in employment; [ Bank credit decreases

Leads o decrease in income
L1

Business firms become pessimistic
about future and Investments,

13%,83 lower their prices
to dispose of f inventories

prodn and emp. further decline

— <

Con (~Aggregate demand further falls,
."_.E_.ﬂ___h_.m~ expect further & gap between demand & supply
creases in prices and gets further widened and

__Postpone their purchases recession becomes severe
A Mohnish Vora (MVSIR) A0
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- BUSINESS CYCLES
TroUGH] (aKaDepression) i s

» Severe confroction in economic activities pushes economy info phase of
depression.

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

> Agg. demand decreases, prices are lowest - forcing some firms fo 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 meney (i.e. in cash) increases.

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

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

> The economy cannot continue to contract endlessly. Trough lasts for some time &
marks end of pessimism and beginning of cpfimism. This reverses process.

> Process of reversal is initially felt in labour market. Pervasive unemployment
forces workers to accept lower wages.

> The producers anticipate lower costs and better business environment. Slowly
business confidence takes off, & firms stert to invest agein and to build

stocks

» Technological advancements require fresh investments: thus bank credit
increases. employment incr, agg. demend picks up and prices gradually rise.

% Price mechanism acts as a self-correcting process in free market economy.

> Spurring of investment causes recovery of economy. This acts as a turning point
from depression to expansion.
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It is very difficult to predict the turning points of business cycles.
Economists use changes in a variety of act ities to measure the
business cycle and to predict where the economy is headed towards.
These are called indicators

Business cycles occur periodically, but do not exhibit the

: : same regularity 3
duration & intensity of fluctuations varies, 4

b) The phases seldom (only sometimes) display

smoothness and regularity,
c) Generally originate in free market economies. Get fransmitted to all sector,
d

Leading Indicators

Indicator that changes before (prior to) econemy starts to follow
@ particular pattern.

—r

Capital goods & durable consumer

goods industries are disproportionaty,
(more) affected. Industrial

sector is more prene campared to agri. sector

e) Complex phenomena;
Eg- Changes in Stock Price, value of new orders for consumer ) PR

goods & capital goods, building permits for private houses, delayed
deliveries

they do not have uniform characteristics and causes.

) Repercussions of get simultaneously felt on nearly all economic variables

g) Contagious and are international in character.

Lagging Indicators

'
1
1
1
|
i
'

Lagging indicators reflect economy's historical performance and |-
i
]
]
i
]
]
i
)
1

changes in these indicators are observable only after an economic
trend has already occurred.

If leading indicaters signal the onset of busi

ness cycles, lagging
indicators confirm these frends.

_ Internal or Endogenous Causes

E_._S._._nio:m in Effective Demand g
_I Fluctuations in Investment _

Eg- unemployment, corporete profits
rates, consumer price index, comme

. labour cost per unit, interest
reial lending activi ty

1
Enz.p.:a..ﬁ in government spending g

Technology shocks

1

( Macroeconomic policies | é
_ )

_r Money Supply ﬁ Population growth
1
( Psychological factors L

Coincidental / Concurrent Indicators

They coincide or occur __simultaneously  with _ucm__:mum-n,\n_n
movements. They describe current state of business cycle,

Eg- 6DP, industrial production

. inflation, personal income, retai| sales

CA Mohnish Vora (MVSIR)
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st pusiness cycle
jonary policies - Policies resulting in increas
9 mwmvwﬂunau:m (Results in booms) i
» Fiscal Policy- Increase government spending and
tax cuts, .
» Monetary Policy- Softening (decr) interest
rates.
O Anti-inflationary measures - Policies resulting in

decrensing agg. demand (Controlling inflation)
» Fiscal Policy- Decrease government spending and
increasing tax,
_|| » Monetary Policy- Increasing interest rates.

_‘_? - Business Cycles are caused due to
’ Y fluctuations in aggregate effective demand

Business Cycles are caused due to
nzzn:un._._o:m of business firms & Q,J
ffected by waves of optimism or pessimism
Business Cycles are caused due fo innovation|
theory.

Business Cycles are caused due to cobweb)
theory - present prices substantially
influence production at some future date.

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

SuperiGhant Bog|

" Business Economics
& BUSINESS CYCLES

Other Imporfant Points
Businesses whose fortun=s are closely linkeel to the rate of economic growth are referred
to as "cyclical" businesses.

These include fashion retailers, electrical goods, house-buiiders, restaurants, advertising,
overseas four operators, construction and other infrastructure firms.

During a boom, such businesses see a strong demand for their products but during a slump,
they usually suffer a sharp drop in demand.

Demand-Pull Inflation

If demand for goods and services is more than their supply, the resultant increase in price
is called Demand-Pull Inflation
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| Examples of Business Cycles

Longest & deepest depression of 20th century - during 1930s in USA. 5lobal GDP fell by
15%. Keynes regarded lower aggregate exp as the cause while as per monetarists sanking
crisis and low money supply were the causes

2) Information Technology bubble burst of 2000

Aka. Dot.Com bubble (1997-2000). Many new Internef-tased cos. (dof-com cos.) were
started. Due fo over-optimism, investors were less cautious & stock prices of these cos.
increased, but could not sustain & stock market crashed.

3) Global Economic Crisis (2008-09

After IT Bubble burst, With lower interest rates = heouseholds, even with low
creditworthiness, began to buy houses using loans. Increased demand for houses led to
increased prices.

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

defaulting on large scale & caused hugellosses to the banks.




/ -

_._...i

CA _uoczao.zo: - New Syllabus
Business Economics - Paper 4

SUPER CHART BOOK by MVSIR

Chapter 6

Determination of National Income
| (Weightage: 15 Marks)

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




S
R S periChantiBaC

K Business Econon,

of National Tncome | UNET 1 - Macro Economic Aggregates and Measurement of National Income
National I Basi Usefulness And Significance Of National Income %
a a ncome - Basics

: ; in e shert-run Phtam:
~ The performance of an cconomy depends onh the « 1) It provides a framework for analyzing the short-run performance,

goods and services produced by it, which is measured by
National Income.

¢ Determination

2) The distribution pattern of national income helps businesses to for,,,
future demand. 5

~ National Income is defined as the -
- net value of
~ all economic goods and services
produced
within the domestic territory of a country
Inan accounting year
plus the net facztor income from abroad.

~ According to the Central Statistical Organisation (CSO
‘National income is the sum <ctal of factor incomes
generated by the normel residents of a country in the form

e of wages, rent. interest and profit in an accounting year'. /

3) Economie welfare depends on mognitude and distribution of nationa iy,

Lomy
4) NI shows composition and structure of NI of different sectors & vorigy,,
in them. Helps to make comparisons of trend and speed of development
5) Provides quantitative basis for assessing, choosing & evaluating 2tons,
policies
6) Shows income distribution and possible inequality in its distribution, Mea
/E! comparisons of statistics, such as ratios of investment, taxes, to Gop

NN

Provides guide 1o make policies for growth and inflation

o e e e A

" In order to calculate National Income, .3.13,;/ : L Mone Value ) Final Good ) \
we need to understand the concept of GDP.  |! Monetary Value na = > Intermediate goods refer to those g
m . - which are used either for
wenenr || B g g g, || o
i| aggregate of a mmﬂo...w:moc1 s R O for further praduction in the seme yiz
> monetary valus of !| different types of > for investment. [Business They do not end up in final consumpticn, =
= all finel : i| preducts expressed Sector] are net capital goods either.
~ economic goods and services, H O different it i
- M1owm oﬂL nmnwm.ﬂnﬂuw. —— Hoof measurement by They are neither resold nor # They have derived Q”,nan..._n_, H:ﬂ.ma._._mm.im
T RUCRS Wi TN e converting them in undergo further transformation goods are used up in the same ye:!
territery ..3« acountry i| terms of Rupees in process of production, they remaqin for more 4_,._E._ one
\_ ~ during a given time period. AN J N\ I\ then they are treated as final goods
--------------:--:-:-:}----1|Il|\,
low Measure Economic_Activitie 7 i
Fie NI & GDP includ h v ) oods used in production process which
NI & GDP is a ‘flow' mecsure of output ncludes those 6G/S, which are counted in GDP
per time period and includes only n._lomcnna through cconomic activity, which are 1) Capital goods and
those G/S preoduced in current period exchanged in market & valued af market price 2) Inventory investment = Closing Stock - Opening stod

. . : e — |Ii|1...\
CAM : _ e __




Exclusions from GDP

fer Payments = @a«.»m.:..:m:._. making a pa
___e,nam being Jnnn_c.n,.u in return. Eg-
mﬂﬁ.ns__u loyment compensation etc.
u

: tions - Stocks & bonds which
. Fnancial fransac ¥ which are exchan i
¥ ._.u.,___. period are not in.:&nn_ - do not directly involve current ummuc%.ﬁﬂ.m
.vcr, value of services that accompany sale and purchase (ed. Feu
-cal estate agents and lawyers) is included. 9 =

yment, without

! ocods or
social 9

12 Security benefits,

st
=2 fC

[
, e of 2~ Hand goods

%3_& output - illegal transactions. Eg - narcotics and mn!v::m\

-

5 MNominal 6DP' or 'GDP_at current prices' - GDP estimated on basis of
wrrent year's market prices, it is called.

5 Mominal 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. |\\

Domestic Vs National

Real GDP

> Real GDP or GDP at constant prices refers fo the total money value
of the final goods and services produced within the domestic
territory of a country during an accounting year, estimated using
base year prices.

» Itisaninflation adjusted measure

> It isnot 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 eccnomic well being as it shows

GDP Deflator
Mominal GDP

true picture of the change in production of an economy.

GDP Deflator =

Inflation rate

= GDP deflator in ¥Yr 2 - GDP deflator in ¥r 1
inYr 2

GDP Deflator in ¥Yr 1

x

i Earnings from production in India that accrue to foreign

» The term 'national' refers to normal residents of a L. | residents or foreign-owned firms v Included Excluded

| ctountry who may be within or outside the domestic > 5 " -

“.. #_._.:1%_4 o nB.nu__._:.wJ_‘ ..._"_: A i o Uwoo der concept 2. | Profits earned in India by X Company, foreign-owned firm Included Excluded

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

1 = : : )

[ The term ‘domestic’ refers to production done by 4. | Earnings of Indian residents working overseas Excluded Included
People WITHIN the domestic territory 5. | Profits earned by Company ¥, an Indian company in UK Excluded Included
v ora = P" b
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\ Real GDP

> Real GDP or GDP at constant prices refers 1o the mo__n. money ,.__n_:_n
of the final goods and services produced within the n_m_.:n..w.tn
territory of a country during an accounting year, estimated using
base year prices.

fronsf
gervice
%n_____uvo.‘:._
ol transactions - Stocks & bonds whic
, Fi period are not En_:n_nn_ - do not directly involve curre

value of services that accompany sale an
T lestate agents and lawyers) is included.

r payments - GoveERment making a Payment, without
s being received in return, Ega- social - out
ent no__._._vn_..un:u: etc,

goods or

f Security benefits,

h ;
ore exchanged during : ~ Itisaninflation adjusted measure
nt production.

d purchase (2g. fees > It isnot affected by changes in prices;

. sale produced in the economy.

] y - : + Real GDP is a better measure of economic well being as it shows th
. zs.nn_uolnn output - illegal transoctions. Eg - narcotics and mn:._u::u\ : / true picture of the change in production of an economy.

Nomimal 6DP 0~ m T

> Tt changes only when there is change in the amount of output
of 24 Hand goods m

, Mominal GDP' or 'GDP_at current prices’ - GDP estimaled on basis of

wrrent year's market prices, it is called. Nominal GDP

a

GDP Deflator = x 100
Real GDP
, Neminal GDP changes from year to ycar for two reasons., | [TTTTTTUommmmusmmommmscsssmmeossooosmoomomsnsnisninnin i
1) The amount of goods and services produced changes, and :
2) When market prices change. Changes in GOP due to changes: i H:m_h”.-ﬂ.q._ mn»n = GDP deflator in Yr 2 - GDP deflator in Yr 1 x 100
% prices fail to correctly explain performance of ecor GDP Deflator in Yr 1
estic V ational .
Earnings from production in India that accrue to foreign
¢+ The term ‘national’ refers to normal residents of a 1. «.nmamm; or moq.w.mm:.os.:ﬂ& firms 9 Included
vy 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 ta the term ‘domestic’ 3. | Earnings of Indian corporations overseas Excluded Included
+ The term ‘domestic' refers to production done by 4. | Earnings of Indian residents working overseas Excluded Included
people WITHIN the domestic territory 5. | Profits earned by Company Y, an Indian company in UK Excluded Included

s
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4 Net Factor income from abread (NFIA)

Factor income earned by factors

Factor income carned by
of production of rest of world

factors of production =

domestic
employed in rest of world employed in domestic territory
A
(" Operating Surplus Market Value Vs Factor Cost
Income from Property « Income from Entreprencurship MP = FC + Indirect Tax - Subsidy |!
OR OR |
\_ Rent « Interest + Profit MP = FC + Net Indirect Tax H

Difficult to separate lcbour income from capital income when people provide both labeur and
services. Eg- sclf-employed like lawyers, engineers, proprietors etc.

CHAPTER 1 - Determination of National Income | UNIT 1 - Macro Economic Aggrega
_ Gross Domestic Product at mnnag

Business mno_sa_.a

tes and Measurement of National Income

ﬁ = % GDP MP - Indirect Taxes + Subsidies

—| orR T
j _ Compensation of employees T
j
_|

| Operating Surplus (rent + interests profi)
‘ Mixed Income of Self- employed

% + _Umn_‘mni:o:

GDP Per Capita S

> Measure of country's economic output per persen,

» Indicater of the stendard of living of a country,

> GDP Per Capita = Recl GDP / Total vnnc,_n:n:

Indirect Taxes

capital
Net Domestic Produet ot Pactor Cost NP2 |, [ 1) gop arp oo 5y 6P at M P
Factor Income earned in Domestic Territory) ww MWW MH ﬂ.mo %W Nﬂw MH ﬂﬂ.t Mw Hoﬂumnouﬂhﬂﬂ_“ wuum_”.“nw
= | NDP MP - Indirect Taxes + Subsidies 4) NDP at FC 8) NNP at FC H et & Y
OR _ Example _“._ MPw:FC. .+ NIT
= | NDP MP - Net Indirect Taxes _ _ Gross Domestic Product at Market Price (GDP MP) _". 3) Domestic + NFTA = National
o8 - | Depreciated [ Tndicect Taxes and Subsides
= | Compensation of employees Net Domestic Product at Market Price (NDP MP) "" 1) Production Taxes & Productiy
+ | Operating Surplus (rent + interest+ profit) + [ Net Factor Income from Abroad (NFIA) .. .m_._ruqn__.mh |
*_| Mixed Incomé of Self- mployed = _ Net National Product at Market Price (NNP MP) __. “H Mwwcmn.wﬂ_n__..%_.ﬂnﬂnh”u aaks
_|. 2) Product Taxes & Produd)

estic Territory (FID) + NFIA | + | subsidy

Paid or received on per unlf

FI eocrned in Domestic
OR

Net National Product at Factor Cost (NNP FC)

i 2 Produc
___ Subsidies 4
I

€ + NFIA

L

L NDFF
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CHAPTER 1 - Determination of National Income | UNIT { -
Market Price

Factor Price

Basic Price

mam...n.:,o: Taxes

Product Taxes

Product Subsidy

production Subsidy N

« market price-

b jpcluces

" .. both product tax as well as production tax &
4o« both product and production subsidies.

SupeniGHArtiBes

frem P/E to

enter|

Macro Economic Aggregates and Measurement

admir

Where, Departmental Enterprise include- Railways, Post & telegraph etc
Non-Departmental Enterprise include- IOCL, GAIL, LIC etc

Part 2: Income from domestic product accruing to priv
= NDPfe - Ine. from P/E accruing to govt admin dep - Sa

Business Economics
of National Income

B e mciniadh  VREGSS < ol e et i NI 1, et P B e e L " Rl LAl i bl e sl e (OO
| eermomii s Y oo e P T e T e e e L e ettt
N.&I...«W_.ﬁLL.__”-_Luﬂo%.:unIoE PI (Basic Formula) Private Income Private Income vnﬂmhzh_ H:O_n:..n
cpme received o a
Hﬁ_,n“,.. including ~ Nen-Prefit National Income Itisa £ th Income from domestic product S ormula)
W... sutions Serving Households : fgdcUre)o 3 accruing to private sector «| -Private Treome
st vs income reecd but not ||| I"come (both factor !
from all sourc = earEd i| income and transfer Net factor income from abroad e
PI (3™ Formula) i | income) which accrues ’ s . ;
- : ( ivgame  Borslid Bbull ot | #Pmprivate sector from National debt interest Profits
= | National Income recd i | ell sources within and Current transfers from || _ B —
nt. i | outside the country. government & rest of war
| inceme from prop & e R T _ i | ouiside th T & t of 1d p
- . 2 m ke e e e e T . s s s s s s s - e cccessesmETE T s e - e e cmcccscmsmaTmsEmEmET - —=
aceruing to govt admin dep. - (¢ ornulay Net National Disposable Income (NNDI)- The ameunt of G/5 ). v
_ | Saving of non-dept ent. MNational Income domestic economy has at its disposal. g ’ .m.a_:. — mﬁ._
- 2 I z ~ MNMDI = NNPfc + Net IDT + Net Current Trf. from rest of worl il =
- | seving of private corporates Undistributed profits ~ GNDI = NNDI + Depreciation m..?...OQ?.:.éUU_m ......
- | Corporate profit tax Net interest payments o R P T [ e | ey e =

+ | National debt interest

Current  transfers
government and ROW

made by households

Corporate Tax

Mational Income

Earned Income recd. or not recd.

All sectors

Trf Pay to households

Personal Income

Dis:

It is a measure of amount of money in the hends of the individuals

sable Personal Income (DI

.;3 isavailable for their consumption or savings.

DI« Personal Income - Personal Income Tax - Non Tax Payment

——

Earned Income recd.
&
Transfer Income recd.

Household
sector including
MNPISH

Private Income

&

Earned Income recd. or not recd.

Transfer Income recd. or not recd.

Private Sector

Income from Domestic Product

NDP fe - Public Sector Income

Private Sector

AMohnish Vora (MVSIR)
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expenditure

3 .u.._ﬂ :._n economy. There are 3 phases-

Firms

OO

ce 6/5 with help of factor services.

:,ncﬂnn in the form of rent,
from firms to the

| Inceme received by factors is spent on consumption
Hior ¢f 6/5 and investment goods. This exp. leads to
LS further production of 6/S & sustains circular flow.

CHAPTER 1 - Determination of National Hsnoam | CZH._. 1-

Business Economics

Macro Economic Aggregates and Measurement of National Income
Methods of National Income Caleulation & Data required

e
IS measursed?

is me

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

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 centributien
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 consumpticn
end investment
expenditures

._.||||:...|||||..:..|.{1.-...|||.<..|..|||..-..|||....|||||||.:....uuunun.-uu..u: ams=c———- g

CA Mohnish Vora (MVSIR)




_"o%n_nzo:

TER 1 - Determinati
THAP ion of National Income _ CZH._. 1 - Macro mna:aa_n meanmn*uu and Measurement of National Income
Important Points of Value Added Method

Tae of Output in Ps

Value of Qutput in S5 _

. Chart Book

Value of Output in TS

H__.E.ana_nqn Cons. in PS

Intermediate Cons. in 55

Intermediate Cons. in TS

Tevaby PS

GVA by SS

GVA by TS

.,

- lues ©
H&Hﬁm as per Product Method

g) own

Im)
P :nnamcau,ru: (eg- agriculture)

account production of fixed assets
puted value of production of goods for

) _.a_imn. rent of owner occupied houses

f the following items are also

Value of Output

"

Sales + Change in Stock

Where,

Business Economics

Important Points of Income Method

Compensation of Employzes

Operating Surplus (R, I, P)

Mixed Income of Self-Emp
NDP fc
MNFIA

= | NNP fe (Mational In

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.

C.0.E. includes -

- . wages and sal., benus, D.A., commission,
& Dﬁ_._nu in Stock ange in Stock = Cl. Stock - Op. Stock employers’ contri. to PF and imputed value of pay in kind.
- ™
Men-labour income - rent (actual
& imputed), royalty. interest on
= | = I n ] loans for productive services
e e e ~ e
rxinvthE AL hw Cross) mﬁﬂﬁlﬂw @mﬁw& ﬁr. _ _?hh. o Profit = Corp. taxes + Div + RE.
: Nt Expocts
\. Ear ? |\ B Int. paid by govt. on public debt,
/ ] . 7 int. on consumptiecn leans and
Bp. on Finol Goods by The money spent U‘.“./ \D It includes- J Expabts Arbor s J inferest paid %.__ one firm ‘o
| Households & NPISH government in production > Gross Domestic Fixed i| another are excluded.
2] of services such as Capital Formation, i.e Exports depict the i i i i
45 E__._n of primary products defence, education, Invt in Fixed Assets by NXWM_..QSE.H made by Cop s ek E.:m.?: profits,
‘which produced for own cons., healthcare etc. household, Pvt Business, Govt foreigners on goods mehhm_wq.m L ...:%o:bmu. _nanBM.. ?o:."
; a and goods inancia
| ) % Chan in Invent OR produced in st
._. ?«awim for domestic Government expenditure g H:MmMﬂML.:?mMﬁEomﬂ Domestic country Mwwmumu = _un,m:_m.:ﬂm a_o.u ot
Services which one household on pensions, scholarships, . gs . are ot ingicec.
"_...a&aa to another, unemployment  allowance ~ Net  Acquisition  of However, commissions,
. . ete. should be excluded Valuables brokerages and imputed value of
exp. on foreign financial because these are O GDCF - Dep = NDCF | services provided by owners of
_E foreigninvt. / \ transfer payments. AR " P _Ji{_preduction units will be included.
; RWJI.\ "u 3 jﬁ;:.“ ..,L.J
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CHAPTER 1 - Determination s
. e — come In India

. 3 National Incom
of National Income | CZ»._. 1 - Macro Economic Aggregates o:m Measurement of jonal ._m e
.Sn asurement Of Maf _c:c

Who is responsible for calculating 1 [ le. thus it is nat possible to estimate India’s NI wholly by ane methad
National Income in India ? e, thi
Meat NAS t and manufacturing
@re compiled Is used in -
> / net value added is estimated by the
r net value added is estimoted by the
Statistics { . f Mational Income of developed economies
) or me. urement o atiol
Tmplementation (Mo SP Method .ue_:u_nn..i:_w_U up_"..—a.nc_n f as where
may. = [a] ng e Iy
h the growing facility in rm use of the commodity flow method of estimat g expend

for the
C anal income is being estimated by expenditure method

w1 -
— Can GDP a country be taken as an index of welfare?

Net State Domestic Product {(NSDP) is a Ne, since GDP measures exclude the following which are . - alf-
of valume of critical for the overall wellbeing of citizens B Trically
within o given (generally a year) _ 2 of .
| 5} Quality improvements in u,\u_.n_.:m n_..a_ processes due 3) issue of However, K
_ _ to fechn =2l as well as mar o = v
would

ta Stote Income is obtained b
¥
1 from T either they are

) by the

& v 3 or because it is illegal { 5
the 8 A it * Keynesians belieye
of respective State Directorates of Econamics and q ; = d - T enges - They are
ics (DESs & ad T Fen S = and This
<) d ¢ = 9 for example: health available doto of real Ghp
scation Mvels et : P,
activities such as 5 So -
3 oF  for  example: o . rem
: y unl,
. that cut across stote boundaries. and thus ian etc which make us werse off, - K €% there
n%:P«._DJ th
NDQ .

rendered without m

4) accurate

k.:-&ﬂu:_,\ n_..n_.Jn.E‘.::._n.UkPnu regional sectors' of

omy. The estimates for these activiries are Many things that contribute to our economic welfare
and < . such as, i v =

L b S \_ | 5) producticn

ohnish Vora (MVSIR)
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oy .__ UNIT 1 - Macro Economic Aggregates and Measurement of National Income
ome

for the compilation of
accounts statistics,

Implementation (MoSPA&I) is responsible

i 1 ia'’s NI wholly by one m
Reliable statistical data is not available, thus it is not possible to estimate India y by ethod,

used,

i ethod is :
Therefore, a combination of cutput methed end incoeme m s like agriculture and manufacturing,

i s tistic NAS s . i 3 ing sectors
“.M:ohh.ﬁ_: _.ﬂmﬂuun_uﬂ Z.wwuhnﬂ m‘...nn_nn:im » Value-added method is used in - commodi Jx, pr wMMnU.:mw:M income method and
s P o v‘nm:ﬂ.a__ Statistical > Insmall scale sector net value added is estima ._. ﬁ.w the expenditure methed also.
O_..M __Hau.nq.a: (€s0) in the Ministry of » Inconstruction sector net value added is estimated by . _ i )
v : . i evelo economies:
Statistics and Programmed Method considered suitable for measurement of National H..—ﬂMM..M__%M_..m mnﬁnv._w.: respect of factor incoms v
Inceme method may be most suitable for developed econom L Te is gy,

National available. With the growing facility in the use of the commodity flow method of estimating expenditures, gp increg

proportion of the national income is being estimated by expenditure method S
....................................... it oottt T T ~

accounted without duplication.

the state.

State level estimates are
Units of respective State

Certain activities
benking and  insurance

| state directly are known as the
V the economy. The estimates

N basis of relevant indicaters,

State Income or Net State Domestic Product (NSDP) is a
measure in menetary terms of volume of all G/S produced
in state within a given period of fime (generally a year)

Per Capita State Income is obta

(State Income) by the midyear projected population of

prepared by the State Income
Directorates of Economics and
Statistics (DESs). €50 assisis & advices in preparation

such as railways,
and
edministration, that cut across state boundaries, and thus
their economic centribution cennot be
‘Supra-regional sectors' of
. for these activities are
ompiled for economy as o whole and allocated to states

| Mohnish Vora (MVSIR)

Conceptual difficulties

1) lack of an agresd dafiy
national income,

2) accurate distinction betw
final & intermediate goods,

3) issue of transfer paymants

4) difficulty  of incorporet
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 =
ignorance, ’
3) lack of proper occupatic?
classification, and
4) accurate estimation
consumption of fixed nn“__:__
production for sl
consumption

critical for the overall wellbeing of citizens.
a) Income distributions

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

either they are
is illegal (drugs,

i No, since 6DP measures exclude the following which are

ined by dividing the NsDP

€) Productions hidden from govt,,
evading taxes or because it
gambling etc.).

d) Non-market  production and

contributors to well-being for example:

country’s citizens, education levels etc,

e) Economic ‘bads' for example: crime, pollution,
traffic congestion etc which make us worse off,

Non-economic
health of a

communications,

central  government

essigned to any one Volunteer work rendered without remuneration
Many things that contribute to our economic welfare _..
such as, leisure time, fairness, gender equality,

security of community feeling etc., 5)
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Introduction

Tnprevious unit, ‘ex post’ (realized) values werg used
eaate consumption (C) denotes what pecple have

e : 3 Treomms Eri R of ‘an
yomea ) economy flow in a ciret nususly through time.
, In this unit variables are c.mm.:mo.. N lex-anpte’ > Two sector economy model assumes only two sect in economy viz., heuseholds and firms,
4 cipated) terms or in terms of what is intend i : ’
-nticipated . ended or with only consumption and investment outlays.
Slanned. In theoretical model of economy which -
Na___mn_._mmnn_ in this unit), ‘ex ante' values of these oﬁ.m_.vnrc.n_u are assumed to- )
riables are our primary concern, own all factors of production and

mne,m ‘censumption’ - what people in an economy plan to Q  they sell their factor services to earn factor incomes
b : O Incomeis entirely spent to consume all final 6/S produced by business firms.
gorsum B i ;

. ¥ = usiness firms are assumed to-

5 mx'n_aqn. <&“M.__ucnn_1onm :nmﬂqﬂr“muuww_wqﬂw to predict what Q  hire factors of production from the housshalds;

eguiliorium - J/ O they produce and zell goods and services to the households and

: . ‘ ™~ & They do not save. There are no corporations, corporate savings o ed earnings

, Before Keynes, classical economists said that economy —— .

i« self-regulating and is  always capable  of ince there is no govt, ¥ = Yd. \

eutomatically achieving equilibrium at ‘natural level (> Assumptions )

of real GDP O all _prices (including factor prices), supply of — -
» However, Keynes in his “General Theory of Sapital and technalogy remain constant. e

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

O The government sector does not exist. "L
QO It is closed economy, no exports and imports,
O All investment outlay is autonomous & net

= Inthe figure-

B Circular broken lines - factor and product flows-
'real flows' .

O Continuous fine with arrows show money flows ) e

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

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

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. « Housebold Trlhens
> Mo injections into or n__mnrammm from system. = Household Expenditure
Since whole of household income is spent on 6/5 ~
produced by firms, = Value of Output

Keynesian theory of income determination is presented
in3 models:

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

Mohnish Vora (MVSIR)

= Total Receipts of Firms
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Supenichant:

Determination of National Income | UNIT 2 « The Keynes

lan Theory of Determination of National Income

of the consumption curve.

i
as such there should be dissaving also of the same magnitude, \_Factor Incomes [National Income—> Y]
%o Dapeathily facwie ~ By definition, national income Y = ¢ + s, which shows that |if
. f . disposable income is, by definition, consumption plus saving. Aggregate Un:.-nﬁ. (AD)
T ~ Therefore, S = Y - €. When national i i z Aggregate demand (AD) is  total planne:
@ and saving curve crosses X axis ol LRl To Vi, oo expenditure in the economy-
— - ~ Thus, when we represent the th ion-i
R e e R e . e eory of the consumption-income h lesirec int
% relationship, it imolici : i ilibri tput occurs when desired amou
P. it also implicitly establishes the saving-income MM_._r__,_m___u“.. “J:.L.N__._ ipt g economy exactly equals

relationship.

CHAPTER 1 -
LY r _._._‘.‘\‘ ki - M N
Consumption functi Y, i - Saving function
The consumption function 9 ! 0 50 -50 - - ol s Income " not  spent
describes the functional 1 income is knownas A : consumption 5 seue
relationship b smption APC =C/Y . {| 100 125 -25 | 075 | 0.25 | 1.25 | -0.25 Savings  function i
spending and di income Consumption is decreasing |} 200 | 200 0 075 | 0.25 | 100 0 functional rel
C= function of level of income. : AT R between nationcl
C Marginal Propensity to Consume ™ 300 275 25 0.75 0. 5 . and saving.
c Ay {MPC = "b") i[ 400 [ 350 [ 50 | 0.75 | 0.25 | 0.88 | 0.12
2 : — Increment to consumer expenditure |i /-
= S18p« »\.\ per unit of increment to income m
H PC = =b “ : . : .
= \.\ MEC = DL 0y . 1| Increment in saving per unit increase in The ratic of total szav ng
L aatly A ) & e Keynes cssumes that consumption ||| disposable income. total incsme is called APS.
increases with an increase in Yd, but || MPS = AS/AY = 1-b Ps 55
that increase in cons. < increase inYd || APS = 5
= (b <1). _.,,..M__.Mu <+ b2 " : MPC + MPS =1 : MPSO <b <1 Saving is increasing functicn :
Income = . i| Also, MPS is slope of savings line level of income.
................ .:._“.. i MFPC is slope of consumption line i
ﬂ.\ In the figure, the consumption and saving functions are graphed. Aggregate Supply (AS
s . ~ Saving function shows level of saving (S) at each level of Ex ante or planned aggregate supply is the iy
S~ disposable income (Y). Saving curve has negative intercept (-a) supply of goods and seruices: which Ticms ol
2555 T on Y axis and its magnitude is the same as the positive intercept national economy plan en selling during a specif:
" time period.

Consumption at zero level of income is

positive (equal to a), and AS = Agg. Productien = Facter Payments :

iven time period.

nish Vora (MVSIR)
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CHAPTER 1 - Determination of National

e

L. per Chart B
H_,s;n | UNIT 2 -

The Keyneslan Theory of Determination

Business
of

National Income

Economics

W _. Three Sector Model ( 4
Houscheld Sector & Business Sector only i | © Mousehold + Business + Government Sector t | » Household + Business + Govt. + Foreign Sector
5 ap=C+I (I is assumed to be constant) m \H AD=C+I+6 ._ s AD=C+I+6G+(X-M)
. A5=C*+S ] (L &6 are assumed to be constant) i | (I.& & X are assumed to be constant)
3 = . V| »As=c !
w Equilibrium is achieved when - : & SR : ~AS=C+5S+T
ThzAs or C+I= C+5 or ] & Equilibrium is achieved when - i | ~ Equilibrium is achieved when -
. 1=5 i | AD=AS  or  C+T+6:zC+S5+T or i | AD=AS or C+I+G+(X-M)=C+5+T or
ZO S I+6=5+T0 PEE Y I+G+X=S5+T+M J
Al H - H
¢ 1_ : (Government sector adds following flows ._.0.4 ] Foreign sector adds following flows to circular flow
T i | circular flow of 2 sector madel: : 3“ 3 sector model:
g ' 1)  Taxes on households and business sector ; experts,
& c- _nﬁ : 2) Transfer payments to household sector : mv imports and
3 L & ' and subsidy payments to business sector i | 3) net capital inflow which is the difference
g Coanges 7| = i | 3) Govt purchases 6/S from business sector | ! between capital outflow and capital inflow _
3 c1>C- 8 ; e C H and factors of pred from household, and o — —= —
B A ] ot ! ﬁ 4) Govt borrowing in financial markets to 1 Cene ]
.w : finance deficits (if any, when 6> T) Jind = 4 CeleGoX AD
." L lss Ay PPt N, i Mm E »
: M : If (X > .__co is +ve
0 Yo =) ~ VLR = .\\Q then NI increases.
. e =
A (B) Nt m z \\ : If (X > M) is -ve
m i £ i = \. = ! then NI decreases.
< s ! - : i
& : © 2 ¥ v cmsser { Chatpoats
5 : i 34T+ M
...M - \ ol . e m \\ S N
= - i
P ¢ . I H & P =
= E = 4 w» 5 1+Ge X
- | —
Y1 Yo 2 xX = = O P
B ! : B x
Income, Oulput m; m -W - Luc srne{ Ourpur)
Y, i : = -
— ! Determinati ilibri
Determination of Equilibrium Income Un.—msa.:nﬂn: omw maz___vhuu._nwsnnan m e n!.:.....__n __u_M_“._no...Mn MM““.__WHMMH_ Income
in Two Sector Model _3. Three Sect=c Moce . -

|

(M




D-uﬂb—nmﬂi It is referred to as an outflew of income from
the circular flow model. Leakages are that part of the
income which is not used purchase goods or what

households withdraws.
= In 2 sector Model :
= In 3 sector Model :
~ In 4 sector Model :

Leakages = Savings
Leakages = Savings + Taxes
Leakages = Savings + Taxes + Imports

of income to the circular flow.
Due fo injection, the volume of inceme increases,

~ In 2 sector Model : Injection = Investment

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

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

0 When AS = AD > Leakages = Injections
Then neticna! income will be in equilibrium.

0O When AS > AD > Leakages > Injections

Stack Surplus or Deficient Demand - it means that people
are spending lesser velume meoney on consumption. Thus
inventeries of goods will pile up. Consequently, firms would
decrease their produ future which would lead +o a
fall in ture. (NI will fall)

QO When AS < AD - Leakages < Injections

Stock Shortage or Excess Demand -

Excess demand makes businesses to zell more than what
they currently produce. The urexpecied sales would draw
down inventories and result in less invenfory investment
than business firms planned. They will react by |
workers and expanding produc

of
e

uTput and income in f

ing more
This will increase the
nation's aggregate income. (NI will rise)

If there is any deviation from equilibrium, the proce
readjustment will bring the economy back to ec

CA Mohnish Vora (MVSIR)
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If AD is for an =

employment

deficient demand.

level of

Firms will experience
cutting

decrease

production

in

and

Def ry Gap

lational

Deficient demand gives rise to a 'deflation
‘recessionary gap’ or ‘contractionary gep’. It
when economy is in contraction,

inventories of unscld goods and they will r

—

of output less thap fy
uf. then we say there ,

ary

gop' o]
aceun

unplanned  build-up
ﬁu.ﬂn_‘“H
employment  leading
until the unde

i at E
at E.

level of outp

employment
excess demand.

Excess demand gives rise
ccurs during

that will cause

The real cutput
price level will cause an

SGuLIEy

\_output until the new

If AD is for an amount of output

and sets in motion force

greater than f

*, then we say there «

o i

ionary

inflation.

jum is reached at pos
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The Keyneslan Theory of Determination of National Income

siolier refers to phenomenon whereby change in

Mt re (investment) leads fo proportionately larger
um level of NI.

equilibr

yection of

change in

nt Multiplier (k) explains how many times equilibrium NI

tmel i
mn._“muunm as result of increase in autonomous investment.
nee AY 1 1
K= or or
AT 1- MPC MPS

wpc is high in underdeveloped countfries, but ironically value of

(" The more powerful leakages are - the smaller will be value of multiplier. .ﬂ—.ng
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 prefersnce ond idle saving or holding of cash balances

3. increased demand for goods met out of 3 or through imperts

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 d=bt

; el
eX1STIing STOCKS

mitiplier is low. Due to n...,“a:n._dﬂn.ﬁ inadequacies, increase in _ 7. case of full employment, additional investment will u:m«. lead to infl=tian, and
censumption exp. is not eccompanied by increase in production. i | B. scarcity of goods and services despite having high MPC )
- ; M.H |||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||
\w How to solve numericals of equilibrium NI (¥) & multiplier ? ./
; 2 Sector Model -> K =1/ (1-hk) _ Step 1 : Find Disposable Income (Yd) intermsof Y=Y -T-tY¥ + TR
» 3 Sector Model | Step 2 : Input the above value of Yd in consumption function -> € = a » b.Yd
O If proportional tax (1) is not given -> K =1 / (1- k) :
O If proportional tax (1) is given -> K = 1 / 1- [b(1-1)] Step 3 : At equilibrium -> AS= AD-> Thus, Y=C+I+6G+ (X-M)
(Tax Multiplier) “ Step 4 : Input value of “C" in above equation & find Y.
* 4 Sector Model “ tep 5 : Find val ipli i i i
_ O If proportional tax () Is not given -> K =1 / (1- b + m) m /_M._Num_.n.m. Find value of multiplier as per data given in question and the summary o:\
(Foreign Trade Multiplier) Leme SIS TETSTTEESTEEREET T T T e e eee——————
\____ 9 If proportional tax (t) is given -> K = 1 / 1- [b(1-1)1 + m /! Notes

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

M=M + mY
i )
be nal propensity te import - >

g m=AM/AY

I
d

... i5 assumed to

el ———— e - e SRR AL n R
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f the e

— omics is the tudy
5 Mmm.___‘aonanno:oamn goals for any nation.
first is
faster 1o
ond goal is high levels of employm
nd higher output.

conomy as a whole

There are

thre
1) T
ara
7) flve 5=
__--nn_a_.ﬁn
The third goal is stable ‘_u_:mnn levels. )
[-fiztion reduces real incomes and purchasing power of some people
wnd dispropartionately offects lower income families. '
Z,flation signals a downturn in economic activity which may cause
recession and large scale unemployment.
—

| e
aﬂﬂani does not expect economy to function |
outomatically: & thus it intervenes to direct them to function in
_u"_«:n_.__nﬂ directions.

economic m_-.u..,..?_.m, If the real gross domestic Padcs
te than population = leads to higher ugzanh_ S _,,n<__:mm1oiu

ent which will ensure higher

3)

The Role of Government in an Economic System

e P et
es from the

» Basic economic problem of scarcity aris
fact that wants are unlimited and the
available to satisfy wants are limited.

resaurces

r The resources available to any society cannot produce
cll economic G/ that its members desire to have.

rAn economic system exists to answer the basic
questions like what, how, for whom to produce and how
much resources should be set apart to ensure growth of
productive capacity.

quv_,..nm Types of economic systems

rquvI_ﬂMF 2) socialist

3) Mixed

=

aelvne ot

ntal a

was a
=15 & minimal governm

Smith believed that govt's roles should be
limited, but well defined. As per him,
important resource allocation roles of govt.-
a) national defense = protect nation from
external violence,

establishing o system of to
provide internal law & order and to protect
property

establishment & maintenance of public
institutions & public works such as roads,

b

—

justice

<)

bridges, etc. that profit-seeking

individuals may not be able to build &
\___ operate. )
& e

~ Richard Musgrave, in his book 'The Theory
of Public Finance' (1959), introduced the
three-branch taxonomy of the role of
government in a market economy

» Microeconomic functions

¥ Allocation Function - aims to correct the
sources of inefficiency in the economy

v Redistribution Function - ensures that the
distribution of wealth and income is fair

~ Macroeconomic function
v Stabilization Function- Monetary & fiscal
policies , macroeconomic stability problems

> The national budget, in general, reflects
the economic policy of a government and
the government exercises its economic
functions partly through the budget.

U

Business Economics

uree refers to way in
which ave le resources/factors of
production allocated among

various uses.

It determines how much of 6/5 will
actually be produced in an economy.

It is a critical problem because

rescurces are limited in  supply.
whereas wants are mited. In
addition, resources can have
alternative uses.

Economic efficiency indicates a

situation in which all resecurces are
allocated to serve each person in
best way possible, minimizing waste &
inefficiency.

Resour llocation aims to correct
the so of efficiency in the
economic system.

If a mart to itszlIf, it leads
to inefficient miscllocation of

society's  Scorce sources. Thus,
market failures provide rationale for
government’s allocative function

Absznce of appropriate government
mtervention
may lead to-
nder-Preduction or Over-

in resource allocation

Production

=

)

“A'Mohnish Vora (MVSIR)
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1) Imperfect competition and presence
of moncpeoly power

2) Market failure to provide callective
goods

3) Markets fail to provid de the right
quantity of merit goods

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

5) Externclities

6) Inegualities in distribution of income.

7) Factor immebility  which  causes
unemployment and ineff iciency.

\ .8) Imperfect informetion

y

(govt.) is the instrument by which
needs & concerns of citizens are
fulfilled.

~ Thus, public finance is connected with
economic mechanisms that should
ideally lead to effective & optimal
allocation of limited resources.

~ This logic makes it necessary for govt.
to intervene in market to bring about
\___impravement in social welfare.

("~ According to Musgrave, the state )

J

~ Order books of MVSIR from-
WWW.mvsir.in

=~ Enroll in classes from-
www_ultimateca.com

CA Mohnish Vora (MVSIR
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~
Allocation Function in Govt. Budgeting
determines

a) Whe and what will be taxed, &

b) hew and on whai the government
revenue will be spent

¢) the process by which total resources
of econemy 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

) reallocation of society's _..nmcE.nnmL

—

from private use to public use.

1) Government may direetly produce an
economic good

2) Government may influence private
allocation through-

¥ Incentives 5 Tax concessions,
Subsidies

¥ Disincentives :Increase in Taxes, Bans

3) Government may influence allecation

through its competition policies
Eg- Competition Act 2002

4) Governments’ regulatory activities
such as licensing, minimum wages etc.

'
'
|
|
'
'
1
'
1l
'
|
'
'
'
'
'

'

'

& Business:Economics

The distribution responsibility of govt. arises from the foep ther

left to the morket, distribution of income among
society is likely to be skewed and thus govt. has to
ensure more socially n_m.___ﬂc_ and _.u,u....___"nw__n..._ distr bution,

It is related to question of for whom should an econem

Y Proa
G/S. Tt also also relates to manner in which = fazti, demzng o
the economic goods is divided among varicus individus!- of Society '
Redistributive Function in || 1) %ﬁf
Govt Budgeting ¥ amcieeal | sk =
of sccietal outpurt amer:
Expenditure  side  of househalds :
budget 2) Advencing the well-be g of they
Govt. may provide free or members of the society who suft,
subsidised education, from deprivations
healthcare, housing, food 3) Providing zguzli+y in incoeme, wegis
etc to deserving people and oppartunities
4) Providing szcurity (in terms =
Revenue side of budget fulfilment of basic needs) f=
Redistribution is done people who have hardships
through pragressive G Ensuring that everycne enjeys :
r|+nxn+_,o: ; minimal stendard of living

socio-economic reasons
1) Taxation policies- pregrassive faxation of rich & provision ¢
subsidy ta poor households
2) Proceeds from progressive taxes used for financing publ:
services that benefit low-income households
3) Employment reservations to protect certain segments
4) Unemployment benefits & transfer payments fo deprived sector

5) mo:mﬂ.damsﬁ. sets legal and 5) Families below poverty line - menertery aid and aid in kind
administrative frameworks 6) Regulation of mfg. & sale of certain products to ensure well-being
\_6) any misxture of above methods Ji\7) Special schemes for backwerd reaicns & for vulnerable sections ¥

(M




AN OVERVIE\

quity can be achieved through high rates of taxes en the rich:

s of taxes could also act as a dizincentiv

2 5 e 1o entreprenc .
Jle from making savings ond i P urship & work,

estments & taking risks.
for economic output, productiv

| have negative consequences

potential tax revenue may be reduced in future an e
cIfare activities would get seriously limited, d' scope fov

Stabilization
concerned with
of aggregate economy in
terms of:

1) Labour employment and
capital utilisation

2) Overall output and income

3) General price levels

4) Balance of international

' payments

i |_5) Rate of economic growth |

Stabilization Function

mic stability Is said to exist

achievement of -
macroeconomic ste
~ maintenance
employment and
~ price stability.

y's output = production capacity,
i) ecenomy's total spending = total output
j eccnemy's lobour resources are fully

§ Inflation is low and stable.

Contractionary _fiscal

policy

W, CENTRE AND STATE FINANCE _
Govt's stabilization

Monetary policy - Co

which would affect consumption, i

Fiscal policy - It relates fo
~ Taxction decisions &
ir= decisions of g

is resorted to for controlling high

inflation

During high inflation, government-

Creas@i Taxes

A market ecanomy does not automatically generate full employment and
fiebiity & thus, governments should pursue deliberate stabilization policie

Incbsence of intervention by govt, the instabilities that occur in economy in form of
ation etc. may be prolonged for longer periods causing enormous
710 poorer sections of society. Also situation of stagflation (where inflation
Lemployment exist side by side) is possible.

lzation issue becomes more complex due to
interdependence & financial integration
1o get casily transmitted from one country fo o

contagion eff

causes forces of

Deficit budgets (Exp > Rev)

its expenditure or

Surplus budgets (Rev > Ex

are  expected to stimulate

economic activity

Note- Maki

ng pdfs or photo-copies or se! books of MVSIR is

NOT allowed. Strict legal action will be taken
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Fiscal federalism, a .Si
introduced by Richard
Musgrave, deals with the division
of governmental functions and
financial relations among the
different levels of government.

As per Musgrave, responsibility
of -

= central (union/federal) govt >
economic stabilization &
income redistribution, and
=~ state govt > allocatien

of

1_.6.3 is a federation of 28

rFesources

|

states & B union territories.

Federalism is an institutional
arrangement to accommedate
two sets of government-

» one at national level and

» other at regicnal level.

An independent judiciary is
established to resolve
disputes between central
government and the states
on issues related to division

Centre anhd State

power.

of

con
prevails.

Finance

Article 246 of the Constitution of Hznhn_

demarcates the powers of union m_ state Dy

classifying their powers into three ___m..—m-

1) Union list- has items on which wnion
parliament alone can legislate

2) State list- has items on s_r_nr state
legislative assemblies alone can legislate

3) Concurrent list- has items on which both
the parliament & legislative assemblies can

legislate,

In the event of conflicting legislation in
current list, the law passed by the centre

r

»~ Allocation

of ,..mcnzcg
T

responsibilities to u:nmmﬁ.mﬂ levels of g,
is a fundamental matter ina federa,
Sources of revenue for both centry ,,
states are clearly demarcated.

Taxes are levied by centre ¢ Stat
Central government has greater reve,
raising powers.
The union government can levy taxes I
income tax, other than agricyt,.
income, customs duties, excise dutis:
corporation tax, tax on capital value 4
assets, security transaction tax, cen-
GST, taxes other than stamp duties et

agricultural  income, lands

vehicles, tolls, professions,

certain items.

from state taxation. The
and income of the states
liable to be taxed by the centre.

necessary revenues.
281
specific provisions
distribution of
states.

finances

~ State governments can levy taxes on

buildings, mineral rights, electricity,
land

revenue and impose excise duties on

~ The property of the union is exempt

property

are not

= There is substantial dependence of
States on the union for secur
Articles 268 to
of the constitution contain
in respect of
among

ing

&

Article 268

states.

Distribution of revenue between the union and states is base

Duties levied by the union but coll

provisions as follows:

ected and appropriated by the

Finance Commission

A unique feature of Artic
280 > oprovides for =
institutional mechanis:

Article 269

Taxes levied and collected by the union but assigned to the states.

Commission”, =
facilitate such transfers.

"Finance "

Article 270

Taxes levied and collected by
union and states as prescribed in clause Zand the States.

the union and distributed between the

Article 271

Surcharge on certain duties and taxes for purposes of the union

Article 275

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

Article 282

Article 293

Grants for any public purpose

Loans for any public purpose

It is  responsible i
evaluating  the state ¢
finances ~ of union & staft
govt, recemmending Ll
sharing of Taxes betweer
+r.m__._... and laying down  the
Principles determining the
distribution of these taxes

among states.




B ——emmission helps in maintaining |
_H.MMEW_.: in India by performing
folowing functions

eds O

sion between union & states of net
f taxes & allocation between

states.

?.._n‘q.m,‘h:ua of principles and quantum
D) of grents-in-aid to states.
) To make recommendations to President on
A measures needed  fo  augment  the

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

the

Any other matter referred to
the

Commission by the President in
interests of sound finance.

4

—

supenriGhar

Business Economics
FISCAL FUNCTIONS! AN OVERVIEW, CENTRE AND STATE FINANCE

While recommendi
e ding transfers, the Fi
ﬂoas_mm_o: considers issues- inanee
> <._m_3_nn_ equity (deciding about the share of
G M States in revenue coliected by centre) &
orizontal equity (allocation among states
their share of central revenue),

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
.m.h.._gm net divisible pool (NDP).

DP consists of all taxes o i
;. f union from yr

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.

» The adjustment of 1% is

~ It recommended the share of
states in the centfral taxes
(vertical dewvolution) for the
2021-26 to be !, which is
the same as that for 2020-21.

then the 42%

recommended by the
ance Commission for

» This is less
share
14th
2015-20.

1 0 o
- a0

provide for the newly form
union territories of J
and Kashmir, and |
from the resources of th
centre.

-l

(f) Tax & fiscal effart

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 ecclogy

» 65T was rolled out on 1 July 2017. GST subsumes majority of indirect )

tox. It made India’s indirect tax regime unitary

7 States levy & collect State GST (SEST) & union levies & collects Central
6ST (CGST). For any particular G/S, SGST & CGST rates are equal.

~ Integrated GST (I6ST) is applied on inter-state movement of 6/5 & on

imports/exports.

¥ I6ST is simply a combination of SG5T & C6ST
¥ administered & collected by union government,

¥ kept in a separate account,

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

in nature.

GoodslalServiceiTaxI(GST) I
. — ~. =~ . = =B =

> GST 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 censumption
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.

» Top five GST compensation receiving states were Maharashtra, Karnataka,
Gujarat, Tamil Nadu, and Punjab. Total amt released during 2022-23 is 115662 cr

..\-Ill-.l!/.
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CHAPTER 7 - PUBLIC FINANCE | UN
Expenditure Decentralization

W siipenichantiBook

Business Economics

NTRE AND STATE
ing by Government

m Borrowing

ﬁ

Inso far as enditure 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 govis are entrusted with 2 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 sanitaticn, local roads, electricity etc,

For items that fall in the concurrent list, both central & state govts are

responsible for providing services.

. icle 292 & 293 ¢
Borrowing by Govt of India & borrowing by states > Artic 9

Constitution. orlioment by law upon =

6 thin such limits, if any.

» The centre may borrow within limits fixed

of Consolidated Fund of India or give guarantees wi

fixed by Legislature ¢f

ithi rritory of India upan the
> The state governments may borrow within ferritery of In up
of Consolidated Fund of State within such limits, it any,

m such state by law, or give guarantees within such limits.

» The centre may give loans to tha states within limits fixed under erticle 25
and give guarantees in respect of loans raised by the states.
= States need 1o obtain the centre's consznt in order to borrow in case the

state is indebted to the centre over a previous loan.

CA

Mohnish Vora (MVSIR)




Introduction

an environment

vers o
”.r,_i_m & services.
.am.‘.oao_._.__m.*u

cheices in T

individuals will
» The mn:na_ belief

working

gfficient
economic.  resources
manner.

behave rationally.

™

- s where
5 sellers transact or exchange

presume that people will make
their own self-interest, ie.,

is that perfectly
market system is, by default,
& effectively allocates scarce
in best possible

" Business Economics

sense that there is either-
> overproduction or
> underproduction

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

If in all markets perfect competition
exist, it leads to market efficiently,

the

2)

. MARKET FAILURE /' GOVERNMENT INTERVENTION TO CORRECT M
N E
) Market failure Two typ il
H,.w 5 o sitomeraere 'wo es of market failure
”_,Ja“.r_.“. leads to misa of 1) Complete market failure. This is a case
soctely's  scarce a

of "missing mark and occurs when
the market does not supply products at
all despite the fact that such products
and services are wanted by peeple. E.g.

Pure public goods.

Partial market failure occurs when the
market does actuglly function, but it
produces either-

- most o P : S
» However, this is not elways frue. Under nu_.,ﬂﬁqi”ﬂ:ﬂﬂ@i.....ﬂ:_nw__.,.\nﬂwnﬂm_»na_ oM - Cw_...w_.ﬂm m:.,:»_ Ty _ﬁw product or
in circumstances, 'market failure’ ol & presen » at the wrong price. 2
cerfain ﬁ in an economy This results in loss of economic welfare.
oceurs ) R

ARKET
SEEECR

FAILURE |
Order books of
MVSIR from-
www.mvsir.in

Enrall in classes
from-

ultimateca.com
Making pdfs or
photo-copies  or
selling books of
MVSIR is NOT
allowed. Strict
legal action will

Why do markets fail ?' OR Reasons

for

market failure

IT) Externalities

I) Market Power

Market power or monopoly power is ability
of a firm to profitably raise the morket
price of a G/S over its marginal cost,
thereby earning positive economic profifs.

Market power> cause markets to be
inefficient because-

» producers resirict output, &

» keep price higher then Perfect Comp

Thus, market fails to produce right
quantity of G/5 at the right price. Leading
to under-production and thus market
failure

l

\

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

costs or
price.

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

to the market.

Externalities are also referred fo as
‘spillover effects', OR

‘third-party effects’ OR

‘neighbourhood effects’
'side-effects’,
as the originator of the externality imposes cosis or benefits on
others who are not respensible for initiating the effect.

IT) Externalities

another party.

another party.

ﬁ > Since it occurs outside price mechanism, 4

it has not been compensated fer, or it is
un-internalized or cost (benefit) of it is
not barne (paid) by the parties.

~ Externalities can be-
> Negative externalities cccur when the
action of one party impesas costs on

> Positive externalities occur when the
action of one party confers benefiTs on

J

A Mohnish Vora (MVSIR)
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StipeniGhantiB

k

e

~

A negative externality

ted in production
4
t

rnol cost on

by another in

on

NPE received in production

Eg- Facte-y discharges untreated
waste info ‘e nearby river and
pollutes water, which affects fish

output as there will be less cateh for
fishermen due to loss of fish

NPE received in consumption
Eg- Factory discharges untrected
wasTe infe a necrby river and

pollutes the water causing hecish
izards  for who use the
water for o

g and bething

renmle
people

J
Negative Consumption Externali

A negative externality :

*initiated in consumption

* which imposes an external cost on
others )
> may be received by another in
coensumption or production

NCE received in production
Eg- the act of undisciplined students
talking and creating disturbance in
a class preventing teachers from
making effective instruction

NCE received in consumption
Eg- smoking cigarettes in public
place causing passive smoking by

others

AN

-

x

ﬁ

TO €O

Business
RRECT

Economics
MARKET FAILURE

A positive externality

> initiated in praduction

> that confers axternal
others

> may be received in production or in
consumption.

Compared to NPE, PPE are [zcs common,

berefits on

PPE received in production

Eo- A firm offers training to its
employees for increasing their skills,
Firm generates positive benefiss for
other firms when they hire such
workers as they change their jobs.

PPE received in consumption
Eg- When an individual raises an
aitractive garden and the persons
walking by enjoy the garden

(" Positive Consumption mx»mq_:n 3

A positive externality
tiated in consumption
> that confers escterna
on others

> may be received in productiz, &
in eansumption |

Uﬂnn n»

|

PCE received in production

Eg- Consumption of the servie
a health by emplcyees
firm would result in an ox:

club

oflq

benefit +o firm in form
increased efficiency
productivity

PCE received in consumption
Eg- If people

against contegicus

get immun
diseases,
would confer a social

as  well

~ Private cost is money cost 3"14
production incurred by the firm
i.e. wages, raw materials,
heating & lighting etc, which
must be paid to carry out
preduction, & these which would
appear in the firm's accounts.

o

s

Supply curve here corresponds
to only private marginal costs

Social Cost =

How externalities cause inefficiency and market failure ?

Social costs refer to the total costs to the

society on account of a praduction or
consumptien activity.

Social costs are

private costs borne by
directly involved in a transaction,

directly involved in transaction,

individuals

PLUS
U external costs borne by third parties not

Frivate cost + External Cas

AR

v

¥

External costs are not included in firms' costs or co
But, these exiernal costs are real & impert Y.
Firms do not have to pay for damage from polluti i

As a result, each firm's cost, considered for d
only private cost of production & would no
The market prices determined without
not ideal as they do not reflect all social
Such prices send incorrect signals to
either over-production or under-production,
Thus, here a competitive markert will
to market failure.

nsumers’ decisions.
society,

sog

antT Tor

T incarperate externalities.
incorporating externalities
€osts and benefits,

producers & consumers - cause

preduce a level of output which [is)

CA Mohnish Vora (MVSIR)
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........... i Supep

~ gamuelson gave the concept of ‘collective
y P < inhis popEr *The Pure Theory of Public Expenditure’
plic good (aka. collective consumption good or social good) is
4 as one which-

oy in comman )

individual's  consumption of such a good leads o ne
qubtraction from any other individuals' consumption of that good.

Business Economics

ORRECT MARKET FAILURE

TV) Incomplete Information

case of these goods a
maximizing firms will not produce them,

Producers are not motivated
public goods, if they cannot charge
positive price for them or make pro

Illl]l.ll.l].l.ll|
w.\\\lil'M_n__.nn_.nl ics of Public Good.

_, 1) Consumption is collective in nature.

7) Non-Rivalrous : It means 4_..3no=mc5n.zo=o._"n_u_._w__nmoon_vﬂ
_ul individual does not reduce the guality or quantity available
o cll other. Eg- if you walk in street light, other persens too

can walk without any reduced benefit from the street light

3) Non-excludable : If the good is provided, one individual cannet
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

_’_ from it.

4) Indivisi : Each individual may consume all of good i.e. Total
omount consumed is same for eoch individual.” Eg- national
defense, highways, disease prevention and public sanitation etc

5) Once o public good is provided, additional reseurce cost of
enother person consuming the goods is 'zero’

6) No direct paymeht by the consumer is involved

7) More wulnerable to issues such as externalities, inadequate

property rights, and free rider problem. There is no incentive for
people to pay for the good because they can consume it without

paying for it.

)

If left o the market, public goods will not
be produced at all or will be grossly under-
produced, Thus, leading to market failurz

& !
Private goods are scarce & anyone who wants h ;
to consume them must purchase them at a

> They da not face free-rider problem.

% They are 'excludable’ ie. it is possible to
exclude or prevent consumers who have
not paid for them from consuming them or
having access to them.

> Consumption of private goods is 'rivalreus’
that is the consumption of it by one
individual prevents another individual from

efficiently allocate
resources for the production of private

movie ticket,

implies that both

For about anything that may
influence their decision making.

However, this assumo Y

sat because of

c

Qw.m_. nn-.n:nn.. surgery.

e

__.n__rnh..u_n._ products like mutual
w:qamu. .
.“....\.,.\......‘n_.\j& : 4

- delibercte Lisinformation by
rrorested perties  (e.g. highly

persuasive advertisements).

Information failure lecds to -
a) asymmetric information,
b) adverse selection and

c) meral hazard
Which affects abil
efficiently cllocate
therefore lead to
because party
i has

Mcaking pdfs or photo-copies
ar selling baoks of MVSIR is NOT
allowed. Strict legal action will be




Asymmetric Information which means 2 : _
when seller knows more then buyer or vice versa. This can distort
cheoices and lead to market failure.

For eg,

~ the lendlords

~ a borrower
lender,

~ a used-cor seller knows
buyer,

-~ health insurance buyers

Know 1

ore gbout

o weir properties than the tenants,
knows more about their abi Ty to repay a loan than the

ore obout the vehicle quality than the

know more about their state of health
than the insurance companies and

- soeme Traders maoy pessess insider inform
e

formation in financial markets,

b) Adverse Selection
p

Asymmetric information cencrates adverse selection.

When one party to a contract, say X, possesses information relevant
to the contract that other party ¥ does not have, the expected value
of the transection is kn more accurately fo X due to asymmetry
of information. Then, X (having more information) may teke advantage
¥'s ignorance and this could put the ignerant party Y at a loss

Thus, asymmetric information leads the party lacking relevant
knowledge to make sub-optimal decisions and suffer adverse
effects.

For example, insurers know less about health conditi
are therefore unable 1o differentiate between high-risk and low-risk
persons. This forces the price of insurance to rise, so that mere
healthy people, aware of their low risks, choose not to be insured. It

also further increases the proportion of unhealthy people among the
insured, thus raising the price of in

ons of buyers and

surance up more.

Business

Economics

its quality than anyone else. While placing it
for sale, he may not disclose all that he knows
about the mechanical defects of the vehicle.

Based on the probability that the cor on sale
is a 'lemon’, the buyers’ willingness 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 qain. If buyers
were aware as to which car is good, they would

pay the price they feel reasonable for a good
car,

in the market is

Since the price offered
c one,good car

lower than the acceptable
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

[
v
.
"
'
v
'
"
'
l
'
'
b
'
'
v
'
'
v
'
'

selecting a sub-standard product (lemon) or
leaving the market altogether.

CA Mohnish Vora (MVSIR)

(Moral  hazard
there is an externality (i
whenever an economic agent o4
shift some of its costs to other
It is about inf
t 9 advantage
informed  person
unobserved action.

arises

O

through

It occurs when one party to
agreement ki
bear the consequences of his
behavicur and that
consequence, if any, would be bo
by the other party. Therefore
engages in risky behaviour or fi
To act in good faith

hat he ne

For eg, a driver who
comprehensive insurance tends|tgl
exhibit greater taste for r (=
taking in getting to his destinati
quickly & hence his

contradict with these of
This causes insurance premiv ¢
rise. for ‘everyone, driving many
\_Potential customers out of market:

has| @

inter

—._._.r
E_..cf._.__z___._ﬂmno.nos

Vi
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IT) Correct IIT) Merit &
Externalities Demerit Goods

VII) Equitable

V) Price intervention: :
Distribution

non-market pricing

VI) Correcting
Information Failure

ends to resipict
deadweight loss.

ot power contributes to inefficiency because it 1
| par! hich results in higher prices thus leading to

autpat W

st of the social costs imposed by monopoly, governments intervene
Bek0, ehing rules and regulations designed to promote competition

Mn_.m_a_.._.wx actions that are likely To restrain competition,

These legislations uh.m_n_...?oanacs?,\._d couniry,
Indio- -empetition Act, 2002 ;

USA- Antitrust Laws

e

her measures include:
1) Market liberalisation by introducing competition in previously
monopolistic sectors such as energy, telecommunication etc.
7) Certrols on mergers and acquisitions if there is possible market
domination.
i) Petronage to consumer associations
4) Tough investigations inte cartelisation and unfair practices such as
collusion and predatory pricing :
8) Reduction in import controls

) 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.

\

)

_/

I

| Direct Controls | [ Market Based Policies |

~
Direct Control

Direct controls, (aka command sclutions), prehibit activities that creafe

negative externalities or require that negative externality be Iimited to a

certain level,

For example,

> Limiting amount of pollutants rzleasz< into water & air by firms or make it
mandatory to use pollution contral devicas.

~ Licensing, production quotas and mandatas
processes.

» Production, use and sale of some commodities can be banned. Eg- Smoking at
public places

~ Pass laws to dlleviate effects of negative externdlities. Eg- Environment
(Protection) Act, 1986

> The government may, through legislation, fix emissions standard 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 fo install pollution-abatement mechenisms 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 ete

regarding acceptable production

A Mohnish Vora (MVSIR)
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Market Based Policies

Market-based policies

provide economic
incentives so that self
interest of market
participants would
achieve the socially
optimal solution,

The market based
approaches  focus on
generation of a market
price for

pollution, achieved by-

> Seftting price directly-
by pollution tax
> Setting price
indirectly- by cap-&-
trade system

The key to internalizing

an  externality (both
external costs and
benefits) is to ensure
that those who crecte

the externalities include

them while making
decisions. (Pollution Tax)

Second  approach to
establishing prices
indirectly is ‘tradable
emissions permits’,

(carbon credits)

Business Economjc,

ohiTax!
n tax
amount of pollution a firm produces.

v.._:*u en the

Aka. Pigouvian taxes after A.C. Pigou

These taxes, by 'making the polluter pay’,
seek to internalize the external costs into

the price of a product or activity.

Tax increases the private cost and thus
decrcases output of good which creates
negative externality.

The proceeds from the tax, can be used for
projects that protect or enhance

environment,

pollution tax

1) Pollution taxes are difficult to determine &
administer as it involves use of complex &

costly  cdministrative procedures  for
monitoring the polluters.

If demend for the good is inzlastic, tax
may have only an insignificant effect in
reducing demand. In such cases, the
producers will be able to easily shift the

tax burden in the form of higher product

v

2)

hd

prices.
3) Pollution taxes also have potential negative
consequences on  employment and

investments because high pollution taxes in
one country may encourage producers to
shift their production facilities to those
countries with lower taxes.

v

NTION TO CORRECT MARKET FATLURE

The use of tradable permitz to limit emissions is often calleq .
trade’. 4
A tradable permit is a license that allows a company to releqs, . -
pollution into the environment over some period of time. &y i-., . "
number of permits, the government determines the total aye) <

that can be legally emitted during each period (the ‘cap’).

Each firm has permits specifying the number of units of EMisSions thy
firm is allowed to generate. A firm that generates emissions above yhg
allowed by the permit is penalized with substantial fines.

%5

The firms can sell their government-issuzsd permits to other firms, Siey
the permits are tradable (the firm can sell for n_nlnny a polluting fir £
an opportunity cost i.e. for each unit of pollution that it creates, 1t -,
either buy a permit, or it must forgo the revenue it could earn by selling
permit to some other firm. A firm which produces lez= p -
their permits and earn money.

The high polluters have to buy mere permits, which increases their cosy
and makes them less competitive and less profitable. The low polluters recs:
extra revenue from selling their surplus permits, which makes them o
competitive and more profitable. Thus, firms will have incentive not to pollun
In 1994, USA began a cap & trade system for sulphur dicxide
that cause acid rain by issuing permits to power plants based cn the
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, Renewable Purchase Obligatioy
(RPQ) etc. In 2017, coal cess was abolished and replaced by the &3
compensation cess.

The Energy Conservation (Amendment) Bill, 2022 empowers the centra
government to specify a carbon credit trading scheme and to stipulate energyl

consumption standards.
LI v oy S
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intervention to correct Positive
Externalities

: W iie oesagi L o — =
itive externality is associated with exterpal
R i ket failur

Thetd we still call it a market failure because, left tg
{its,

221 there will be less than eptimal output.

ok

o positive nx»nga_._.:_ﬂ. promote welfare,

Mun_.__an_._: implement policies that promote positive
¥

n‘.:6_._.‘5__;_

When _gnm_.:,,__n externalities are present, government may
attempt 10 saolve the _uq.ow_na through -
o) corrective subsidies to the producers aimed at
increasing the supply of the good. (Eg- fertilizer
sid
b) co ,,...,.“.‘WE_ subsidies to consumers aimed at increasing
the demand for the good. (Eg- A subsidy on fee for
education is an example of consumption subsidy)

» As we are aware, a corrective production subsidy involves

government paying part of the cost to 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
proauction.

»In the case of goods whose externalities are vastly
_uom_._:.._ﬁ_ government enters the market directly as an
entrepreneur to produce & provide them. Eg- Public
e¢ducation, health care etc.

oL
el

Z2 MARKET FATLURE / GOVERNMENT INTERVENTION TO COR

-

-

-

k.

E0iChantiBoo|

Business Economics

III) o) Government infervention in case of merit goods

Merit goods are goods that
socially desirable.

ave substantial positive externalities &

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
hot 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

2)

3)

4)

which education is to be imparted is government regulated.

Govt can prohibit some type of goods and activities, set standards and Wm_.._um
mandates making others oblige. Eg, govt may make it compulsery to avail
insurance protection, compulsory vaccination etc

Govt could also use legislation to enforce consumption of a good which generates
positive externalities. E.g. use of helmets, seat belts etc.

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.

¥ Governments also engage in direct production  of 5) The ultimate encouragement to consume is to make the good completely free at
enviranmental quality. Eg- afforestation, the point of consumption: for example freely available hospital treatment for
:station, protection of water bodies, treatment various diseases. When merit goods are directly provided free of cost by

and cleaning of toxic waste sites. ) aovernment, there will be substantial demand for the same.

A Mohnish Vora (MVSIR)
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IOT) b) Government intervention in case of demerit goods

» Demerit goods are sociclly undesirable, Eg- cigarettes, alcohal intoxicating drugs etc. The
consumption of demerit goods imposes negative externalitics on society as a whole.
# The production and consumption of

demerit 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
essenticlly demerit goods:
socially undesirable good.

all goods with negative externalities are not
e.g. Production of steel causes pollution, but steel is not a

PUBLIC FINANCE | . UNIT :m MARKET FAILURE / GOVERNMENT INTERVENTION TO CORRECT

Business Economics
MARKET FAIL nm

1V) Government intervention in case of Public goods

(" » Direct provision of a public good by government can hg
overcome the free-rider problem which leads to ma;
failure.

Important public goods- Eg- defence, estab
malntenance of legal zystem, dizeaze preovention ecc 4
invariably provided by the government.

Excludable public goeds can be provided by governme
and the same can be financed through entry Grd
licensez to private firmz to build a public good fac

How do governments correct market failure resulting from demerit goods ?

1) Enforce complete ban ona 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 secreily driven underground and
traded in a hidden market

2) Imposing unusually high texes

But, demand for demerit goods like, cigarettes & alcohol is often highly inclastic, so any
increase in price resulting from additional tax causes a less than proportionate decrease in
demand. Also, sellers can always shift the texes 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

£n

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 prohibi

t the advertising or promotion of demerit goods Eg-
Alecohol ads- music cds

6) Strict regulations- to limit access

to 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

Under this method, goods are provided to the public gy
payment of an entry fee. Government regulaces

the entry fee chargeable from public and keeps st
wateh on the functioning licensz Lo guarante
equitable distribution of welfare. _
utign
os. §

of 2a

bl

rib

Some public goods are provided by voluntary contrib
and private donations by corporate entities and NG

Certain goods are produced and
and services despite the fact that they can be pr r
consumed as private goods. As, left to the markets and
profit motives, these may Prove dangercus to society.

Q scientific approval of drugs,

Q production of strategic produces

energy,
Q provision of security at airpores erc

consumed as

publ
P

such as ato

) S—
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VII) Equitable Distribution

ce intervention 2 form of price controls which are |:

price controls may take the form of either-

Price Floor (a minimum price buyers are required to pay) or

v Eg- Minimum. Suppor
farmers.

Price. (MSF), to guarantee steady and assured incomes to

————

ling (a maximum price sellers are allowed to charge)

v Eg- Fixing of minimum wages & rent controls

v When prices of certain essential commodities rise excessively, government may resort
to controls in the form of price ceilings (also called maximum price) for making a resource
or commodity available to all at reasonable prices. Eg- maximum prices of food grains
and essential items are set by government during times of scarcity

VI) Correcting Information Failure

S

amoamgamﬂ makes it mandatory to have cccurate labelling and content disclosures by i
producers. Eg. Labelling on cigarette packets and nuiritional information in food
packages.

2) Mendatory disclosure of information Eg: SEBL requires that accurate information be
provided to prospective buyers of new stocks.

3) Public dissemination of information to improve knowledge and subsidizing of initiatives in
that direction

4) Regulation of advertising and sefting of advertising standards to make advertising more
. responsible, informative and less persuasive.

rnment s to

((One of the most important activities of gove
redistribute incomes so that there is =quity ond ©

society,

Some common policy interventions include
1) progressive income fax,

2) targeted budgetary allac

3) unemployment compensation

4) transfer payments, sussidies, social security schemes, job
reservations, efc.

" -

[ GoernmentFalwe |

> Government failures where gevernment intervention in the economy )
to correct a market failure creates inefficiency and leads to @
misallocation of scarce resourcas occur very often.

7 Government failure occurs when:
1. interventicn is ineffective causing wastage of resources
expended for the intervention

2. infervention preduces fresh and mene sericus problems

There are costs and benefits associated with any government
intervention in the market, and it is important that policy makers
ﬁ consider all the costs and benefits of a policy intervention.

Order baoks of MVSIR from- www.mvsir.in

Itimateca.com

Enroll in classes from- www.
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MANAGEMENT OF PUBLIC DEBT

_ IT) The Process Of Budget

——

from protecting their

territories, maintaining law and order, provision of
public goods and implementation of comprehensive
plans for economic & social welfare of its citizens,

7 To execute these functions efficiently, the
government requires adecunte ¢ inanciol resoaurces,
Budget is a powerful policy instrument in the hands

of government to regulate and to restructure a
country’s economic priorities,

~ The need for budgeting arises from the need 1o )

efficientt

£zourcer 1o ensure

~ The government also needs to reallocate resources
In accordance with its declared priorities. By
Proper budgeting, the government is able to ensure
redistribution of income and wealth,

> The other objectives of budgets are reduction/
elimination of economic fluctuations 1o bring in
stability, sustainable increase in real GDP and
reduction in regional disparities.

Bnr_ztEHHu Sources Of
~I=

Revenue __ IV) Public Expenditure Management * V) Public Debt In_._nmnaﬁ

Business Economjcs

» The government budget is a document
presented for approval and legislation by a
government and contains estimates of the
proposed expenditure for a given period and
the proposed means of financing them.

> The budget includes projections for the
economy and its various sectors such as
agriculture, m:usman and services.

> The budget also contains estimates of the
governiment’s accounts for the hext fiscal
year called budgeted estimates.

> Being the document which

consolidates
revenues from all sources and outlays for all
activities, the budget is the most
comprehensive report of the government's
finances.

> Apart from union budget, state and local
bodies have their own budgetary processes
for the next financial year. However, the

facus of this unit will be the union budget
only.

N

CH B 1

(> The budgetary process is the means

\__ Year {April 1 te March 31)

by Wkie-
bran,

the executive and legislative
together formulate a coherent set of .,
and uvmﬁ_..__ju proposals The ._"_aﬂznm.m of irs
government of India have traditionally p,,.
controlled by the Ministry of Finance, Th
budget is prepared by the Minict-

Finance in consultation wi L Aayeq s
other relevant ministries. The budget must 3,
presented and approved by baoth hou

parliament befarz the beginning of th

h NTTT
n NL

rch 31).

ﬁv Despite the fact that the term

‘budget’ hes
not been used in the Indian Constitution, the
process of making it is referred to e

budgeting.
= Article 112 of the'constitution provides that’
in respect of every financial

year the

‘president shall cause to be laid before both

the houses of parliament
estimated receipts and
government of India for

that year, referred|
to as the "Annual Financial

Statement”,

‘mvsieliny 7.1
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- =
tary __uqdnna_.:.nu are
;.qﬂﬁn cion of the budget
%u_ presentation and enactment of budget
Il
od

grecution of the G:mmm._..

f The budget process mainly consists of two
types of activities:

W 1. The administrative process, wherein the
d  pudget along with the accompanying
1 documents are prepared in consultation
with various stakeholders:

2 The legislative process wherein the
budget is passed by the parliament after
discussions.

e
(.

» Despite the fact that the union budget is

presented on 1st February (or any other

suitoble 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 o comprehensive schedule for
carrying out budget preparation activities.
7 The process of budget making is set off
with the Budget Division issuing fthe
.wcumn._. circular containing detailed
instructions and formats for preparing the
estimates to all ministries, states, union
\__ferritories and autonomous bodies.

—

N

| UNIT 3 - THE PROCESS OF pU

ﬁ
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DGET MAKING!
MANAGEMENT OF PUBLIC DEST

Business Economics

50URCES OF REVENUE, EXPENDITURE MANAGEMENT AND

* The

detailed estimate

s of
m_..nun«.m.n_ by ministries and depa
0 their assessment of requi
subsequent year,

expenditure are
rtments according
4 % rements for the
5 _ Cvery department prepares
HMM_H.HB ._"01.1Nnm_vﬁ and expenditure mn_uﬂamn?_
& £ of pre-budget consultationz are done by

'€ union finance minister with the finance
ministers and chief ministers of states, various
stakeholders and interest groups including industry
associations, 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 receipts and
expendifure in respect of current and ensuing
financial year

(i) For the current year
Estimates (RE): and

(iii) Actuals of the year preceding current year

through Revised

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

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 borrowings, 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 fax proposals for
the upcoming financial yeer including variations
in the current taxation system.

Annual Financial Statement shows receipts &
exp. of govt. in 3 separafe parts under which
govt. accounts are maintained, namely:

1. Consclidated Fund of India

2. Contingency Fund of Indie, &

3. Public Account.

resenting the budget before Em Lok Sabha.

(¥
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THE PROCESS OF BUDGET MAKING: SOURCES
MANAGEMENT OF PUBLIC DEBT

OF REVENUE,

EXPENDITURE MANAGEMENT

ﬁ

e

The list of budget documents presented to the )

parliament, besides the finance minister's
budget speech, is given below:

(@) Annual Financial Statement (AFS)
(b)Demends for Grants (DE)

(c) Finance
(d) Statements mandated under FRBM Act:
i.  Macro -Ecopomic Framework
Statement

Medium-Term Fiscal Policy cum Fiscal
Policy Strategy Statement

(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

;

Nine other documents which are in the nature
of explenatory stctements supporting  the
meondated 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.

|

y

J| discussion and conducts ministry-wise voting on

demands for grants.
i

-~

, Sa—

» 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.

J| » After the general discussion on the budget

ﬁ

By convention in an election

year, the budget may
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 finencial

statement for that year or the full-fledged

Budget.

I 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.

e

CA Mohnish Vora (MVSIR)
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» Motions for reduction to various demands w
grants are made in the form of 'cys Mtigy,
seeking to reduce the sums sought
government. !

» The Finance Bill seeking to give effect 1o e
government’s taxation proposals is intredyces
in Lok Sabha immediately after th
presentation of the general budget. It ,
accompanied by a memorandum explaining t,
provisions of the bill and their effect on t,
finances of the country. The motion for lag,
fo infroduce a finance bill cannot be opposa:
The finance bill is taken up for considerati:
and passing after the Appropriation Bill s
passed. The finance bill seeks to give effect;
the financial propesals of the government fi-
the next financial year. The Parliament has &

pass the Finance Bill within 75 days of it
introduction.

# On the last day of the days allotted for
for grants, the speaker
demands for grants o
This process is known
It is a device for bringing the
i s to an end withina

discussion on demands
puts all the outstanding
the vote of the house.
as ‘Guilletine’,

VLT
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]

- the Finance Bill . Notes
been _unmmnn_, _u.w.
he Lok Sabha, it I
A “9”.a_._.___2nu to the
Ml Reiye Sabha for Tis
| reccmmendations.
The bill being a
" poncy  bill, . Rajya
geoha has to .-.ng,_._
it within @ vn._.,_o& of
4 days, with or
ithout
anaam:mn.:n:m. The
recommendations  of
Rajya Sabha may be
accepted or rejected |
by the Lok Sabha. Ji

—

However from 2017-18, |
the date of presentation |:
of the budget has been
odvonced to 1st
february. An important
budgetory reform was |
the merger of railway |!
budget with the general ||
budget from the budget
_@ financial year 2017-

o R |

‘mvsir.in ' 7.19
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The Department of Revenue of the Ministry of |
Finance exercises control in respect of the revenue
Mmatters relating to direct and indirect union taxes.
The department is also entrusted with the
administration and  enforcement of reoulatory
Measures provided in the enactments concerning
000ds anc services tax (6ST), central sales tax,
stamp duties ond 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 all
direct taxes are looked after by the CBDT whereas
These relating to levy and collection of goods and
Service taxes (GST), Customs and central excise
duties, service tax and other Indirect taxes fall
within the purview of the CBIC.

Government receipts are classified under two
categories:

1. Revenue receipts which consists of tax revenue
and non tax revenue.

Capita which consists of debt receipts
n:m:nzamw43nm+nh1mnm_n+m

m. receiprs

PUBLIC FINANCE | UNIT 3 - THE PROCESS OF BU

MAKING!

Al 1

DGET

MANAGEMENT OF PUBLIC DEBT

The broad sources of revenue are:

4. Customs
3 Union excise duties

6 Goods and services
compensation cess

7. Taxes on union territories

tox including 6&ST

[=]

[ 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,

1. Dividends and profits from public sector

enterprises and surplus transfers from Reserve
Bank of India

3. 3. ather 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,
transport, science, technology and environment,
railways and general administrative services also yield
revenue for the government. Capital Receipts include:
Lo Non debt eapital receipts which include

(a) Recoveries of loans and advances

(b) Miscellaneous capital receipts (disinvestments

CA Mohnish Vora (MVSIR)

and others
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SOURCES OF REVENUE, EXPENDITURE MANAGENENT

.

2. Debt il receipts which _,:n__.am

a) Market loans  for
purposes

b) Short term /Treq
borrowings

¢) Securities
savings,

d) State provident fund

e) Net external debts

Fferey

m_._q b

issued against sl

(Net)

f) Other receipts (Net)
—— )

-

- ey
~ In short, non debt receipts includ
recoveries of loans advanced by th

government  to  PSEs,  stof
governments,  foreign  governments
and union territories and s
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 loens token from foreigh
governmenis/institutions,

> Examples of 'Other receipts' include
Sovereign &old Bond Scheme, receipts
from international financial institutions
and saving bonds.
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@}Z}@m.{.mz.ﬁ OF PUBLIC DEBT
The Department of Expenditure of the Ministry of

ey

~ In view of the ._m..._.:,wm& :ﬂcﬂ,n of resources, a _u._.._.a_m_._.ﬁr and
\sa: designed public expenditure management is essential
for any government to ensure that the level of
ea-caate public expenditure is consistent with a
systainable macroeconomic _‘j‘nﬂns.n_wr.
» Developing economies ___mm. India require enormous amount
of public spending to initiate and accelerate economic
mﬁas_} and to promote employment opportunities.
Eff reduction in fiscal deficit requires an
ingenious mix of revenue and expenditure policies.
+ Government expenditure affects allocation of resources
ameng various uses and therefore, great care should be
taken to channelize the reso to socially desirable
greas.

gcTIvE

urces

N

_um:n.zon is the nodal department for overseesing the
public financial management system in the central
government and matters connected with state finances.
It is responsible for

» the implementation of the recor ] of the
Commission,
n=, and

Y

preparation of central governmen
Additionally, it also
ministries/departments in con
prices of public services,
reviewing systems and procedures fo
outputs and outcomes of public expenditure.

assists
olling t

central
and

T the

optimize

|BusinessEconomics

Motes:

»

The requirements of funds for all categories of
expenditure including various programmes and

vy

schemes, along with receipts of the departments are

Public expenditure management is the process that allows
governments to be fiscally responsible. Public expenditure
programmes or projects should be designed and
implemented fo provide given levels of oufputs or achieve
specific objectives at minimum cost.

The economic costs of unproductive public expenditures
can be extensive .and may have far reaching effects
such as:

r larger deficits

# higher levels of taxation,

~ lower economic growth,

 fewer resources available for use elsewhere, and

~ greater debt burden in the future.

-

discussed during the pre-budget meetings chaired by
Secretary (Expenditure).

Expenditure estimates are provisionally finclized and
communicated o ministries/departments after the
approval of Finance Minister.

One of the explanatory documents of the budget
document is the 'Expenditure Profile’ (earlier known as
expenditure budget) consisting of relevant data across
all ministries/departments to outline a profile of the
general financial performance of the government of
India.

> It gives an aggregation of various types of

S.

4

>y

expendifure and certain other items across demand
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VENUE, EXPENDITURE MANAGEREr: o

The total expenditure throu

gh _ucnmmL
(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

I

MANAGEMENT OF PUBLIC DE

+ 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.

[ Productive use of public debt contribut

es to e
growth and welfare of the society.

Y econgm N
: ; mcm._n_aw_____a_.”
sovereign debt has always been an important indicat,

¢ r of thy
overall macroeconomic health of g country, a“_ '
sustainability is in great part a function of the level of g

and the government's capacity to service the outstang, {
debt.

ﬁv Public debt management refers to the task
determining, by the fiscal and monetary cuthg
the size and composition of debt, the matu

mb Mohnish Vora (MVSIR)

1
1
I
m
it
' rity par
¥z~ A interest rates, redemption of debt ete, Mq is the
- ,O}n_,. central expenditures |t process of setting up and implementing the strategy for
including those on  CPSEs and i| ~ Public debt, in simple words, means debt managing public debt in order to raise the required)
Autcnomous Bodies ! incurred by the government in mobilizing amount of funding at the desired risk and cost levels. |
B. Centrally Sponsored Schemes and |! savings of the people in the form of loans, 5 s oo 1.8
other Transfers: : which are to be repaid at a future date with > The overall o_u.._mn...:,__ﬁ nm.,i._n nn-..:-.n_ governmen's degy
The transfers include H inferest. Public debt is not a one-time Mmanagenmen policy is to "meet the nmnqn__ g
~ Centrally spensored schemes : exercise of borrowing and repaying. m_:nzn_m_m paads. at the lowest o~ ._n_ql -
~ Finance Commission transfers and i| = Debt servicing is a continuous exercise as a borrowing costs and also to Keep fhe fotal debr witly
~ Other traensfers to states : portion of debt falls due each month, sustainable levels. \&a_:o:m:x. IT aims at supporting
\ =l government dees not usually cut expenditure &m.._m_o_u_.:n:ﬁ.o* a well-functioning and vibrant dome i
ﬁ Establishment  expenditure  includes m or raise taxes to provide funds to retire or bond market". L
establishment-related expenditure of || repay the maturing  bonds. nn_:._m?_ id.m * Keeping in view the increasing magnitude of public
the ministries/departments, adil! government simply refinances the debt, ie. it borrowing both internal nan.u_ external, the nk?m.._; to whi
attached and subordinates offices. |1 sells new bonds ‘and uses the proceeds to the government can mobilise funds from public depe:
Central Sector Schemes (CS) include [i| . P?Y of f roﬂn_}m of the maturity bonds. upon the skilful public debt management.
Shose sphuns Gk da entirely o= In__._n,a public debt ..:n:nm.n_dni becomes a ~ Debt management strategy is based on three b
- s crucial  task or responsibility of the pillars namely, )
MMMMMW&%&_.””‘%N_WSNH__HM:H‘ MMMNMMM.“M* i| government and plays an important role in i. low cost of borrowing,
] 3 2L i i itigation and
siinteles) Akt et “_ macroeconomic stability of a country. 1§ Mwwxﬂ++ %acn_u_aau:#

(W)

i T g




instifutions responsible for public
ement are:

Eﬂan__am pank of India - domestic

i _,gmﬂ%q_n debt i.e., dated securities,

yresury Dills and cash management

lls.
a..r.:Q of Finance (MOF); - external

1 Mnistry. of Finance: Budget Division
k| serve Bank of India - Other
liabilities such  as small  savings,
deposits, reserve funds efc. )

Sl

e

The responsibility of managing :.ﬁg
dmestic debt of the central government

od of 28 state governments and two
wion ferritories is entrusted with the
Internal Debt Management Department
{IDMD) of the Reserve Bank of India.
The RBL octs as the debt manager for
nerketoble internal debt. While treasury
bills are issued to meet short ferm 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 +o state governments
banking with it in the form of Ways and
Means Advances (WMA) to  bridge
temporary mismatches in cash flows,

n

(A Mohnish M‘w_.p (MV

UperiGhart Bos!

THE PROCESS OF BUDGET MAKI

Yﬂmx.qmwzm_ debt (bilateral and multilateral
oans) is managed by the Department of

Mﬂwﬂ%&n 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, efc.).

~ The rprisk associated with external the
debt is the depreciation in the valuz of
domestic currency vis-a-vis the currency
of denomination of exiernal loans leading
to increase in the government's debt
servicing cost.

[
ﬂ

=)

The Fiscal Responsibility —and mcamn*q
Management (FRBM) was passed in 2003 to
provide a legislative framework for reduction
of deficit and thereby debt of the centrol

government 1o a sustainable level. The

objectives of the act are: *

O inter-generational  equity  in fiscal
management,

0 long run macrogconomic stability,

O beiter coordination between fiscal and
monetary policy, and

O transparency in fiscol operation of fthe
government.

NG SOURCES OF REVENUE, EXPENDITURE MANAGEMENT AND
MANAGEMENT OF PUBLIC DEBT
™

Business Economics

The Public Debt Management Cell (PDMC) was nwwn*mu 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 .vomu_.c_m
cost in the medium term while ensuring that financing
requirements are met without disruption.

The sheer size of Indid’s public debt can be understood frem
the following table:

X
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 to 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 fo render counter-
cyclical fiscal policy support and to provide targeted support

to segments deeply hit by the pandemic.

=l
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on February 5, 2021:

market

account (‘Retail Direct’) with the Reserve Bank.

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 retall
participation in G-sec, 'RBI Retail Direct’ facility was annhounced

O for improving the case of access by retail investers through
online access to the primary and secondary government securities

Jto provide the feocility to open their government securities

Budget concepts

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 receipts 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.

_

ﬁ Capital receipts are those receipts 4.33. 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.

lRevente!Receipts.

R e o

[ Revenue receipts can be defined as those
receipts which neither create any ility
nor cause any reduction in the asseis of
the government. There are two sources of
revenue receipts for the government — tax
revenues and non-tax revenues.

J
80 5 FrevenielReceipts. w0 0l

Revenue expenditure is expenditure incurred
for purpeses 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
of assets).

ﬁ|._.mn_,m are expenditures 5 S
government  which  regy
crzation of physical or fipe..
assets or reduction in fingm.
liabilities. This ..
expenditure on the acquisitig,
land, building, machinery o,
equipment, investment in shar
and loans and advances by
central government to state g,
unicn  territory  governmes
PSUs and other parties.

When a government spends
than it collects by wey
revenue, it incurs a
deficit. There are vari
measures that capius

government deficit and they ha
their own implications for f

ECOonomy.

ﬁm:&mn#j\ Deficit is defined

the excess of total estimat
expenditure over total estima
revenue is difference between
receipts and expenditure, b
revenue and capital.

CA Mohnish Vora (MVSIR)
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venue deficit refers to the excess

Zn_.s._,ni.u revenue expenditure
.ﬁﬂﬁ,mncn receipts. It shows the
" 1l of government's current receipts

5
o

| E&

[ &nl_ﬂ | of

current expenditure. It shows the
! .ment revenue is insufficient fo meet
goier in connection

or expenditures
_ .ﬂr _.”ﬂ,_n_ :o:._wn_ functioning of the
; qment, or the government is diverting
_ HMHEE from other sectors to finance
its current expenditure.

peverve deficit = Revenue expenditure -
W peenve receipts

“UBLIC FINANCE | UNIT 3 -

4 When the government's non-borrowed
Jreeipts  fall  short  of its entire
| tpenditure, it has to borrow money from
ithe public to meet ‘the shortfall. The
peess of total expenditure over total
fuepis excluding borrowings during a
" fiscal year is called the fiscal
i &_“_., In other words, fiscal deficit is
J “ﬁmi»_&ﬁm between the government's
il n__ &penditure and its fotal receipts
| ”n&._.a borrowing, Tt is often presented
4> ¢ percentq
f(Freduct (6bp),

Supen

ChartBaok
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Total Receipts excludin

borrowing =
Receipts + Ca 7 g

Revenue 4 _|

Primary Deficit

g

pital Receipts excluding borrowing or |~
_ reating capital receipts). Non debt
creating capital receipts include recoveries of loans
advanced by the government and sale proceeds of
government assets, including those realized from

divestment of government equity in public sector
undertakings (PSUs). T

(Non debt ¢

Fiscal deficit = Total Expenditure -Total Receipts
GX.H_:Q:,.M borrowing

(= Fiscal Deficit = (Revenue Expenditure + Capital
Expenditure) - (Revenue Receipts + Capital
Receipts excluding borrowing)

~ Fiscal Deficit = (Revenue Expenditure- Revenue
Receipts) + (Capital Expenditure - Capital
Receipts excluding borrowing)

Primary deficit is defined as 7 scal dafiait of curr
year minus  interes sayments on previous
borrowings. In other words whereas fiscal deficit

indicates borrowing requirement inclusive of inferest
payment, primary deficit indicates borrewing
requirement exclusive of interest payment. It tells
how much of the government's borrowings are going
towards meeting expenses other than interest
payments. Primary deficit thus gives an estimate of
borrowings on account of current expenditure
exceeding current revenues. The goal of measuring

primary deficit is fo focus on present fiscal
imbalances.

Primary deficit = Fiscal

liabilities

defici

T -

Net interest liabilities interest payments minus

~ Fiscal Deficit = Revenue Deficit + (Capital
Expenditure - Capital Receipts excluding
borrowing)

The fiscal deficit will have to be financed by
borrowing. Therefore fiscal deficit points to the
total borrowing requirements of the government
from all sources. In case revenue deficit occupies a
substantial share of fiscal deficit, it is an indication

that a large part of borrowing is used for

consumption purposes rather than for investment,

interest receipts by the government on domestic
nding.

The Bill produced
of the wunion budget detailing
abolition, alteration or reg

in tThe budget.

the Imposition,

ulation of texes proposed

ge of the gross domestic
{ A Mohnish Vora

(MVSIR)
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Cut Motions L _

The outcome budget establishes a | [Motions for reduction to various demands for || Under provisions of .Ll_,n_m.mm.o_hc.o_n the Constitution of
direct link between budgetary grants are made in the form of cut motions || Tndia, public account is used in relation to all the fund flo
allocations of schemes and its seeking to reduce the sums sought by moqn.gam:._. where government is acting as a banker, Examples inclyds
annual performance targets on grounds of economy or difference of opinion on Provident Funds and Small Savings. This money does not
measured  through output and || matters of policy or just in order fo wvoice a || belong to government but is to be returned to the depositors,
outcome indicators. The outcome grievance. J| The expenditure from this fund need not be approved by the
budget is a progress card on what = parliament.

varicus ministries end departments

have done with the outlays in the |[

g ™

All revenues received, loans raised and all moneys "
prévious  anmll  Rudgely It 1| .o by the government in repayment of loans ofes
msaures the development || gre credited to the Consolidated Fund of India and
outcomes of all government

all expenditures of the government are incurred
programs and whether the money Il from this fund. Money can be spent through this
has been spent for the purpose it fund only if appropriated by the parliament. The
was  sanctioned including the

consolidated Fund has further been divided into
outcome of the fund usage. ‘revenue’ and 'capital’ divisions.

>

The parliament has very limited ,:Bog
for examining the = expenditure to make advances to the
demands of all the ministries. So, executive/Government to meet urgent unforeseen
once the prescribed period for the || expenditure. Contingency fund enables the
discussion on demands for grants is government to meet unforeseen expenditure and
over, the speaker of Lok Sabha || does not require prior legislative approval, unlike

puts all the outstanding demands || with the Consolidated Fund. For meeting such :

for grants, whether discussed or exigencies, advances are made to the Nl Join Telegram Channel for udpates- @camvsir
not, to the vote of the house. This || from the contingency fund which is subsequently

vwonwum_“mvcvc_ou_xraos_:omEuolmqg;m Parliament for recoupment from [MUELGCH IRl photo-copies or selling books of A
‘Guillotine'. the Consolidated Fund of Tndiq, ZO.ﬁn:ns_na.m.z..mﬂ._amo_nn:o...!z_rn?xn:.

CA Mohnish Vora (MVSIR)
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FISCAL POLICY

II) Types of fiscal policy

III) Instrumenis
of Fiscal Policy

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 ---T-- oo

—— Meaning

Fiscal policy involves use of government
» spending,

» taxafion and

% borrowing

to influence both-

f economic activity and

» pattern ©

v_nn__‘m.. of growth of agg. demand, output and
employment )

— -\

Objectives
The most common objectives of fiscal policy are:
- Achievement and maintenance of full employment
5 Maintenance of price stability,
5 Acceleration of rate of economic development
» Equitable distribution of income and wealth

The impertance as well as order of priority of these

objectives may vary from country fo coumtry and

e to time. For instance-

and equality may be the priorities of
developed nations,

» economic growth, employment and equity may
get higher priority in developing countries

il

Pemeec s smmmsssasssccscccemmmsasesscmmem—s——————

ﬁ ) _ Expansionary fiscal policy
It is desighed to stimulate the economy during

contractionary phaose,
~ 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 to 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 fo compensate the

It is designed to stimu
inflationary phase,
- decrensing sggregate expenditures,

and

~ incregse in Taxes

future.

Thereby decreasing aggregate demaond in
deficit or

It leads to smaller government budget
larger budget surplus.

CFP is resorted to clese the inflaticnary gap

If the state of the ecomomy is such that its
growth rate is extraerdinerily high causing
inflation and asset bubbles, contractionary fiscal
policy can be used to confine it into sustainable

¥ = & Hiy

Fiscal policy relates to decisions that
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.

deficiency in effective demand by boosting
\_aggregate spending. | levels.
Sk B EETTn)lGovernmenti(Public)lexpendsius

- . - - - BRE
ublic expenditures are income-generating and include-

Current _expenditures to meet the doy-fo-day

running of government

» Capital expenditures - investments made by the

and

Government in capital equipments

infrastructure, and
Transfer payments i.e. government

spending which
does not contribute to GDFP because income is only

J

As such, public expenditure can be
instrumental in adjusting consumption and transferred from one group of pecple to another
investment to achieve full employment. J| without any direct contributien from the receivers

= v s % - —= =

Mohnish Vora (MVSIR)
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To reduce
It may are | severity of |i
?....u.r e _om inflation and to i
public works, bring down prices ||
such as :
construction of Govt _ reduces |
roads, irrigation nx..Jn:n:?_qn - !
facilities, ports, ﬂmn_.cnnn_ incomes - ;
electrification of > eliminate excess :
new areas etc. aggregate '
demand. '
2 I N _

recession?

recession?

~ If govt increases taxess> it will be
self-defeating as increased taxes will
reduce the disposable incomes and
thus aggregate demand.

~ The govt should in such cases go fora
deficit budget

which may be
financed either

¥ through borrowing or

¥ through manetization (creation
of additional money to finance
expenditure).

The former runs the risk of

crowding out private spending.

# Programme of public investment

~ Primary employment in public works

will induce employment, and the
economy will be put on an expansion
track.

.

» Taxation policies are used for establishing
stability in an economy.

> Tax as an instrument of fiscal policy
consists of changes in-
¥ government revenues or
¥ in rates 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.

O During recession & de ression,
¥ Taxes are reduced= to encoura

ge
private consumption and
investment.

0 During inflation,

¥ New taxes can be levied & rates of
existing taxes are raised = to
reduce disposable incomes and to

wipe off the surplus purchasing
power,

¥ However, excessive taxation

prevents new investments and thus
govt has to be cautious about it
~ The extent o

) f tax reduction and /or
increase in

government spending required
depends on

CA Mohnish Vora (MVSIR)

the size of the recessionary
gap and the

.
-

Public debt may be;

» Internal Debt .
When government borrows from it
internal debt.

+ External Debt

When government borrows from cutside =0u
external debt.

5 own people in country, it il

rees, the debt

Eg- Schemes introduced
Savings Certificates, Na

Market Loans

Government issues treasury bills and government
varying denominations and duratie

secur

n which are traded in 4
markets.,
# For financing capital projects -> long-term capital bond:
issued

* For meeting short-term

government expenditure -> treasury i
are issued.

Small Savings
They represent public barrow

ings, which are not negetichiz and arel
not bought and sold in the m

arket.

for mobilizing small savings such as Natio |
tional Development Certificates, etc.
Borrowing from the public through the sale of cencs and sacurifiesl]
curtails the aggregate demand in the economy.

Repayments of debt by governments increase the a
money in the economy and increase aogregate dem

,‘.n....n.u_:..J.w ._mm
-

magnitude of the multiplier,

[

> Making pdfs or photo-capies or selling backs of MVSIR is
NOT allowed. Strict legal action be taken_ ...
> Join Telegram channel for updates- @camvsir
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\ + is simply
The q._%me,:nn_ from taxes and other

__._a_”._m_.umn_..n_ expenditures made by a
Hﬁo__.m no{mgan:q in a year,

e net effect of a budget on
.&2?3 demand depends on the
iﬁ_..._ana._.m budget balance.

3 Bolanced budget: (Revenue = Exp)
]| No et effect on aggregate demand
H| cince leakages (taxes) = injections (exp)

{| 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)

Al 1t has pesitive net effect on aggregate
demand since injections > leakages

It edds to the national debt

Demand-side policies unaccompanied by
policies to stimulate aggregate supply
cannot produce long-run economic growth.

iscal policy influence economic growth
_u__.:.ocor its effects on the incentives
faced by individuals and firms,

‘For example- (See next box)

(" Fiscal es
e Policies those involving !
ruciure
= ainmen v generally have
positive  supply-side  effects.  When

ﬁmodwm_ﬁ_:n:* supports  building a modern
n Eu:.an_.mw..;w 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
through human capital formation. Increase
in human capital makes physical capital more
productive.

Taxes can have either positive or negative
impact on economic growth depending on
whether it encourages or discourages saving
and investment.

A well designed tax pelicy 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 to 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

a_" FISCAL POLICY

Business Economics
V) Figéal palicy for reduction in inequalities of income and
wealth

Distribution of income 15 influenced by fiscal policy-

Directly- Currant disposable incomes of are dependent on
direct taxes,

O Indirectly- Potential for futurs earmings is indirectly

influenced

he maonipulated

gs can

Few measures as to how govi zxp & f2005
t0 achieve desired redistrisution of income..
- Prograssive direct Tox system

~ Indirect texes canbe &iffarentia

|_More tax on Luxury goods, Less tax on Necessities

__J

N

sxnenditure helps in
the poorer sections of
targeted on welfare

A carefully plenned policy of public
redistributing income from the rich to
the society. Spending programmes
measures for the disadvantaged
» Poverty alleviation programmes

> Free or subsidized medical care, sducation

» Infrastructure provision on g ssiective basi

» Subsidized preduction of preducts of mass consumption

> Public production and/ or grant of subsidies to ensure
sufficient supply of essential goods, and

| ~ Strengthening human capital for enhancing employability etc

Notes:

"]
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1) Bad Timing- It is possible that an
Cxpansionary policy is initiated when the
cconomy is already on a path of recovery
and vice versa,

2) Difficulties in instantaneously changing
governments’ spending and taxation policies

3) Practically difficult to reduce government
spending on various items such as defence
and social security as well as on huge

capital prejects which are already midway,

4) Public works cannot be adjusted easily
because many huge projects such as
highways and dams have long gestation
period.

5) Certain fiscal measures cause

disincentives. For eg, increase in profits

Tax may cdversely effect the incentives

of firms to invest and an increase in social

security benefits may adversely affect
incentives to work and save.

&) Deficit finoncing increases the purchasing
power of people. The production of 6/5, in
under-developed countries may not catch
vp  simultencously, resulting in prices
spiraling beyond control.

Increcse is

perpetual
generations

government berrowing creates
burden on even future

as debts have to be repaid. )

8) Crowding Qut

government may resort to

Duri recession, .
nxvnﬂw__ozai fiscal policy by increasing govt exp

i vt) are not
However, if taxes (revenue of govt) P e

i ding
sufficient  for the _;n1mnmnn_, spending,
government increases its spending by _uoﬁﬂccﬂﬁm
from the loonable funds from the marke rn
demand for loans increases and this pushes the

interest rates up.

Similarly, when government increases the budget
deficit by selling bonds or treasury bills, the
amount of money with the private sector
decreases and consequently interest rafes will be
pushed up.

As a result, private investments, especially the ones
which are interest- sensitive, will be reduced.

Fiscal policy becomes ineffective as the decline in
private spending partially or completely offsets
the expansion in demand resulting from an inerease
in government expenditure.

Thus, an increase in the size of government spending
during recessions will ‘crowd-out" private spending in
an economy and
> lead to reduction in an economy’s ability to
self-correct from the recession, and

long-run economie growth.

= possibly reduce economy's prospects of

CA Mohnish Vora (MVSIR)
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i. Recognition Lag

Lag In recognizing need fora policy change
ii. Decision Lag

Delays in deciding on most appropriate ?_ﬁ
iii. Implementation Lag

Delays in bringing in legizlation and ..Sv_nan_,._‘.___..m

iv. Impact Lag
Outcomes of a policy are net visibl

e for

)
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...................................................... LT 1 - THE CONCEPT OF MONEY DEMAND: IMPORTANT THEORIES

unctions of Money

—— something that helds its value aver time, can be casily ranslated
¥ __._,mo wrices and is widely accepted,
It ¥ 4

1) Convenient medium

f 2) Explicitly defined unit of value or
of exchange

unit of account
" 3) Serves as a unit or standard of deferred
ic value (materi ly payment

S money, It is used as

legal tender," which

Fiat Money- Fiat money (aka. token money) has no intrins
? rihless), that is, it has no value if it were not used qs

H%._:q_ of exchange as govt has, by law, made them

means, they serve, by law, as means of payment,

A 4) Store of value

Demand for money

(> If people desire to hold morzy, we say there is demand for money. )
> Demand for money is in the nature of carived Cemand; it is demanded
for its purchasing power,

v._..rmnmsnsn_?«.ao:nfm

¥ Demand for real balances or liquidity (wish to have command
over real goods and services - for day to day expenses)

¥ Demand to store 2 (for future
contingencies/requirements)

Definition of Money

e e

ney can be defined for policy "
una Dma os the set of liquid financial || A5 9 EE money
tz_the variation in the stock of nwc_n_ include certain liquid liabilities
e i oT a particular set of financial
i T T regat N 7 B
_.r_n::_mo“_nmiﬁnnn_ o RO intermediaries or other issuers’.
Ecenomi ) %

> 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, money demand rises for
transactions)

¥ income. (Higher income, higher expenditure: richer people hold
more money)

Characteristics of Money.

.

Money should be: : )
7 generally acceptable

# durable or long-lasting

7 effortlessly recognizable.

+ difficult to counterfeit i.e. not easily reproducible by people

7 relatively scarce, but has elasticity of supply

7 kertoble or easily transported

7 possessing uniformity; and

+ diisible into smaller parts in usable quantities or fractions without losing
valug

A Mohnish Vora (MVSIR)

% Innovations such as intfernet b

oa

9. application based transfers and

ﬁ automated teller machines reduce the need for holding liguid money J

Join Telegram Channel for all updates- @camysir
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Theorles of demand for money

. h || V) Friedman's Restatement
I) Classical Approach: IT) Cambridge || IIT)Keynesian Theory || IV)Inventory Approac ) 2f uientity Theary

Quantity Theory of Money Approach of Demand for Money || to Transaction Balances

|||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||| r

N

> Given by Irving Fisher in his book 'The Purchasing Power of Money'
published in 1911,

> As per QTM, moncy h circulati

» Money increases utility in the fellowing two ways-
1) split-up of sale and purchase to two different poins of 1
(represents transaction motive) _
2) hedge against uncerfainty, (money- a temparary o5
wealth) ]

> Since sale & purchase do not take place simultaneously, Pecpl 1
‘temporary abode’ of purchasing power as hedge against uncertainty

n (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.

> QTM is aka. ‘equation of exchange' or ‘transaction approach'’
MV = PT
Where, M = total amount of money in circulation in economy

m » How much money will be demanded as per Cambridge Approach?
V = transactions velocity of circulation i.e. no. of times money changes hand ._

It depends partly on income and partly on wealth and interest rates

- Higher the income -> greater the transactions -> greater deree:

money. Demand for money was determined by need to conduct transer'=

which will have a positive relationship to value of aggregate expenditure
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 we

hold as cash

P = average price level (P= MV/T) ; PT = Total demand of money
T = the total number of transactions : MV = Total supply of money

> 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'z 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
fransections irrespective of inferest rate [ More Transactions -> More

\_ Demand of Maney ]

CA Mohnish Vora (MVSIR)

> Above equation explains that demand for money (Md) equals k prege™
\___of the total money income.
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According to Keynes' Liquidit
Transactior

................. ; .-||||||1-|-r||..|-r|1||||.||ar
a) Transactions motive

r cash for current transactions for
perscrd] and business exchange (income motive &

ness motive). {
busin is demanded to bridge the time gap

The need fo

ney 1 :
“_Msnﬁ: receipt  of  income and planned
nu.ﬂm__-.u._z.__;mu.

Transaction demand for money is directly related
to level of income

Y Preference Theory’, people hold money (M) in cash for three motives:

1s motive, ?.nno_:__o_._:q.,... motive, & Sp 1tive motive

.vno_u_m demand to hold money balances to take advantage of the future changes in

Interest, which is the same as future changes in bond prices. (ta 2xploit any atfractiv

opportunity)

Keynes assumed that expected return on meney is zerc, while expected returns or Sonds are of
Two types, namely: interest payment & expected rote of capital gain J

—

Lr = kY
Where, Lr, is the transactions demand for money, Current rate of _ Critical rate of Current rate of _ Critical rate of
k is the ratio of earnings which is kept for interest (rn) > interest (rc) interest (rn) < interest (rc)
ﬂﬂﬂnﬂﬁﬂﬂﬁc“ﬂamﬁm People expect a fall in interest People expect a risz in interest
> {0e s J rate (rise in bond prices) rate (fall in bond prices)

b) Precautionary motive People would hold their wealth in the form of liquid cash
Individuals & businesses keep a portion of their People will convert their cash rather than bonds because-
income te finance unanticipated expenditures 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
wpredictable contingencies. - bonds, or > return on money balances will be grzater thaen the return

» 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
necome elastic and not very sensitive to rate of bond prices fall & idle cash balances held can be used to buy bonds at
interest (interest inelastic) Jurk lower price and can thereby make a capital-gein in future g

‘A Mohnish Vora (MVSIR)

Vs




CA Foundation New. Syllabus 4
CHAPTER 8 - MONEY M

ARKET | UNIT 1 -TH

SUpeRIChantiEe

_ Individual's Speculative Demand for Money

Eaid

ale

Tnterest I
g

rm > rc

rn < rc

N1z

Spoeculative Demand tor MMoney

Aggregate Speculative Demand for Money

Interest rate

n

Ty

=

Liquidiey Trap

_ .l.llrlrr.ll.lul.|| Reglon

CA Mohnish Vora (MVSIR)

ML M3
Speculative Demand for Money

M, M

the expectation

v levels
tes fall o very |on not go further

rate is very low it canno?
bility it will move upwards.

. _ -

$ When interest rates rise, the bond prices will fall (interest
rates and bond prices are inversely related).

» To hold bonds at this low interest .qn:n is to +n__:w. nﬂanﬂm
certain risk of a capital loss (as the interest rate rises
bend prices fall).

» Thus,

O desire to hold bonds is very low and approaches zero, and
O 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 to the X axis.

» When inferest ra
is that since the interest
lower and that in all possi

» This situation is called a 'Liquidity trap’. In such a situation,
the monetary authority is unable fo 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 to, hoard money.

.no:una:mi_ﬁ excess funds may not be converted into new
investment.

.

# The liquidity trap is synonymous with i

policy.

PORTANT THEORIES

ﬁamaunn*_._na_._____
developments i

Demand for ;ga

Marey
IV) Invento

ry Approech,
Transaction mn_p_._...o“w 1

|
T
V) Friedman's Restater, |

of Quantity Theary
——a
VI) bemand for Mengy

Behaviour toward Ris
e —

Notes: m

[T P —

e et T R RN SRS
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( VI) Demand for Money as Behaviour J
toward Risk

V) Friedman's Restatement of Quantity Theary

o by Baumol and Tobin CrnaQ is aka
e enfory Theoretic Approach), in which money
e ol cash balance’ was essentially viewed as
H”_“Mn__.__a_..m held for transaction purposes.

, Give . .
Milton Friedman  (1956) extended Keynes'
speculative money demand within the framework

of asset price theory, Demand for money is
affected by-

» Permanent income (present expected value of
all future income)

~ Relative returns on assets. (which incorporate

risk)

Given by Tobin in his article, 'Liquicity
Preference as Behaviour towards Risk'

(1958) \

', fnentory models assume SHaF - THERG e P
vaa. 2 for storing value:

¢ \one &
_W ”._.3““_&2._”...._"_16 alternative financial asset

According to Tobin, an individual would hold
an optimally
which is comprised of both

> Zonds- (provides return for the risk
borne) and

> Menzy- (No return, but also no risk)

y structured wealth portfolio

There is fixed cost of making transfers

‘._a:ﬁe.. money & alternative assets eg.

Friedman's four determinants of the demand for

: money
rokerage 1) Total wealth = Permanent Income / discount The raticnal behavicur of a risk-averse
yAs per Baumol, people hold an optimum rate ecenemic cgent 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 portfolic which
amount that minimizes opportunity cost.

is comprised of both bonds and money.

| The level of inventory holding (holding money in
cash)-

isDIRECTLY RELATED to

lrceme of person

m_mﬁ of making transfer between money and
onds

The overall expzeted return on portfolio
would be higher if pertfolic were all bonds,
but an investor who is ‘risk-averse' will be
willing 1o exercise a ftrade-. off and
sacrifice to some extent the higher return
for a reduction in risk.

2) Positively related to the Price Level, P

3) Rises if opportunity costs of money holdings
(i.e. returns on bonds and stock) decline

4) Inflation - Pasitive inflation rate reduces the
real value of money balances, thereby
increasing the opportunity costs of money
holdings

4isINDIRECTLY RELATED to

unn_d__,_m cost - (interest income foregone by
: "._o_asm money)

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 )

A Mohnish Vora (MWVSIR)
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Rationale of measuring money supply

¥ The term money supply denotes the fofal quaniily of meney Empirical analysis of money supply is important because- .
available with publi 1) Facilitates analysis of monetary develapments to E.E___a_m an _.__.Enﬁmai_s.

Ic
causes of money growth.

#__Two things about any measure of money supply:
L
[ |

The supply of money is a stock | [ The stock of money always
variable i.e. it refers to the || refers to the stock of money
total amount of money at any || available to the ‘public’ as a
particular point of time. means of payments and store of
value.

2) Provides a framework to evaluate whether stock of money in econon, |
consistent with- standards for price stability and to undarstand the
deviations from this standard. It helps central banks in making moreser, .

It is the change in the stock
of money (say, increase or || This is always smaller than the
decrease per month or year), || fotal stock of money that
which is a flow. really exists in an economy.

J N

-

> 'Public’ is defined to include all eccnomic units (households,
firms and institutions) except the producers of money (i.e. the
government and the banking system).

J

High powered money :
or Monetary Base ey
¥

[ 1t is issued by monetary authorities,
which is the source of all other forms Binks
of money.

create  mongy
supply in the process of
orrowing and lend

tronsactions with the

> Government = Central Government and all State governments
and local bodies.

The currency issued by the central

> Banking system means RBI and all banks that accept demand bank is 'fiat money' and is backed by

deposits (i.e. deposits from which money can be withdrawn by <is . i . public. *
; ! pporting reserves and its value is
cheque mainly CASA deposits). |_guaranteed by the government. ) !
> Thus, 'supply of money' EXCLUDES { 4
O interbank deposits and |
O money held by government and g h High powered money + Credit Money = Total money stock of a country _

O money held by banking system

e e s e e e m e o

ey
CA Mohnish Vora (MVSIR) A = Nﬁv(pv i
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of money has |!

: easlreme ey su
evolution  from 11 (g o TTaly 1
.._.u..:,.,.,q_““aa Metallic Currency fo |1 Bnnwczwww Mwwn RBI _..Pq” been compiling & disseminating monetary statistics. Till 1967-68, RBI published a single ‘'narrow
0 erency to Digital Currency. | | = bl Y Supply’ = Old M1 = Currency (+) demand deposits held by the public.
” ; h de [i| From -68, a 'broader' ; : a
ot rﬂ_ Hﬂ.“smwwmwﬁnwhnoﬂ. i | published by RET. cader’ measure of money supply, called 'aggregate monetary resources’ (AMR) was additionally

of money viz. Cenfral

From Apri i

. %ﬁﬂﬂ.a_ Currencies (CBDCs). ﬁvcv:ur_,wmw_n_mw_wwr ﬁw__oi__sm the recommendations of the Second Working Group on Money Supply (SW6), RBI has been
| penk U orinalilie Tros ur alternative measures of money supply denoted by M1, M2, M3 and M4 besides reserve money (MO).
aathes g0 e ion of cBDCs & | | [ 3 _ =
i o cors of introduction o xm_ Reserve money is also known as- M1 [~ Gascending of

oo 2a0ed 0 oot || contral baric aney. bove waney or, | [+ Sovmgr dey vpasr o || 1 (e

a i ' i + H it i ' ="

HMH. .nmuqv._rn issuance of its own high-powered money vings dep with Post ice _. M4 (Least

coc  [Digital Rupee (eX)], with | 1| Reserve money determines - M2 | » *Other deposits’ with the RBI excludes
pinimal or 1o disruption to the > level of liquidity and those held by the government (Central
finenzial system. > price level in economy and, M1 & Stote Govt.)
. peserve  Bank broadly n.nm:nm wr.._m. its management is of crucial +| Time deposits with Banks h

wibe as the legal tender issued importance to stabilize the economy. Mo

by o central benk in @ digital ] M3 (Broad Money)

fe==. It is akin To sovereign paoper

SfermTmm——m-mmmmmm--meee=

M1
= Z Bank Reserves

cmency but takes a different form, Currency in circulation M3 @ e

pchangeable at par  with existing + | Bankers' deposits with RBI . - Bank Deposits M"W 0
| arrency and shall be accepted as a P uds + Total n_mv,.s_____.—.. vom”— Office |L—o——— 1 = 1 A |
| medicm of payment, legal tender and + | Other deposits with the RBI (excl. National Savings Cert.) :
| o sofe store of value. CBDCs would M4 i\ Notes:
| gppear as liobility on a central bank's Reserve Money (MO) ;

balence sheet. Currency with Public Nates in Circulation :
rMlso, Crypto currencies face : : + | Circulati fR Coi .

significant legislative uncertainties i Demand deposits with banks irculation of Rupee Coin :

Mh_ ere not legally recognized in (Current A/c & Saving A/c) + | Circulation of Small Coins i .

dia as currency. H th " : i

Kt categorized N..: __.M..Mnn..._. kumonn_.% + | Other deposits with RBI - | €Cash on Hand with Banks :

®I hod barred banks or other i i :

T i i Mon Currency with Publ ¢

.a___._.n:n.n_ entities from dealing with M ..n.—%.n.__...q..wu...n.-..n.*‘v....:,.......:....... :1._.1%1. ..... c .._.n ........... i

el eryptocurrencies. | U O

—_—

S

A Mohnish Vora (MVSIR)
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€ = excess reserve ratio =

alternate theories in assnd a0,
MMWWWQ of determination of money The money multiplier process explains how an increase in the monetary base causes the Maney ,
’ to increase by a multiplied amount, It is the ratio of stock of money to stock of r__m_._.nosm;a ae_w_.‘,_

1) First view, money supply s _ I/.

determined exogenously by the

central bank.
2) The second view, holds that the

money  supply is  determined

: Money supply (M _ . 1+¢

cncogenously by changes in the Money Multiplier (m) = X 20py Money Multiplier (m) = —nu=l ___

i Y

conomic activities Monetary Base (MB) h rzexe

where,

The current practice is to explain where, Monetary Base = Currency in circulation C = currency ratio = currency / deposits 7
Nﬂ“ %3».13.__.6:3 _“..a _ money mc_u_m_« + Bank reserves I = required reserve ratio = required reserves / deposits

ed on ‘money multiplier approach’,

excess reserves / deposits

ﬁ

Then, money multiplier
Feserve ratio,

h}..n:ux Multiplier (m)

is reciprocal of the required

equired Reserve Ratio

If we assume- : = i m=1/R |
1) Banks never hold excess reserves. (e=0) formula can also be referred to as the

2) Individuals and non-bank corporations never hold Credit Multiplier or Deposit Multiplier or
currency (c=0) ] Deposit Expansion Multiplier

It describes amount of additional money
created by commercial bank through
process of lending the available money it
has in excess of central bank's reserve
requirements,

| S—

Money multiplier approach to money p_“lww
propounded by Milton Friedman and A
Schwartz, (1963) considers +hree
immediate determincats af more

Y SUCply-

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

3) Currency Deposit Ratio (e)=¢Cc/D
Depends upon Behaviour of Public

]
'
'
[
'
]
1

'

racrors 3§

i
i
"
"
i
'
i
'
I
'
'
]
1l
'
I
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]
0
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I
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i
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of high-powered money (H)
nds upon Behaviour of Central Bank

the monetary

__"un:.d:n...__ by
other foctors
money in econom
Iy of high-powered money.

ck is determined by the money
and the monetary base (H) is
authority,
being constant, total supply
varies directly with

Tf required reserve ratio increases -
+ banks will decrease _mzn__:.m.

» causing a decline in deposits

end hence money supply will decline.

If required reserve ratio decreases -
7 banks will increase lending,

¥ causing a rise in deposits

and hence money supply will increase.

Smaller the required reserve ratio ->
lorger will be the money multiplie

~

Excess Reserves

f

..
e

| Excess Reserves (ER) are funds that a bank
keeps as reserve beyond what is required by
requlation as a buffer against unexpected

events requiring cash,

Excess reserves (ER)
= Total reserve (TR) - Reqd

A Mohnish Vora
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banks do not lead 1o 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 inferest)
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

ﬁo?nz

Excess Reserves of nuaamsnmn;

3) Currency Deposit Ratio (c) = C / D
Depends upan Behaviour of Public

Demand ts underge multiple expe += while currency in your
hands does not,

If public decides to keep mor=z maney in their packe! and less money in
bank. It leads to an incrzase in currency rotio and banks con create

only less credit money. Thus m falls

\_currency-deposit ratio; increasing money multiplier & money supply

Eg- Fearing shortage of money in ATMs, people decide to hoard money

Currency-deposit ratio (c) also represents czg
banking habits by people. It is affected by the cZegr f
sophistication in terms of ease and access to financial services,
financial innovations, etfc.

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

J

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 ratfio means that greater availability of free

reserves which leads to increase in volume of multiple deposit expansion
& thus, high multiplier

Canm = 0? It may happen when- interest rates are too low &
banks prefer to hold depesits as excess reserves with no risk

attached to it
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—— ; | state governments’ cash balances fall -4, of

s amic activi Whenever central anc er : e
If the central bank of a country wants to stimulate economic activity minimum requirement, they are eligible to n_xm___ of a facility called Wy .
it does so by infusing liquidity info the system. Means Advances (WMA)/overdraft (OD) facility.
Eg - Open Market O_unqn:o_..ﬁ _ho.cmuu _w,\ nn_....w:“_ wﬂxﬂ, N —— When RBI lends to governments under WMA /0D, it ﬂn_um:_mﬂ in the gers-., |
= Tipase of mﬁ_n%aﬁ:_ SRSWINES. ngmeibEn. R of excess reserves (i.e., excess balances of commercial banks with the Rysyn t

(monetary base) into the system. Bank).
nu_”““mmmnwrh.— hold excess reserves and This happens because Ern_._. government incurs mxumnu_.ﬂU1m‘ it ...:5.?3 dat s
> people do not hold more currency than before & the government balances with the Reserve Bank and n._nm..._t.q_r.nm the rece :u &
* also that there is demand for loans from businesses, e.g., salary account of government employee) account with the commercial bank |
credit creation process by banking system will create money to the tune _ ) i
of 3 4 Hmm< The extra reserves thus created can potentially lead to an incrzasz in »
A Money Supply = m— X A Reserves ) 11 _supply through the money multiplier process.
—

Monetary Policy Defined

H Objectives of monetary palicy

i[ RBI Act, 1934, in its preamble sets out 1

/| objectives of the Bank as 'to regulate the
issue of bank notes and the keeping
reserves with a view to securing moretoy
stability in India and generally to opercie)
the currency and credit system of f
country to its advantage’.

T.: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,

> RBI uses monetary palicy to manage economic fluctuations &
achieve price stability, which means that inflation is low and
stable.

7 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,

¥ When RBI lower interest rates, monetary policy is easing,

¥ When it raises interest rates, monetary policy is tightening

CA Mohnish Vora (MVSIR)

(ii) analytics of monetary policy which
focus on transmission mechanisms, &

i| The primary objecti i)
(iii) operating procedure which ?ncmnm; is :mni.qmﬂ\n:na.h oﬁqm _.M__rm_uH_oHM.EQ ol

on operating targets & instruments between price stab
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%233_“ growth

ring an adequate flow of credit to productive sectors

MW %n.__..__:m a moderate structure of interest
encourage investments, i

4) creation of an efficient market for government securities.

Transmission of Monetary Policy

t| The fransmission of the monetary policy describes how chan
i | monetary policy settings flow through to 2consmic

made by RBI to its
activity and inflation.

In simple terms, the transmission can be summarised in two stages.

1. Changes to monetary policy affect intarast rates in the economy.

2. Changes to interest rates affect zcoramic activity and inflatian

rates to

Zcanamic

1) Saving and Investment Channel

=

“This channel typically affects consumption, rccﬂ

investment, and business investment.

» Lower inferest rates on bank deposits reduce
incentives of households to save their money,
Instead, there is an increased incentive for them
to spend their money on G/S.

Lower interest rates for loans can encourage
households to borrow more as they face lower

‘ repayments. Lower lending rates support higher

. demand for assets, such as housing

‘7 Lower lending rates can increase investment
spending by businesses (on capital goods like new
equipment or buildings). This is because the cost of
borrowing is lower, and because of increased
demand for the goods and services they supply.
This means that returns on these projects are now

N
_H 2) Cash-flow Channel | |
-

Monetary policy influences interest rates, which
affects the decisions of households and
businesses by changing the amount of cash they
have available to spend on goods and services.

3) Asset Prices and Wealth Channel |\_

(" Asset prices and people’s wealth influence )
how much they can borrow & spend. This
channel affects consumption & investment,
> Lower interest rates support asset
prices (such as housing & equities) by
enccuraging demand for assets. One
reason for this is that the present
discounted value of future income is
highzr when interest rates are lower.
Higher asset prices also increase the
equity (collateral) of an csset that is
available for = banks to lend against.
This can make it zasizr for households
and businesses to borrow,
* An increase in asset prices increases

> A reduction in lending rates reduces interest
repayments on debt, increasing the amount of

cash available for households and businesses to
spend on G/S.

» At the same time, a reduction in interest rates
reduces the amount of income that households
and businesses get from deposits, and some
may choose to restrict their spending

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 ___.s,_m_.nﬂ rates can be expected consumption and housing investment as
borrowing, helping to justify going ahead with the to increase spending in economy
projects.

(with the first effect larger than the second) ),

(A

households generally spend some share

of any increase in their wealth




-

¥

The exchange rate can influence
sectors that are export-oriented or
exposed
imported goods and services,

i )

to  competition from
If RBI lowers cash rate it means
that interest rates have fallen in
Indic 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 fer assets in India (also
for Indian rupees) with investors
shifting their funds +to foreign
assefs (and currencies) instead.

A reduction in interest rates
(compared with rest of world)
results in a lower exchange rate,
making fcreign 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. )

CA Mohnish Vora (MVSI
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A i tage of cash
are required to keep aside a set percen
e
E w””ﬂ:s wm_h_wqum or nMH approved assets. Reserve ratio is of two types
Banks are required to set aside this portion in cash with the _
la. MM”__._o ﬂmmﬂmcn wmw bank can neither lend it to anyone nor can it earnany [ —
interest rate or profit on CRR —_—
Banks are required fo set aside this portion in liquid assets _
Statutory such as gold or RBI approved securities such as government
L _.._n:._n_..? securities. Banks are allowed to -
RahideLR) 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 BTN Order books of M
done to control inflation. The from- www.mysir.in
objective of OMOs are to keep a check on temporary liquidity
mismatches in the market, Enroll in classes
ﬁ owing to foreign capital flow ultimateca.com
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Margin
requirements

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 to
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 preseribed SLR or CRR

Moral suasion

By way of persuasion, the
RBI convinces banks ‘o
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 treasury-

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.
2 _Mn_a.w_.__.___m_*ﬁ_n:.__ 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 berrow 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 o pre-
defined time.
It is the reverse of repo rate, i.e., this is The rate RBI pays
2b Reverse Repo | to barks in order to keep additional funds in RBL.
* | Rate It is linked to repo rate in the following way:
Reverse Repo Rate = Repo Rate - 1
Misaing) MSF Rate is the penal rate at which the Central Bank
MM:..mb.“_n lends money to banks, over the rate available under the rep
3. |g _um. g policy. Banks availing MSF Rate can use a maximum of 1% of
aclity 5LR securities.
(MSF) Rate

MSF Rate = Repo Rate « 1
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Business Economics

LSUper CHartiB _
UNIT 3 - MONETARY POLICY

Organisational Structure For Monetary Policy Decisions
orve Bank of India (RBI) Act, 1934 was amended in

16, for giving a statutory backing to the Monetary Policy The RBI is mandated to publish a Monetary Policy Peport every six months, explaining the
woesrzu} Agreement. sources of inflation and the forecasts of inflation for the coming period of six o eighteen
! month
gt is n ogreement reached between the Government of ;
méig ond the RBI on the maximum tolerable inflation || The following factors are notified by the central government as constituting a failure to

rate that the RBI should target to achieve price stability, achieve the inflation target

The gmended RBI Act (2016) provides for a statutory ~ Average inflation is more than upper folerance level of inflation target for any threze
&n.mmm for —.T—N maﬁ_ﬂgg.—.ﬂjﬂﬁ O.ﬁ 4:& .%_NX:U—N m..._..m_n..—.mO—._ . consecutive D_._D_l.—.m_:mn or
—eting framework', » Average inflation is less than lower tolerance level for any three

torgeti L

Jmouncement of an official target range for inflation is \1 L e
Jnown 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 farget is to be set by the Government of
Irdi, in consultation with RBI, once in every five years.

Accordingly, Central Government has notified-

# 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

! lower tolerance limit of 2 per cent. i,

A Mohnish Vora (MVSIR)
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Ives transactions in multiple currencies
inve \ e i
L greoter no:.__u._mx_.J, o e _=<.u_<mM heterogeneity of customers
\m_& currencies  differences in  legal systems

| octices more elaborate documentation ete

s — — )

Benefits of International Trade

business

powerful stimulus to economic efficiency & contributes to
economic growth and rising inaamr

7) Efficient deployment of productive resources to their best use
is a direct economic advantage of foreign trade, Greater
¢fficiency in the use of resources ensures productivity gains.
It dso tends to decrease the likelihood of domestic
monopolies, it is always beneficial to the community.

3) Trade provides access o new markets and new materials &
enables sourcing of inputs internationally at competitive prices.
This reflects in innovative products at lower prices and wider
choice in products and services for consumers. It also enables
nations to acquire foreign exchange reserves necessary for
imports which are crucial for sustaining their economies.

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.

%) Trade also provides greater stimulus to innovative services in

9) Strengthens bonds between nations &

I of G/S, superior products,
finer labour etc, enhance value of products &
enable them to move up the global value chain
7) Opening up of new markets results

broadening the productive bose and fac

in

rates

possibilities are opened up.

8) Trade can also contribute to human rzso
development, by facilitating fundamental and
applied research and exchange of know-how
and best practices between trade partners.

thus,

in nations

el T,
Major arguments put forth against trade openness

promotes harmony & cooperatio

\_banking, insurance, logistics, consultancy services etc. e

J
1) Not equally beneficial to all nations, Potential

unequal market access and disregard for principles
of fair trading.

2

—

Economic exploitation> growing political pawer of
corperations operating globally. Domestic entities

can be outperformed by financially stronger
transnational cos.

3) Substantial environmental damage and exhausticn
of natural resources.

4) Trode cycles and the associated economic crises
occurring in a country get transmitted rapidly to
other countries.

2ig nat impair
economic autonomy &
endangers  their  political
coverzignty <> exgploitation &
ss of culturcl identity

5) Too much export orientation
may distort

nvestments owoy.

6) There is coften a lock of
transgarency ﬂﬂ&
sredicrability  related  to
trade policies of trading

partners. There are also many

risks in trade associated
with changes in governments
solicies  of  participati

countries, such as imgosition

Note- Making pdfs or photo-

copies or selling books of

MVSIR is NOT
Strict legal
taken

allowed.
action will be
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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

The Mercantilists' View of International Trade

n, which is derived from the word

~ Merca
"t commercial affairs”,

mercan rade and
Mercantilism according to Microsoft Encarta
Dictionary (200%), was the economic policy
in Eurcpe 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 minimizing imports through the state
imposing very high tariffs on foreign goods.

> This view argues that trade is a zero-sum
game’, with winners who win, does so only at
the expense of losers and cne country's gain
is equal fo 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

a country will
in which it

» According te Adam !
and export of commodity

advantage
» The principle o

arty (an individual, .
_M:n_..ﬂ:v. of a good, product, or servic

the same amount of resources.

f absolute advantage ref

context of international trade, using labor

each of -
absolutely lower production cost

i or country) to o
or, Hirmt e than competitor

specialize in
has an absolute

ers to the ability of a
produce a greater
rs, using

> Adam Smith described principle of absolute advantage in the

as the only input.

» Exchange of goods between two countries will take n_mmm only if
+wo counfries can produce one commeodity at an
than the other country

(Gommodityi

Wheat (units/hour)

Cloth (units/hour) 4

export & specialize in production of wheat

i| B has absolute advantage in production of
.__,wx_"__"..imm__u..A.,..n___"___.Na:.__"__.o_n.._.kﬁ._,:":._2n QS,I

The above theory explained that mutually gaj

CA Mohnish Vora (MVSIR)

A has absolute advantage in production of wheat, so

country A will
cloth so country B will

nful trade js possible.

n




e AP TER 9 ~ INTERNATIONA
The Theory of Comparative Advantage
is law, given by By Ricardo states 43043
efficient than (has an absolute n___mo%n..;nmn with
to) other nation in production of all commodities

| Th
is less

respect
| there iss

Cloth (units/hour) ;

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
odvantage) in cese of wheat Hence A should specialize in
praduction & export of wheat

Further, B has lower absclute 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

ecenomies,

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

Eactor endowment' refers to the overall

availability of usable resources- labour
& capital

It states that a country tends to-

> specialize in the export of a commodity
whose preduction requires intensive
use of its abundant resources and

» imports a commodity whose production
requires intensive use of its scarce
resources

O Capital abundant country- Produce
and export capital-intensive geods
relatively more cheaply than other
countries.

Q Labour-abundant  country-  Produce

and export labour-intensive goods

relatively more cheaply than another
country.

Business Economics

Trade occurs due
to difference
between countries’
comparaTtive casTs
Based on labour theary
of value

Considered (cbour as
sale facteor of

production one factor
(labour) model

Treats
trade as quite
distinct from domestic
trade

nTernaTional

Studies snly
comparaTtive costs of
the

goods concerned

Diff in cost due to
differences in
productive  efficiency
of workers

Does net take into
account the 7

price difference

rences In

Based on money cost -
more realistic.

Widened  scope -

cbour and capital as

factors of production.
It is 2-factor model
InternaTiona
is only a special cas

of inter-regional

L P

Considers

influence
comparative costs

Diff
jifferences in
encowments.

in cost due to

factor

acter
; differences as
the main cause price
differences

Ty
o
2
|0
o
(L]
a
“
-
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NTT helps in understanding why
developed & big countries are

trade partners when they are irading
similar G/S. Eg- electronics, IT, cars
etc
Those countries with the
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 &

market
of large
increase profits.

2) Network Effects- The value of
6/S is enhanced as number of
individuals using it increases. This
is called bandwagon effect

Join Telegram Channel fo
updates— @camvsir

Enrall in classes from- ultimatec

Consumers like more choices but
they dlso want G/5 with high
utility and network effect
increases utility Eg- What's App
and software like Windows

Making pdfs or phato-copies 3

books of MVSIR is NOT o%

Strict legal action will be toker
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o = Buyers and sellers from separate economies
S__.___.._nl__\ trade with minimum of state interference

: jonism: It is a state policy aimed to protect domestic

" Froducers against foreign competition through
n : gh the
i w%..:u. quotas and non-tariff trade policy m:u»__,canzﬁcum *
i i : It refers to openi :
\ n%aﬁ:ﬁ markets to 6/S from rest of world oy e T

. by lowering trade
| barriers.

0Trade policy: Tt consists of all instruments that govts may use
fo promote or restrict imports & exports. Instruments of
| trede policy are-
» price- reloted measures such as tariffs and
|, Nen- price measures or non-tariff measures (NTMs).

Tariffs h
y Tariffs, (aka) customs duties are basically taxes or duties
| impesed on G/5 which are imported or exported.
v It is defined as a financial charge in the form of a tax

imposed
onoher.
They are the most visible and universally
measures that determine market access for goods,
cad of a single tariff rate, countries have a fariff
dule which specifies the tariff collected on every particular

at the border on goods going from one country to

used trade

oniffs are aimed at altering the relative prices of 6/S
.f.ﬁolnn_. so as to contract domestic demand and thus regulate
ithe volume of their imports

b of qo

s€ revenue qo

vernment.

1) Specific Tariff- It is fixed amount of money per physical unit or according to
weight or measurement of commodity imporfed or exported. Eg- Specific 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 tariff on home producer, but it gives
incentives fo deliberately undervalue geod's price on invoices to 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 measurz of the imported goods (a
specific duty) whichever is higher. For Eg, duty on cotfon: 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 fo an ad
valorem duty. Thus, on an import with quantity q and price p, a compound tariff
collects a revenue = 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/Other Tariff- These are calculated on the basis of the specific
contents of imported goods ie. 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 Quotq- TRQs combine two policy instruments quofas 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
tariff

mvsir.in / 9.
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NTS OF TRADE POLICY

impart

ﬁvu Most-Favoured Nation Tariffs- Import tariffs which

impose on imports from other members of WTO, unless country is part of a
preferential trade agreement (such as a free trade area or customs union). In
practice, MFN rates are the highest that WTO members charge each other,
Some countries impose higher tariffs on countries that are noet part of the

WTO.
8) Yarigble Tariff- A duty typically fixed to bring the price of an imported

commodity up to level of the domestic support price for the commodity,

9) Breferential Tariff- Countries promise to give another country's products

lower tariffs than their MFN rate. These agreements are reciprocal. Examples
are preferential duties in the EU region under which a good coming from one
EU country to another is charged zero tariff rate. Countries, may also grant
‘unilateral preferential treatment’ Eg- Generalized System of Preferences (65P)

10) Bound Tariff- A WTO member binds itself with legal commitment not fo
raise tariff rate cbove a cerfain level (maximum level of import duty). A

member is always free to impose e tariff that is lower than bound level, Once
bound, a tariff rate becomes permanent and a member can only increase its level
after negotiating with its trading partners and compensating them for possible
lesses 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 infermediate inputs and raw materials, For example, a four

percent tariff on iron ore or iron ingots and twelve percent tariff on steel pipes.

This type of tariff is discriminatory as it protects manufacturing industries in

importing countries and adversely affects industries of exporting countries

- Itis set so high that no

|
14)_Import subsidigs- It is simply a payment'per unit or o
f a good (i.e., a negative impart foids

of value for importation of

15) Tariffs as Response to Trade Distortions- Countries oo
ractices, respond n_c_nx?m_%aan._.

by ‘unfair' foreign-frade practices P

.
responses To o

in the form of tariff
"trigger-price" mechanisms)

16) Anti-dumping duty - It is a protectionist fariff »Hum m.moaﬁ.n

govt imposes on imports that it believes are priced b,
market value.
+ Dumping occurs when manufaciurers seil g

country-
O below the sales prices in their demestic market op
O below their full average cost of the product.

P R e

+ Dumping may also be resorted fo as a predatery pricing precyl
to drive
out domestic producers from market and to establish menopoly.

+ Dumping is unfair and threat to domestic producers and th
ADD is charged. This is justified only if the domestic incusr
seriously injured by import competition, and proteciicn

national interest

17) Countervailing duties- CVD is charged in an imparting country

offset advantage that experters get from subsidies (from th _
govt) to ensure fair pricing of imported 6/S and thus protes™
domestic firms,

Mohnish Vora (MVSIR)
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Create o.u_ﬂnn_mm - 4_,9.”.__”. n.nnm_.._omn imp & exp. Mkt access

K ¢ exporting country Is worsened,

MY o e

i

"y rariffs discourage aoanm.zﬂ, consumers  from g

! u_,_‘_:.__.zu foreign goods. Domestic consumers suffer q foss in

r

| ¢orsumer surplus.

j) Twiffs encourage  consumption = and production of the
comestically  produced import substitutes and thus protect
domestic industries,

_.__ froducers 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 eddition of new firms to industry to take

SU heniChart
AL TRADE U

BOOK
NIT 2 - THE IN

STRUMENTS OF ._.nx.um nQ.HQ =

Mon - tariff measures (NTMz)

ures which alva-

Non-tariff measures comprise all types of meas

trade including pelizies and regulations that res

tha senditier

trict trade and those that facilitate it

I

E——

<
Technical measures refer to predust-rpacific _,\?_oz-...nnr:_na_ moacuros ~elate ts  treds
prepartiaz zuch oz charactariztizs of the reguinements: for example: shipping
product,  technical specifications and " custom Formelities, trode

produstien procasses,

These measures are intended for =nsmurirg
preduct quality, food safsty, envirsnmantal
pretection, national security and protection of
animal and plant health. J

advantage of high

profits and consequently increase in

ary & P anita SPS
These are applied to protest human, arimal
on plant life from picks arizing
additives, pests, etc. or disease-causing
organisms and o protect bisdiversity.

These include ban or prehibitien of impert
of cortain goods, all measures governing
quality and hygienic requirement=. Far Eg-
prohibition of impoert of poultry from
countrics affected by avian flu ets

cae, ste

rulas,

These arz further distinguished cs:

1) Hard measures (c.g Price and quantity
control measures),

2) Threat maeaczures (c.g. Anti-dumping and
safeguards) and

3) Other measures such as troade-related
finance and investmeant measures.

measures  impozed
country itsclf

a) Import-related mzasures #
measures impased by imperting
country, end

5) Export-related measures -

by experting

(po) -

c) Procedural obstacles

employment,
) Tariffs increase government revenues of importing country.

| It discourage efficient production in rest of world and encourage
nefficient prod, in home country, by disregarding comparative
adv. of foreign countries.

practical prodlems in administration,

Tuchnical Barriars
Covers both foed and nan-feed predusss -
refer to mendatory ‘Stendards  and
Teehnical Regulations’ - define specific
characteristics that product should have,

- like size, design, packaging, ete. excluding

measures covered by SPS.

Conformity azzezzment precedura: e.g.
testing. and certification) are also covered

ualitv etandands ate

e —

.

fransportatien,
certification etc

delays
which makes it

In testing.

difficult for org to comply.

Jain Telegram Channel for all updates-

@camvsir
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NTBs are discrimuinctory MTMz, whioh ore used os moans Ta
circumvent free trede rules and faweur demestic industrios
ar oxponse of feroign comparmiTion.

NTRS e M o sesdesss b oo NTAS Thed bupes o .n-.nn_!«."_-___._mtg
or discriminotery Intant'.

N

ﬁw._u Touml Qhulus - ilisas]l eemtriclion mhicch sprestii M

—.a-mw‘ waze buin ‘.mqu..lr.:ﬁ vemmin ] af m-.".._L will Fsee oillerswnid Froler
rwunley doring o given Jims ceried, uaoally e T,
Binding Quota They arc szt belew the fres trado loval
of wmport= and ore usuelly anforcsd by 1Izsuing hiconsos,
Neon-binding quota- Lt iz =ct of or chove the trec frads
level ot imports. thus having litile cffect on trode.

Tuiff  sule yuola (TRQa)  cermliine
Instruments ramely gustas and rariffs.
Abcolute quotaz or quotes af a pormanant nature  They
hmit gquantity of importz =0 o cpocified level during &

Zpeciticd poriod of time ard Impertz con vako plaac amy
time of veeor.
> Either ne condition of coun®
> Ur Country allcection

) Dvarannl tpmalors ol

) Temporary quotas
With a quota, govornmont rocoerves NS rovenua.
reccived by the holders of such
as quota cents'.

T apuerln is sl hedliow [rvs leemle: lomwers]
weill remdiwas T will leswses- .r.-u.m.:__ uf s
nenl nf

a)
b)
)
)

Twwu policey

ry et erigin ot product.

cor be zpecified.

Tho profits
imgort licenses ore Kecwn

nmcranl ol irigg e by
ad S e i, el |

LR PLL TP A

Y

werine  whemieslie e | oas

[ZL MR TP —‘-w,r_rn_-.-.lfd. r\LuuT._,.cn..

CA Mohnish Vora (MVSIR)

'r_-.,-r—-...
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Business Economics

These ure sleps luken
m order o support domestic
import prices are lower,

Aka. 'para-tariff' measures and include measures, other
than * tariff measures, that increase cost  of
fixed percentage or by a Fixed amour.

Eg: A minimum import price established for sulphur.

price of

..3?1.14.“

by

Prohibitions- |hese are aimed at
quantity of geeds that can be impor—ed, regardlezz of
originate from different souress or from cn
These measures include non-avtomati
I 9- India prohibits impart/esp

il
whether 1
= _.u.ﬂﬁ.a.u.ﬂcnui suco iar,

of orms and related From,to Ireq.

Einancial Measures- The objecrtive is
The access to and cost of foreign exchange for imports and 1o def
of payment. It includes measures like zcvance payment requirements
foreign exchange contrals denying use of Fcrsign
types of imports

1)

g

exchang

5)

M Affecti etition- These me
exclusive or special praferences or privileges to one or a few limi
group of economic operators. IT may include government Impossd
import channels or enterprises, und compulsury use of nedional services.
Eq, a statutory marketing board may be granted 2xciusive

righrz Ta imparr wheat: ara eanalizing agency (like
may be given monopoly right Te distribute palm oil.

asures are aimed at geant

SHTare Trading Corp.)

It involve mandatres 1hal
specified percentoge of government purchases should o T
firms rather than faraign firms

In accepting publle tenders, 4 government may g
tanders rulher Than foreign lenders

whule
domes

lve preference to local

iu control Pricas [§

c licensing, or complete prohibitions |

To increase import costs by regularing

Ter

2 for certa

spec

i
|

1&.
}

4
113

ol

§
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-Rela I Meas - Tiese: iidgd
7 jocal content requirements thal mandate o
oqqm chould be produced nﬁuanmﬂno.___(..
a) requirement 1o use certain minimum levels of
components,

b) restricting the level of imparted components, and

¢) limiting the purchase or use of imported products to an amount
related to the quantity or value of local products that it exports,

ures include rules on
specified fraction of q final

locally made

'8) Distribution Restrictions- Limitations impasad on distribution of goods in

importing country involving additional license or certification requirement.
These may relate to geograghical restrictions or restrictions as to the
type of ogents whe may resell.

Eg:  restriction that imported fruits may be sold only through outlets
having refrigeration facilities.

5) Restriction_on Post-sales Services- Producers may be restricted from

providing ofter- soles 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 fime-consuming odministrative
procedures which are mendatory for import of fareign 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 etc.

origin- Country of origin means country in which a good was
precuced, or home country of service provider. Rules of origin are the
eriterio needed by governments of importing countries fo determine the
naticnal source of a product, Duties & restrictions in some cases depend

¥

Ghant

LTRADE L UNT 2

Notes:

Business Economics

Ypon source of imports. p
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' i RRB i o i rious injury caused by a zurge
7) Safeguard Megsures- Measures to restrict imports of a product temporarily if its domestic industry is injured with se jury Y Q surge jn
imperts. These measures are for limited time and non-diseriminatory

iti icular country for a specified pariod, Thi
8) Embargoes- An embarge is total ban imposed by government on import or export Oﬂ.mn___:n commadities aﬁ“h”1_w_%c4_ﬁ.amm vn_u.a._,uw..., < < This Tay be
done due to political reasens or for reasons such as health, religious sentiments. This is most exireme

; A )

Eg- during periods of shortages, | | An export tax is a tax collected | [ Tariffs on imports hurt exports ﬂ.ﬂ:ﬂ«.‘ refer to a type of informal quotg
export of agricultural products on exported goods and may be and therefore countries have administered by an exporting count
such as onion, wheat etc. may be either specific or ed valorem. nn,.m__o_uma compensatory measures voluntarily restraining the quantity
prehibited to make them available of different types for exporters goods that can be experted cut of 1
for domestic consumption. The effect of an export tax is to like export subsidies, duty country during a specified period of time. |
raise price of good and to drawback, duty free access to o o 3
decrease exports. imported intermediates etec. Such restraints originate from poli
considerations. ¢
It increcses domestic supply, it | | Government  usually  provide The inducement for exporter to agree to g |
also reduces demestic prices and financial contribution to domestic VER is mostly to appease
leads  to  higher  domestic producers in form of grants, country and fo aveid the effect
: consumptian. loans, equity infusions etc. or give possible retaliatory trade restrs
~ /| some .M_uq.:._ of income or price that may be imposed by the imperter.
support. :
] 2 g VERs may arise when the im
— competing indusiries seek protecti
from a surge of imports from particul
exporting countries. ¢
VERs cause domestic prices to rise and
cause loss of domestic consumer surplus
. TroreriT — o —
CA Mohnish Vora (MVSIR) AN @ N e




the obiective of reducing barriers to trade

n_na_.snnw as m..a:vz..mm of countries (not necessaril

Super Chart!

y belonging to the same geagraphical region), which are

: - under which an
iing countTy offers trade incentives in order
ma.?anoc.ann the exporting .n,n.ci.J... to engage in

fo ™ ional economic activities that will improve

ti ;
.ﬁ__.”e—.nﬂ_oxﬂu_..::m country's economy. E.g. Generalized
system of Preferences

- are aogreements which set
rules of trade between Two noc::-_.._um. two blocs or a
ploc and a country. These may be limited to certain
oods and services or certain types of market entry
o ers. Eg. ASEAN-India Free Trade Area.

7 B

parr!

) Begi - 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 (6STP)

{) Trading Bloc- has a group of countries that have a
frec irode ogreement between themselves and may
cpply @ common external tariff to other countries.
Excmple: Arab League (AL), European Free Trade
Association (EFTA)

5) Free-trade greg- is a group of countries that
eliminate all tariff and quota barriers on trade
with the objective of increasing exchange of goods
with each other. Members retain independence in
determining their tariffs with non-members.
Example: NAFTA.

T

between member countries,

——

Types of RTAs
6) Customs unjon- is group of countries that eliminate

all tariffs on trade among themselves but mairtain a
common external tariff on trade with
cutside the union (thus, technically vielating 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
m:..nacn:.__m resources) by reducing or eliminating
internal tariffs on goods and by creating a comman
set of external tariffs. There are also commen
barriers against non- bers (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
ﬁ convergence in macroeconomic policies. For eg.

countries

8)

European Union countries adept a single currency

» The General Agreement on Tariffs and Trade (GATT)
covers international trade in goods. The workings of the
GATT agreement are the responsibility of the Council
for Trade in Goeds (Goods Council) which is made up of
representatives from all WTO member couniries.

%+ The Goods Council has 10 committees dealing with
specific subjects (such as agriculture, market access,
subsidies, anti-dumping measures, and so on). Again,

‘A Mohnish Vora (MVSIR)

these committees consist of all member countries.

Business Economics

lete tToO
iz scenario characterized

1) it was
rid 1
by emerging globalisation

Wt

2} imternationa invaestments had
expanded substantially
rual oroperty rights and
- ervices were not covered
merc trode increased

= and was beyond

by

its scope.

5) the ambiguities in the ms
-y=t=m could be heavily exploited

6) efforts at liber
trode were not succe

7) there were ncedequccies in
institutional structure and dispute
settlement system

8) it was not a freaty and therefore

terms of GATT were binding only
insofar as they are not incoherent

ﬁ with a natien's demestic rules.

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




The Uruguay Round And The Establishiment Of WTO ST W TETa i ArE

birecton Génerall

= The Uruguay Round brought about the biggest reform of
the world's tradi 15 SYstem.

- Members established 15 groups  to work on __.:::_,:u It tokes decisions on oll matters under amy inﬂuiﬁ.
restrictions in the areas of tariffs, non-tariff barriers, 1" Level Ministerial multilaterol trade agreements.
tropical products, natural resource products, textiles m.:n Level) Conference It maets ot least once cvery rwa pears,
clothing, agriculture, safeguards against sudden ‘surges’ in (Top-Le —

imports, subsidies, countervailing duties, trade related - It meets several times o secr af the Genevg headqueriers
intellectual Property restrictions, trade related investment
restrictions. 2 Level
* The agreement war signed by most countries on April 15,

1934, and took effect on July 1, 1995,

= It also meets as the Trade Fa <y Review Body and the
Dispute Sertlement uuu_._..\. _

General Council

= These councils report 1o the General Councj]

& cre

Gooda) Cauncl e
EEED. i ) mﬂ.ﬂﬁmgﬂm_ - respensible for oversesing the mplementgr af :
3 Level E:nu_h.n.amun My WTO agreaments in their respective areas of speciclisaticn |
The principal objective of the WTO is to facilitate the flow RIFS) Councll i}

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 negoticting and menitoring The National Treatment Principle (NTP)
further trade liberalization i Free trade
3) toresclve trade disputes = =
4) to increase the frensparency of decision-making Predictability
processes H_Principle of general prohibition of quantitative restrictions
5) to cocperate with other major international economic i
. G tit
institutions involved in global economic management, and Following are the (1 Creater competitiveness
6) to help developing countries benefit fully from the global major guidi Tariffs as legitimate measures for the protection of domestic industries
trading system. principles: I.m_..o:mvn_..n:nt in Decision Making

Progressive Liberaliza tion

The objectives of the WTO Agreements given in |
preamble of Agreement creating WTO, _Market Access

~ raising standards of living, Special privileges Yo less developed countrics
~ ensuring full employment and a growth of real income and Protection of Health &Emieers

effective demand, and -
~ expanding the production of and trade in 6/5. A transparent, effective and verifiable dispute settlement ann:na_.u.u

CA Mohnish Vora
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L TRADE | UNIT 3 - TRADE NEGOTIATIONS

discrimination : This princip| Qverview of the WTQ agreements Motes
Trade without . ; . p Ple states that 1) Agr "
o any sl qumh_:.____.__u..:z_._)\ r‘mna.::n_rn_% K Sy ane o i Nuu }wﬂmwﬁm_.ﬂ. a:c”m_ﬂ_hw__uw_ﬂ.nm:o: of Sanitary and
to other, sha », e exended immedioteiy ond Phytosanitary (5P5) Measures
E.bu:m_.q_q:u:,.... to like product originating from other 3) Agreement on Textiles and Clothin
countries. Under the WTO agreements, if o country 4) -

i Agreement on Technical Barriers to Trade (TB
lowers 6 trade WMﬁEﬂ1 ,_"01 oﬂn:u UP a market for gne 5) Agreement on  Trade-Related H:,.__m_“.w:.e.wﬂ
cauntry. it has to do so for the same 6/S from all other Measures (TRIMs)

WTO members.

Anti-Dumping Agreement
2) The National Treatment Principle (NTP) : A country Customs Valuation Agreement
should not m_.mnlz..m:c?w_ between its own and foreign Agreement on vﬂm‘m:mvama.Hﬁvnnzcz (PSI)
6/5. Internal taxes, internal laws, etc. applied %o 9) Agreement on Rules of Origin

imported 6/5, frectment sheuld 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
) y 12) Agreement on Safeguards

3) Tariffs as legitimate measures for the protection of 13) General Agreement on Trade in Services (GATS)
domestic industries: The imposition of +ariffs should be 14)Agreement  on Trade-Related Aspects of
only method of protection, and tariff rates should be Intellectual Property Rights (TRIPS)
gradually reduced through negotiations ‘on a reciprocal 15)Understanding on Rules and Procedures Governing
and mutually advantageous' basis.

the Settlement of Disputes (DSU)
{) Market Access : The WTO aims to increase world trade ||| &) Trade Policy Review Mechanism (TPRM)

3 " 17) Plurilateral T
by enhancing market access by converting all non- tariff ) :Mw n).mﬂﬂﬂ:.”.ﬂnoﬂm._nw“ﬂmﬂ M.?: Aircraft
barriers into tfariffs which are subject to' country L b) Agreement on Government Procurement
specific limits. . )
5) A tronsparent, effective and verifiable dispute The Doha Round

settlement 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

olat b : 4 > Making pdfs or photo-copies or
so_n:o:.cm trade rules are to be un,.I._nQ through Ministerial Conference in Doha, Qatar, in Nov 2001. selling baoks of MVSIR is NOT
censultation. In case of failures, the dispute can be 5 The round seeks to accomplish major modifications allowed. Strict legal action will be
referred to WTO and can pursue a stage-by-stage of the international trading system through lower taken. if anyone does so

procedure that includes o judgment by a panel of trade barriers and revised trade rules. - LS neta oy 2

experts, and opportunity to appeal the ruling on legal o ) > Jain ._.n_nm_da_, channel for
grounds. The decisions of the dispute settlement body » The 3n.mo+_n,_._o:m..:n_:m_m 20 areas of +.1n_n_m. updates- @camvsir

ere final and binding — » Most controversial topic here was agriculture trade.

rd

(e
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While some trade-restrictive measures have been lifted by G20 n.:__:c.,nu.)/
the report indicates that the trend has been going in the wrong
direction.

Export restrictions contribute volatility, and

uncertainty.

to chortages, price
The report indicates that supply chains on the whole have thus far
proved to be resilicnt, despite the war in Ukraine, the continuing impacts
of the COVID-19 pandemie, the highest inflation many countries have
expericnced in decades, and the impacts of monetary tightening by
central bank:z seekihg to limit priec inereases. That said, specific
industries and regions have been differently impacted.

Overall, the pace of implementation of new export restrictions by Wrto
members has increased since 2020, first in the context of the pandemic
and subsequently with the wear in Ukraine and the foed 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 cxport restrictions, were maintained by G20 economies.

During the review period, G20 eccnomies introduced 66 new trade-
facilitating measurez (covering trade worth USD 451.8 billion) and 47
trade-resztrictive meacurez on good: (with a trade coverage of USD 160.1
billion). These meazures 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 meazurez implernented zince 2009 and still in foree.

Slipenichart Boi

oK
Iy
CHAPTER 9 - INTERNATIONAL TRADE | UNIT 3 - TRADE NEGOTIATIONS
@ 20 ECONOMIES: FACILITATING TRADE

Business Economics

¥

Initintionz of trade remedy investigations by G20 economias 4., 5
sharply during the review period (17 initiations), after a peak in 3pa
that was the highest since the beginning of the trade monir,
exercise in 2009. Anti-dumping measures continued to be

frequent trade remedy action in terms of initiations
terminations.
Similarly, the implementation aof new COVID-15-related

measures by G20 economies decelerated cwer the five .
with four new such measures recorded on goods and gre

services. The number of new COVID-19-related support measursas g
mitigate the social and economic impacts of the pandemic also %
sharply over the past five months. f

Since the beginning of the pandemic, 201 COVID-19 trade and o
related measures in goods were implementad by G20 ,
(61%) were trade facilitating, while the rest (35%) could
considered trade restrictive.

econom

[

G20 economies also continued to phase out pandemic-ral
import and export measures. By mid-October 2022, 77% of
restrictions had been repealed, lzaving restrictions in p
Although the number of the pandemic-related trade restrictions in
place decreased, their trade coverage remained significant
122.0 billion.

7

—~—
. AT &

The WTO trade monitoring reports have been

prepared by the F....
Secretariat since 2009, B

G20 members are: Argentina; Australia; Brazil; Canada; China; tf
European Union; France; Germany; India; Indonesia; Italy; Japan; the
Republic of Korea; Mexico; the Russian Federarion: Saudi Arabiay

south Africa; Tlrkiye; the United Kingdom; and the Uinited States.

CA

Mohnish Vora (MVSIR)

oL SN



te money denominated in a currency
the domestic currency. Similar to any
. oreign exchange has a price

reign exchange (FX) rate, is price of one

refers
han

| x.ﬁ.”«. nv,_u_-nuun& in terms of units of ancther
n-..&:B__. It represents the minimum number of
u.-..w_” of ane country's currency required +to
“h._ chase one unit of the other country's currency.

2 ways 10 express nominal exchange rate-

jyirect Quote Am:_-oﬂn.ﬂ-._ Currency Quotation)

1t is number of units of a local currency
exchangeable for one unit of a foreign currency
Foreign currency (USD) = base currency Domestic
currency (INR) = counter currency

£g: usb 1=INR 75

?) Indirect Quote (American Currency Quotation)
pemestic currency (INR) = base currency
foreign currency (USD) = counter currency.

Indirect Quote = 1 / Direct Quote

CHAPTER 9 - International T

Eg:INR1=USD 0.013 -7

A foreign currency transaction is a transactions "\

erising when an enterprise either:

) buys or sells goods or services whose price is
denominated in a foreign currency.

b) berrows or lends funds when the amounts

| payable or receivable are denominated in @
foreign currency.

d

t) becomes a party to an unperformed forwar
exchange contract; or

periChant Book Business Economics
rade | UNIT 4 - Exchange Rates and its Economic Effects
THE EXCHANGE RATE REGIMES
¥ e those exchange

rates iy ; Foy demard ord supply. But governments can influence :
altern ” various ways. The extent and nature of government involvement in currency markets define
> Th alive systems of exchange rates.
ere are three broad categories of exchange rate systems.

Escche

9 rales are deters

L ..Hz one system, exchange rates are set purely by private marke? forces with no government
invalvement. Values change constantly as the demand for and supply of currencies fluctuate.

2. In another system, currency voluzs are ollowsd to change, but governments participate in
currency markets in an effort to influence those values.

3, Finally, governments may seek to fix the values of rheir currencies, erther through

participation in the market or through regulatory policy.
An exchange rate regime is the system by which a country manages its currency wi
currencies. It refers to the method by which the value of the domestic currency in
currencies is determined.
There are two major types of exchange rate regi at the extreme ends:
floating exchange rate regime (also called a flexible exchange rate), and
fixed exchange rate regime

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 cne
hand and currency markets on the other is much the
same as the typical relationship between these
institutions and stock markets. Governments may -, il
regulate stock markets to prevent fraud, but stock - grhalbidy
values themselves are left to float in market. Wn:nmnn_ float
> A free-floating system has the advantage of being || ..~ ntries that have a floating exchange rate
self-regulating. There is no need for government system intervene frem fime fo time in
intervention if the exchange rate is left to the currency market in an effort to raise or
M.na.xm..w 391qu_._“o1n.wm also restrain large swings in lower price of their own currency. Typically,
lemand or supply. N the purpose of such intervention is To prevent
» The primary difficulty with free-floating exchange mcma_un: v_n_:wm swings in the value of a nation's

th respect to foreign
terms of foreign

5

¥

Exchange rates are
governments try to n

”~ . Lo 4
rates lies in their unpredictability. Fluctuating currency.
exchange rates make __._Anq.:sjo_:n_ transactions . Still, governments or central banks can
n.mu_A_.ﬁﬂ & increase ._.—.—m cost 0.“ &D_Jm business w sometimes influence their .nrn?.....n.un rates.

other countries.

A Mohnish Vora (MVSIR)
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CHAPTER 9 - International Trade | UNIT 4 - Exchange Rates and its Economic Effects
Central bank can implement soft peg and hard peg policies.

Two major types of exchange rate regimes

Fiiced xchange rate régime
(akn! pegged eichange rate)

A soft peg refers to an exchange rate

policy under which M._JM awhra__..mn. n\_ﬂl_.v_u..”ﬂ

3 i generally determined by the market,

wn:,_n *_ﬂnﬂﬂsnxn__nﬂm%oﬂanw_.,._.nu_“fm_._n.“:.__“ n”“_hn:m“ in case the exchange rate fends to be
rate between o cul

move speedily in one direction, the
government  policy.  There are  several ﬁ

With a hard peg exchange rate

central  bank  sets

un_nﬂ___. the \
8 fixed
unchanging value for the exchgr, € rot,
Both soft peg and hard peg uu__n«minn._..
that the cemtral bank intery A

foreign exchange market.

-~ Bosically, the free floating or flexible
exchange rate regime is arqued to be f ficient
and highly trensparent s the exe ange rate is
free 1o fluctuate in response to the supply of
end demand for fo-eion exchange the
market cnd cleers the imbalances in the
foreign exchange market without any contral of
the central bank or the menetary authority.

honisms. through which fixed aiehiings central bank will interven=s in the market.
mechanisms through whic

rates may be maintained. Whatever the system ]
for maintaining these rates, however, all fixed

] . Real Exc
exchange rate systems share some important Nominal Vs | Exchange Rates
*238.."_

J
( Elegting Rgte ) \_ fvant Eixed Rate k » It refers to the rate at which a person ~ It is the rate at which a persen oo
Advantages 1) Avoids currency fluctuations & eliminates can trade the currency of one country trade goods .._h services o..« one ceuntry
1) Allows @ Centrel bank or government to exchange rate risks & transaction coste for the currency of another cauntry. for goods and services of ancther
=uE ITs own independent manetory policy,

thus making international rade less risky
2) Allows exchange rete to be used a5 o policy | | 2y peg ced speculation on exch rate movement
tecl: for example, policy-makers con odjust ) 2 .

the nominal exchange rate to influence the 3) Impases discipline on o country's monetary

» For any country, there are many nominal
exchange rates because its currency
can be used to purchase many foreign

> It describes hew many of o good o
SErVICE in one country con be trede

for ‘ene’ of that geed or service - :
2 : X currencies. foreign country

competitiveness of the tradeble goods sector. authority and generates lower inflation.
3) No cbliggtion to intervene in curren 4) Govt con encourage greater frade and - Domestic Price™

qﬁ_.rnqm.( the nn._._:.ﬁ_. bank is rot required ._n..._.o investment  as stability encourcges {Real exchange Rate = Nominal Sxchange vate:X Foreign price

maintain o huge foreign exchange reserves. investment.

(unlike fixed exchange rote regime) 5) Pegging erhances credibility of the > Beal Effective Exchangs Bafe (REER) )
Disodvantages

country’s menetary-pelicy (more stable)
I} Velatile exchange rates generates o lot of

. > It is the nominal effective exchange rate (a measure of the valus of o
uncerfeinties  in relation to international

X domestic currency against a x__a_mr..ﬂnn_ average of various foreign
.—ﬁn__._hnn.—_.ca and Mu i iﬂhmu___dq__ n_.nﬂ.u-ﬂ-._ﬂm_uuu &_(_an UJ\ Q ﬂﬂ-_,ﬁm &Nﬁhn—.—.oﬂ. ed ﬂbﬂg Dmlﬂ._w‘n“.u.a ore expensive ond

2) It odds o risk premivm to the costs of goods Z) Central benk is required to stand ready 10 | |> An increase in REER implies that wynr.l..w_ an.m.w,..":n.__nnﬁu & _Nuh it
and assets traded across borders., infervene  and  maintain  huge foreign imports become cheaper; thus, an increase i

\ exch

competitiveness,

aroe reserves for this
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= EARETE By
. ..me.ﬁb_w FOREIGN|

\auw:n__nm:; mainly are

® . ! commercial
..-MH.HJ from exporters, importers, investment

tirement funds, hedgers, and private invest
reti

. banl
mstitutions
fars,

exac

+ INsurance el ; and did;
# purchase qgoods ancd g from

_ prokerage houses are also playing an important rele another country 7
r

Wa__.i_aﬂ: large numbers of Un:.._.nh. ﬂnC-._Qu. commission

s contractors
canters. etc.

houses, dealing

= for unilateral transfers such as gifts, | |
awards, rants, donations ar - purchaszes of home exports,
mercial Banks and Brokerage Houses do not only execyt, n:a.os_an_ium Bt "

» Corm tions at prices set by oth s € currency ) o
¢exchange operation P OY other active players pyt come out £ . unilareral trensfers to home country,
with their own prices nm, _______N_._m_..__nn_”_{hﬂw, influ, abroad investment income payments, foreign

-ess and the market life. at is why they are called Giies
vﬂﬁrn g b * to purchase financial assels, stocks or | |

. In contrast to the above, passive players cannot set their own quotations bonds abroad | = investments and partfolio investments;

\%a. make trades at quotations offered by active market players, > 1o open a foreign bank cccount plccement of bank deposits and

» Passive market players normally pursue the fo

._-o—am:m aims: payment of
Investments, the opening
Joint  venfures, tourism,

export-import contracts, foreign industrial
of bronches aobroad or the creation of
speculation on rate difference,

> to acquire direct ownership of real | 7
capital, and 7

]
1
1
1}
:
1
:
1
L}
1
1
L]
1
1}
:
:
L}
. 2 1| * to moke investment income payments
encing the price formation H
'
1}
i
1}
H
1
'
1
'
1
i
:
. H
hedging of currency ris H
H
1

ks (insurance * for spzculation and hedging activities _
: ? ~ Koiied : i
against losses in case of unfavorable price changes), etc. ) “M“o_“__w.wﬂ to risk-taking or risk avoidance _ | )
............................. 1.1
[ Other Terms
1) Spot Exchange Rates:
Exchange rates prevailing + Similar fo any standard market, the exchange : |
Current Transactions for spot trading (for market also faces a downward-sloping m
They are corried out in the which settlement by and demand curve and an upward-sloping supply =4 |
spat market and the exchange large takes two days). curve. " . ) N .
lves immediate delive . > The equilibrium rate of exchange is
B - 2) Forward Exchange Rates: determined by the interaction of the sup
Future Transactions The exchange rates and demand for a particular foreign |
Here contracts are ogreed quoted in foreign currency. In figure above, the demand curve =
wpon to buy or sell eurrencies exchange fransactions (D%) and supply curve (5%) of dollars
for ?EwM.._, delive which are that specify a future intersect to determine equilibrium nxnra:.m.w ) 5
tarried out in *aﬂw__,.cn.-a and/or date rate eeq with Qe as the equilibrium quantity | Determination of Nominal Exchange Rate
futures markets ) of ma__:nmrnxn_ra:m_na.
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CHAPTER 9 - International Trade | U

Changes in exchange rates

Depreciation

Currcncy depreciates when its value [

Currency appreciates when  its  value d
incre n»\.v.u xm_m..—_ respect to value = of with respect to the value of another
anather currency currency
Example E

Old Rate = $ 1=Rs 70

Old Rate > $1=Rs 73

MNew Rate 3 $ 1 = Rs 69

Here, Indian Rupee is appreciating & US
Dollar is depreciating

New Rate > $1=Rs 75
Here, Indian Rupee is depreciating & US

Dollar is appreciating

Exporter of VY a / Exporter of ] -
Domestic . a Domestic { @7
Country . = Country et

Importer of i | Importer of
Domestic 3 ; Demestic ‘.ﬂ .../

Devaluation is a
downward odjustment
value of a country's currency
relative to another country’s
currency due to government
intervention

deliberate
in the

Depreciation is a decrease in a
currency's velue with respect to
other currencies due to market
forces of demand and supply

bemandof iforelgn
élirrency Increase, .
Supply remains unchange
foreign
The exchange value of igr
currency rises and the domestic
currency depreciates in value

The exchange value o¢
currency falls and the .

Ccurrency aoo

Euihange Hase B §

Exchange Rate By §

T § (Billions)

P

‘ Occurs in fixed exchange rate | Occurs in floating exchange rate

2.
‘ system system
Revaluation, oppesite of Mu!.n,ﬁw._o:. . opposite  ofii
nvn<n__=o:._u:. refers e a nvﬁnn_uwno:. s n_z. Increase in a ‘
3. deliberate increase Surkriney & Wdlve Wilh respeet o i

@ natiens currency. forces of demand and supply

7

1) Windfall gains for export-oriented sectors

2) Remittances to homeland by non-residents and businesses abroad fatches me
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 curex

borrowings of government.

5) Positive impact on country's trade def
exports cheaper

icit as it makes imports expensiv

6) Depreciation also can have a positive impact on controlling spiralling geld impert

and improve trade balance.

in value O.J

other currencies due to market

CA Mohnish Vora (MVSIR)
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Business Econo

Economiic

)

. a deprecia

) | delivery of i just li
the octud currencies takes Just like spgo i ;
when ¢ _uan om1ﬂ.o.m:+o 4el ewotop mo__nﬂmwﬂ o .n__.:._:m._ﬁ..&n‘, however, Iv. For an economy where - sre 3 -
ed upon, he ! surve wouled mean a lot of ; p
rote agreed UP as ‘sold euros forward’ os%rh&m_ﬁ.ﬂ_n_in at “,_"H____.,,_.__,_: .n_ e e o ot il H:n_nn. ion, if exports originate from
O : ar ive industries, increased e
) mREnEuwnnBEE orward exch rate > ——— ollars forward', . effect on employment and g ___u_y\n. nwnou.* prices w Il have positive
: = F . =xch rates . Depreciation iz alio lik s o
) orward exch rate < spot short d  ‘aiso Hikeby dd to consumer price inflation in 1
' . 3 exch : short run, directly th i e - s
) i - While a foreign excha ch rates gaods and also o.:_w gﬂ.ﬂmmw _H.M_ m&lmﬂ. on prices of imported consumer
currencies, most  fransactions involve nfﬂmq._m transaction can invol will be greater if the nm”..a .om_.__..ﬂ_‘:n:n_ for domestic goeds. The impact
+he U.S. dollars even when it is not Pr anges of foraign ve any two consists more of imported w_ ion of domestic consumption baskets
importer or the exporter. On accou 3 _..n._._._o.JD_ currenc curvencies: for through passible NMS_Q.__.. g Indirectly, cost push inflation may result
markets, the dollar is often called a v n4 of its critical _..o_M of cither the health of a country E_..om_M_._1 in the cost o imported inputs. The fizcal
ehicle currency’ in the forex with rising export sarni GEVENSY SIPSRRIe = likely to be affectad
TMPACTS OF EXCHANGE : g export earnings and Imgort payments and At
RATE FLUCTUATIONS ON Do on curvenst dceourt balonce. Companies that ol consequent tmpact
c n e ’ (-3 rroOwWedC 1
developments in t . MESTIC ECONOMY ange through external commercial borrowings (ECBs wadd fn _forgign
1€ pments in the foreign exchenge careless and did not sufficiently hedge ° gs (EC£8s) but have been
onomy _un.:._. directly and indirectly. ._._..nm n_.z..E..rwﬁ affect the do — exchange risks, would alse be negat a S e loans against foreign
tes w. initially felt by economic agent irect impact of *_.._n».._n.:.anﬂ_,n more domestic currency to ﬁnvm.\ :... _ - .21 as they would require
ernational trade or international finan s who are directly inv _o.._u in currency would also increase their ancanmn. oans. A depreciated domestic
Fluctuations in the exchange rate T__a<om, o olved in impact their balance sheets adversel u.m__.._”n_.w: and lower their profits and
nature and extent of a country's tr e a significant role in determini _ will be discouraged from investing i ely. These would signal investors who
Fluctuations in the exchange rat n.wm. mining the vi. Countries with foreign es1ng in such companies.
, : . e currency denpominated go
relative prices of mo:anu:nn__v?ﬁq.DQMnMM_n* the economy by changing the Mﬂwﬂ‘a:nt depreciation will increase interest TR jovernment debts,
“Mj___num, 1:Aa_mn equal (or other things re and foreign-produced goods and m_...n__mnﬁwﬂ ._nﬂ_. repaying and servicing momn__m.-,_ Sobt w: and cause strain to
:._nn Mno__.“uﬂwmn currency raises the _..m_D._.?Hnn_”m:m 4”_%.”“_30? an appreciation vii. E Xn_..nﬂmnvﬂ_m“:._n__i w:w_:n debt in foreign nc11n:n<_ ortunately, India's has
ive price of ifs i ice of its exports and | i uctuations make financial £ :
Sulaiie prise of imports. Conversely, depreciati owers irms and larger amo ! financial forecasting more difficult
i ; c unts wil e difficult
oaite. a country’s exports and raises .—TW«.N__MM.MM LNMMM-,Mm‘_.”m il Mﬂﬂﬂb:mn rate risks 4I1ocm”_r_n_.n_.,mu,__”m_ to be earmarked for insuring DQQ:MMM
Exchange r ns - With growth of i £
ate changes aff investents Throds e
ect . s : rates ha ¥ x oss internaticnal b | . 2
n”%:n_._._...__. A depreciation of n_oamM.ﬂ,c:oB_n nn.rc.q in the domestic investor MM:%E:ENQ special significance. Ur._.‘,._-n.:m_n.._.::._.r.... STy
uznnﬂz foreign goods relative to mo&nm wﬂ_.mnznu u_.,ﬂal_.x increases the capital flows ments and has vedical impact on e il e i hits
s spending fr : oduced in the home count ix. Foreign inves P, S —
both for d g rrom foreign goods to domesti d ntry and . Foreign investors are likel i
or domestic import-co i ic goods. Increased demand, investing in ikely to be indecisive il
economic activity and M.nﬂ?:uwm::.m goods .n:a for exports, encourages nnu:,n_:m i%oﬂm_._ii that has high r.ir&:.w-.,“_wu._,_\ cautious before
s output expansion. S s ire charectaristicalty. valnaasl te  volatility, Foreign
-\ erable when local currency
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)]

2)

3)

4)

5)

.

Impacts of currency appreciation
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 cggregate demond falls and,
therefore, economic growth is likely to be negatively
impacted

Appreciation in recessionary phase> fall in aggregafe
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
preduction , thus decrease prices of output & increase std
of living

With increasing export prices, the competitiveness is
adversely affected and therefore, firms have incentives fo
introduce technological innovations and capital-intensive
production to cut costs fo remain competitive

Increasing imports and declining experts are liable to
cause larger deficits and weorsen the current account

6) Loss of competitiveness will be insignificant if currency

appreciation is because of strong fundamentals of the
economy.

CA Mohnish Vora (MVSIR)
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: i is a comprehensive o
ne and inelyg
¢ country from abroad and therefg udes any inflo
¢ hott movement of capital an Te, We need tq w of capital

d foreign invest be clear aboyt the
s n-“_uoq
Pl S

ment Foreign capital
, / - Direct inTer gevernmant

Y W

ray or dirgct inter E s
v 111..:.. grents. 1 4
* -« Loans from internaticnal e
pigterel | @d  from institutions (e warl Fareign pertiol
1A eerments_who bonk, TMF, ADB) Investment (FPI) in bonds,
ey with . . stocks and securities on_._:nn_«.
X,._n.n__a_..n_ organizations - Soft loans for eg. from =
._.... The Wiorid Bank. affiliates of Werld Bank - Foreign direcr Investment
| M such as IDA (FoI) in industri
Tud e with strict Eonnraisl ondis rial,
# 1 dstes regarding the - External commercial o1herignterort similor
el money or untied aid borrawing, [ECBs are loans prizes
where there are no such in India made by non-
st pulations resident lenders in fareign
13 which ore currency 1o Indian
¥ ﬂﬂﬁ*qd_:di:a of borrowers] and
A by | \ - Trede credit facilitics |\\

!i‘!qu- gt .
ogenres or erganizations

Eoreian Direct Investment
DI is defined as process whereby resident of one country (i.e. home/source

suntry) 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 aof
re 25: 10 percent of the shares of the target assef. Direct investment
mprises not only the initial transaction establishing the relationship but also dll
bsequent transactions between them and among affiliated enterprises.

Mohnish Vora (MVSIR)

the

form

1) Equity capital
2) Reinvested earnings
3) Other direct capital in

company loans between
direct investors (parent
enterprises)
affiliate enterprises

W
—

of

intra-

and

1) the opening of overseas companies,
2) including the establishment of
3) creation of joint ventures on a confract besis or MaA
4) joint development of natural resources and

5) purchase of companies in country receiving foreign capital
6) Green field investment (freshly starting production)
ﬁﬂu Brownfield investments (using existing infrastructure by merging)

Eoreign direct invesTors
1) individuals,
incorporated 1
private or public enterprises,
associated groups of In
enterprises, .
governments or government agencies,
estates,
organizations
or any c

or

frusts,

subsidieries or branches,

embination of above

Business Economics

unincorporated

dividuals or

or other

S

FDL may be categarized os

I

==

When  the

type  of

For example,

phone service

SETVICE.

investar

establishes  the soma

buslness

operation in o foreign
country os it operates
in its hame country.

o cel
provider

bosed in the United
States moving te India
to provide the some

= N

When the investor establishes
or goguires a business echwity
in o foreign country which s
different from the westor's
main business ectivity yet in
some way supplaments 1Ts
major activity.

For example: on cutcmobla
manifecturing  compary  may
ocquire on inferesl 1n a foregn

The company

| formign

When an invesier makes 4
foreign investmant @
business that is umrsiated
T it eushing bumets
iniTs heme country.

This 13 often in form of o
jont  wenture with  a
firm  aiready
gperating un the nduslry,
L.E] rvestor  haz  mo

previous gepericnie.

These investments acaur |

mhen
at mare
ana matan (for exarple

ome  sadnTres

acvercad

cempuler nchustry @
Us4) while zther
L Bl 2] are e
efficment " ather
Pt s (such as
cutemebile ndustry i




EApP P 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

oo i d
Unlike FDI, portfolio capital, moves to investment in financial stocks, ﬂo:.w_mm_.:oﬂ_«
other financial instrument and is effected by institutions through mechan

capital market.

FPL hos immediate effects on balance of payments or exchange rates.
It is not concerned with either manufacture of goods or with provision of services.
portfalio investments are characterised by i

1o1al stake in g firm at below 10 percent

-

=1 PR ment(EDI)!

Investment involves creation of physical
assetls

Investment is only in financial asseis

Has a long term interest and therefore
remain invested for long

Only shert term interest and generally
remain invested for short periods

Relatively difficult 1o withdraw

Relatively casy to withdraw

Mot 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

Enduring 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

CA Mohnish Vora (MVSIR)

\\\. .

Securities are held purely as a financial
investment and no significant degree of
influence on the management of the
Enterprise

Reasons For FDI

: i i in other countri
tunity to generate profits available in o . es,
wuu WMWMW“*NMM omm_._mm_._m__, rate of return than what is possible
home country.

3) Some firm-specific knowledge or assets (such qs Superi
management skills or an important patent) that gives foreign firmg
competitive edge ] )

4) Increasing interdependence of national economies

5) Internationalisation of production

6) Reap economies of large-scale operation ) , !

7) Lack of feasibility of licensing agreements E:__._ foreign producers

8) Necessity to retain direct control of production knowledge & 1rgd
patents . ) N

9) Procure a promising foreign firm to avoid future competition

10)Risk diversification o

11) Shared commeon language and possible saving in time and transpeet

K costs (due to geographical proximity)

in

( Deterrents to FDI

U Poor macro-economic environment

Infrastructure lags, high rates of inflation and continuing instabi
balance of payment deficits, exchange rate volatility, unfavourable 1
regime (including double taxation), small size of market

8 Unfavourable resource and labour market conditions
Poor natural and human resources, low literacy, low labour skills

0O Unfavourable legal and regulatory framework
Absence of well-defined property rights, lack of security to life and

property, stringent regulations, cumbersome legal formalities
delays

O Lack of host country trade openness
lack of openness, prevalence of non-tariff barriers, lack of a gene
spirit of friendliness towards foreign investors




Business Economics

ﬂl_unio_,m In the host country discouraging inflow of foreign investments are

(reated assets (e.g., brand names)
physical infrastructure

Privatization policy

* Trade policies and coherence of FDI
and trade policies

» Tax policy

fficiency -seeking FDIL:

Business Facilitation

Costs of above physical and human
resources and assets

(ircluding an adjustment for
productivity)

[Other input costs (eg.,
ntermediate products, transport
tosts)
Membership of country in a
regional integration agreement,
which could be conducive to

forming regional corporate
etworks

~ Investment promotion (including
image building and investment-
generating activities and investment-

facilitation services)
» Investment incentives

~ "Hassle costs” (related to corruption
D:anq:amz_.m:n:qmniim:oﬁ

~ Social  amenities (e.g., bilingual
schools, quality of life)
~ After-investment services

» infrastructure lags, ~ obsence of well-defined property
SIS » high rates of inflation, rights,
> Economic, political, and social ~ balance of payment deficits, ~ exchange rate volatility,

_.._H_....u owth stability r tmo.m,_h.wm_annn nﬂ.n___u_oé *cco_“% skills, ~ poor 4wonx-1manoun_ of w:mfm.ﬂam:*m.

et g > Rules re i y » rigidity in the labour market, ~ prevalence of non-tari arriers,
._w_..am S regional and global 4 m...n:anquﬂﬂm%m*“x n:ﬂ o_umgjg..ﬁ \ bureaucracy and corruption, - w.:.:._mm_d regulations,
..r.._a: offiliates atment of foreign|| » unfavourable tax regime, ~ lack of openness,
o .specific consumer = cumbersome legal formalities and || - language barriers,
sl ces Structure of markets delays, ~ high rates of industrial disputes,
.%hmwﬂﬂmlaﬂ.unnxmzm EDI: \ U_:_,n_.__:.mu w.s contract enforcement - lack of security to life and
yrce ~ 2 > BBlicies B — » land acquisition issues, property,
iaam_._n_m - w cies on functioning and structure || > small size of market and lack of || - double taxation and lack of a general
(ow -cost unskilled labor N 391”_&.&.3 (e.g. regarding potential for its growth, spirit of  friendliness  towerds
Jollbility of skilled labor = competition, mergers) political instability foreign investors.
fechnalogical, innovative, and other | > International agreements on FDI

A Mohnish Vora

(MVSIR)

MODES OF FOREISGN DIRECT INVESTMENT (FDI)

Foreign direct investments can be made

For e.g. in India 100%
projects.

in a variety of ways, su

Opening of a subsidiary or aszoc /ina foreign

Equity injection into an overseas company,
Acquiring a controlling interest in an
acquisitions(M&A)

Joint venture with a foreign company.
Green field investment (establishment of a new overseas a
starting production by a parent company).

Brownfield investments (a form of FDI which makes use of

infrastructure by merging, acquiring or leasing, instead
completely new one .

ch as:

gn company, Mergers and

tfiliate for freshly

the existing
of developing a

FDI under autematic route is allowad in Brownfield Airpert

> Making pdfs or phato-copies ar selling baoks of MVSIR
Strict legal action will be taken,

is NOT allowed.
if anyone does so.

» Join Telegram channel for updates~ @camvsir
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. Competition for FDI ameng national governments

. Increased competition resulting from the

ation New Syllabus

Important Benefits Of FDI

has

helped to
promote political and structural reforms important to attract foreign
investors, including legal systems and macroeconomic policies.

also

There is also grecter pessibility 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 o secure
scorce 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 fax 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.

inflow of foreign direct
investments facilitates weckening of the market power of domestic
moncpelies resulting in a possible increase in 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

" Supen Chant Bookil

- International

1

Following are the
forelgn capital:

-FDI may have adverse impact on the host country's commads

Business Economics

.nnu:n_ Movements

general arguments put forth againzt the n___n_.«.
o concentrate on nnvmna_u?nnq»?n mMethg
that they need to hire only 1,
inappropriate for g |,

FDIs are likely to ¢
production and service s0 4
few workers. Such technelegy 1= it b .
abundant country as it does not support g . ion of jobs ,,
is a crucial requirement to address the two undamenta| areq B
concern for the less developed countries namely, povert, .
unemployment ) :

The inherent tendency of FDI flows to move towards regis,.

; i at it
statez which are well endowed in terms of natural rezoure,. &

availability of infrastructure has the potential to

i i i i apital is also cri
regional disparity. Foreign cap . o«
hnmnmx,ncnn,:m the already existing income inequalities in the gy
country.

In the context of developing countries, it is _.._mcn:.x allegeg
the inflow of fercign capital may cause the domestic governmg
to clow down its efforts to generate more domestic sa
especially when tax mechanisms are &mmnc_n.no _._..._.u_m;m_._
the foreign corporations dare able to secure incentives in g
form of tax holidays or similar provisions, the host country losx)
tax revenues. :

FDI is also held responsible by many for ruthless explois
natural resources and the possible environmental damage. b
With substantial FDI in developing countries there is a strorg
possibility of emergence of a dual econemy with a deve
foreign sector and an underdeveloped domestic sector.
FDI usually involves domestic companies 'off —shering’, or shift
jobs and operations abroad in pursuit of lower operasing costs
consequent higher profits. This has deleterious effects
employment potential of home country.
Foreigh entities are usually accused of being anti-ethical as tréf
frequently resort to methods like aggressive advertising &rd
anticompetitive practices which would induce market distorticns

terms of trade (defined as the price of a country's exports divié
by the price of its imports).

CA

Mohnish Vora (MVSIR)
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er of economice
ndia's economic
m the country's
paratively lower

«siuzf.nh.q:..n:‘— n_uUHu.EBQQn__»mo_‘.__* .
3@&: a significant non-debt mw:n:n%n_vwnnmmocn”. key driv
it Foreign corporations invest in Indj ce for I
7 elopmen il ia to benefit fr
“Ml_n_.___uﬂ investment privileges such as tox bregke ond na_.zo
TarfE8. .
¥ India develop technological know- he,
y Thi helps These investments have been nﬂwﬂ and create jobs as well as
(il ‘e supportive policy frame ' ~oming into India because of th
yment's SUpPO F 4 amework, vibrant bysines i =
# titiveness and ecaonomic influence, siness climate, rising
§7°  ernment has recently mad .
overnmen Y e numerous effo ¢
..HM..N:S& in various industries, PSUs, oil 3::.«1.«“ _.Mw.nc.“n._uﬁﬂﬂmﬂﬁnnh.am FDI
,Jrdie’s FOI inflows reached _..mnoq.n_.._n,.__n_u during 2020-21. The totol annm..,::oim
sloed o us$ 81,973 million, a 10% increase over the previous financial year
According 1o .__..n_ S\ol.& Investment ,Hn_uo_...— 2022, India was ranked ﬂ_‘.._._._l..__
gmeng the world’s major FDL recipients in 2020, up from ninth in mmw_a
Jnformation and technology, telecommunication and automobile were the major
receivers of FDI in FY22. With the help of significant transactions in m__..n
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 B3% 10 USS 27 billion,

penefi
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OVERSEAS DIRECT INVESTMENT BY INDIAN COMPANIES

» India is primarily a domestic demand-driven economy. with .ncx“nﬂ_ﬁ.o:
and investments contributing to 70% of the economic activity. With an
improvement in the economic scenario and the Indian economy ...Nno,_ﬁ-._ﬂm
from the Covid-19 pandemic shock, India is relatively well placed ._._..m_: ¥ e
rest of the world. Despite major headwinds that continue fo pose risks in
the short term, the Indian econemy has remainad sirong owing To
rabust policy measures in place.

~ This gives Indian businesses an advantage to make investments abread
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

ﬁ nations. In this manner, a mutual benefit is achieved.

—

han 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
@4ﬂ_ﬂvn1 2022.
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en the first and the seventeenth century AD

- had the largest economy of the ancient
rosperous and self-reliant and is pel;

Ad. It wos P z is believed 1t

w hz_ﬁu between one third and one fourth of the world's :dnc_:rnqw

o onomy consisted of self-sufficient villages as yw b

econ ol - ell as cities whi
lloges. cities presented more opportunities for diverse occupations
__ _._,,an.ﬁ and gainful economic activities. P .

» India is believed
and the medieval

_ cimple division of labour intertwined with attributes such

7 wraﬂmna der was the basis of A:..m structure of the villages Mwm_..mmwm% _Mwmo.

puilt-in mechanism of economic .u.:n_ social differentiation.

. Though cgriculture was the dominant occupation and the main source of
lvelifood for majority of people, the country had a highly skilled set of

artisons and craftsmen who produced manufactures, handicrafts and

textiles of superior quality and fineness for the worldwide market.

y The cerliest known treatise on ancient Indian economic philesophy

is 'Arthashestra’ 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".

A

Business Econo

—— d usi
The major facus of the work is on the means of fruitf e

r s for
land. Kautilya emphasizes the importance of robust =4 - o
an abundant harvest which will go toward filling the mﬁ_n_*.m 5 4MMn”._::1M._,. M-M mM_.n..
which were charged equal for private and m+n+n|nua:na _.qu_:_mhm »
to all and should be easily understood by the king's subjects.

c:x maintaining an

Being a multidisciplinary discourse on areas such as politics, nnmq."oa.nmm:ﬂhh__““ﬂ
strategy, diplomacy, function of the state, and the social org o
Kautilya's writings relate to statecraft, political science, economic p «.ﬁ i
military strategy. True kingship is defined as a ruler's mf_u...wn.a_:n.ﬂe: o =
own desires and ambitions to the good of his people: i.e. a king's policies shoul

reflect a concern for the greatest good of the greatest ::36@1.2« _.__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.

P

The advent of the Europeans and the British marked a shift in the economic history
of India. The period of British rule can be divided into two sub periods:

1)} The rule of East India Company frem 1757 to 1858
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 Industricl revelution in
the latter half of the 18th century, the manufacturing capabilities of Britain
increased manifold, and consequently there arcse the need o augment raw
material supply as well as the need for finding markets for finished goeds. 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 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 goods
their competitiveness.

aoods

goods

Indian los

~,
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» Consequently, the external as well as the

indigencus products fell sharply culminating in the destruction of
Indian handicrafts and manufactures.

» The destruction of Indian manufactures, mainly due to the hostile
imperic| 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.

j.\ The domage dene to the lohg established production structure had
far reaching economic and socicl 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:

!. Large =zcale unemployment and absence of alternate sources of
employment which forced many to depend on agriculture for livelihood

2. The increased pressure on land caused sub division and fragmentation
of land holdings. subsistence ferming, reduced agriculfural
productivity and poverty.

3. 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 cll the more difficult.

4. The systems of land tenure, especially the zemindari system created a
cless of people whose interests were focused on perpetuating the
British rule.

5. Excessive pressure on land increcsed the demand for land under
Tenzncy, and the zamindars got the opportunity to extract excessive
rents and other payments.

6. Absentee landlordism, high indebtedne=s of agriculturists, growth of a

class of exploitative money lenders and low attention To productivity

enhancing measures led to a virtual collapse of Indian agriculture.

N R
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We shall now have a look inte the stagnated nature of industrialisatign 4

the colonial era. Factory-based production did not exist in Indig w.._.?
1850.The 'Modern’ industrial enterprises in calonial India started g graw !
mid-19th century. The cotton milling busines: gre=w steadily throughaoyy 1+
second  half of the 1%th iy, and achieved igh .:»m_._._nq__.____..-.
competitiveness. The cotton mill industry in India had 9 million spindies .:‘:.”“ ]
1930s, which placed India in the fifth position globally in terms of nymper - |
spindles. =

|

o

" th,

cent

Jute mills also expanded rapidly in and around Calcutta in response to a moyny;
global demand for ropes and other products, and Indian jute occupied o _e..“m
share of the international market by the late 19th century. -
At the end of the 19th century, the Indian nill
in the world in terms of the amount of raow jute
addition, brewing, paper-milling, leather-making,
industries also developed during the century.

Heavy industries such as the iron incust—y were also

1814 by British capital. India’s ircn industry was rank righth seid in
terms of output in 1930. Due to progress in modern industrial enterprises, sem:
industries even reached glabal standards by the beginning of the 20th century,
Just before the Great Depression, India was ranked as the fwelth
industriclised country measured by the value of manufactured products.

ute ndustry was t

cons
matches,

n production, In i

and rice-milling |

ished as eorly o5

n werd

&d
aroest

The producer goods industries, however, did not show high levels of expensicr.
Perhaps, the maost important of the factors that led to this state of of fairs wes
the pressure exerted by the English producers in matters of policy formulaticn
to positively discourage the development of industries which were likely to
compete with those of the English producers.

India's industrial growth was insufficient fo bring in a general transformation in
its economic structure. The share in the net domestic product (MNDF) of the
manufacturing sector (excluding small scale and cottage industries) had berely
reached 7% even in 1946.Considering its slow progress, the share of factery
employment in India was also small (i.2. 0.4% of the total population in 1900 end
1.4% in 1941).
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» The Industrial Policy Pessolution (1948) envisaged an expanded role for the

of independence, India wa : i I
y At the ﬂlm:ﬁ_-n:rn people who were nxw...cncnm...._.s.rm_qs.:m?_ rural inhabited public sector and licensing to the private sector. It granted =r=te monapoly for
by :._uw.__:n.__ society characterized by NX%H.N_“_”E%—.. Peor. We had a &mm_u;__ ﬂ“._......_._.@n..n areas such as atomic energy, arms and ammunition o ~ailways, Also,
tifie 5 . e hetero : e rights to i i i i ere exclusively given to the
Mﬂ_ﬁ. with the literacy rate just above 18 ﬁnq.nn:mrnﬂﬂﬂx_uo: _Som.m m*nwn.m new investments in basic Industries were Y 9
arcly

Y. of life expectancy in 1951, India's pover 5 A
1.,._.Moan alone, but also in terms of human nnuJ.—N Was not Just in terms

of 1N

For historical reasons, the Nehruvian model whic
Rplion redistribution and industrialization d

* The policies in 1950's were guided by two =conomiz philosaphies:
The then prime minister Nehru's vizualization fo build a zocia
emphasis on heavy industry, and

2. The Gandhian philosophy of small scale and cottage industry and

-

h supported social and
irected by the state

Man to dominate the post-Independence Indian economic poli republics
.\nnlwo__.wna economic _u_n:.m:m %:& direction was at the core oM,xH.:a__n.m »,
ment strategy and the economic lici ' ~
%,__M.ﬁﬂ_w__.m_._ rapid nmo:o:.:n growth onnoﬂvrhﬂwamm s..N1m crafted to = The Industrial Policy Resolution of 1955 though provided a comprehensive
o ributive justice. Y equity and framework for industrial development, was lopsided as its guiding principle
dis supported enormous expansion of the zcope of the public sector. A natural
outcome of the undue priority for public sector was the dampening of private
for the economic nqnz.nﬁomaﬂad, of the nation in line with the socialistic discourage: thi -lastin egative consegquences for industrial
strategy. This was carried through the five-year plans which were m!u..ﬁr,m S el R i

developed, implemented and monitored by the Planning Commission.

|
:
|
i
!
1
i
1
H
i
- ing Commission of India w i ] { - : :
, The Planning as established to meticulously plan |! initiative and enterprise. For obvious reasons, private investments were
: 2
:
i
x
|
1
:
1
|
H
!
H
H
H
H
H
!
i

= —/ | % India followed an open foreign investment policy and a relatively open ftrade policy
N until the late 1950s. A belance of payments crisis emerged in 1552 causing

. It is pertinent here to have a look at the ideclogy of industrialization concerns regarding foreign exchange deplerion. Consequently, there emerged a
prevailed in the early days of independence. India’s political leadership gradual tightening of trade and reductien in investment-licensing of new
was keen on establishing an economic system in which the central investments requiring imports of copital goods. The comprehensive import
government would have authority to design the economic strategy and to controls were maintained until 1966.
carry out the necessary investments in coordination with the private |! - /
sector.

, % In the first three decades after independe (1950 20), India's average
‘Repid industrialization of the economy was the cornerstone of Nehru's annual rate of growth of GDP- often referred to as the "“indu growth rate’- was
development strategy. The concept of ‘planned modernization’ meant a a modest 3.5 percent. While agriculture was not neglected, the thrust of the
systematic planning to support industrialization. The bureaucrats ond first decade and a half was on capital goods— capital intensive projects such as
the technocrats envisioned a substantially significant role for the state dams, power plants, and heavy rialization—rather than consumer goods.
in industrialisation.

S S
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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 ogricultural development till then was reliance on

institutional model i_e. lond reforms. farm ceooperatives etc. and not
much importance was given to technocratic areas such as research and

development, irrigation efc.

» 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 aend 1967. The agricultural sector
recorded substantial negative grewth 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 ond 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 technolegies, 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.

CA Mohnish Vora (MVSIR)

> While India drastically changed its agricultural policies, the governm,
introduced extra stringent administrative controls on both trade and indusy
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.

—
p

is The worst

* The economic performance during the period of 1955-81
independent India's history. The decline in growth during this pericd js
attributed mainly to decline in productivity. The license-raj, the autarchic,
policies that dominated the 1960s and 1970s, the external shocks such as thrs
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 missad cut on the
opportunities created by a rapidly growing world eccnemy. i

[ > Many government policies aimed at equitable distribution of income and weal
effectively killed the incentive for creating wealth. Equity driven policies w
also largely anti growth. The Monopolies and Restrictive Trade Practices (MRT
Act, 1969 was aimed at regulation of large firms which had relatively lorge
market power. Several restrictions were placed on them in terms of licensirg
capacity addition, mergers and acquisitions. Thus, policies restricting t
possibility of expansion of big business houses kept their entry cway f
nearly all but a few highly capital intensive sectors.

(> In 1967, the policy of reservation of many products for exclusive manufacture
the small scale sector was initiated with the objective of promotion of sm
scale industries. It was argued that this policy will encourage lebeour-intensi
economic growth and allow redistribution of income by shifting incem
towards lower wage earners.

* However, this policy excluded all big firms from labour intensive industries @
India was not able to compete in the world market for these product
Stringent labour laws which were in place also discouraged starting of labo
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ds of early liberalisation and refor

c ns
) The SEC cially after 1985. In early 19808 gonerne, SOW"

during the

0s. : 5 : considerab|
_Nwiam in m_lm_‘mﬁ; a._ﬂmw:c:m to restore _...wnuo:nc_mmnw_ﬁﬂolw _.u.,__n._._m
.Tao&: a combination of tight monetary policy, fiscal moder +_m ability
ﬂns. structural reforms. ation and q

¢ initiatives, spanning 1981 to 1989, practical

., Thes' : : T 2 ly re
s.H_._w liberalization’ were m.vmn_?nn_:_. aimed at n_._n:mq_m:m Hn.ﬁwm_m_ 3,__3
thrust on ‘inward -oriented’ trade and investment practices nHN:nm_n_n:W

| ¢ liberalization is often referred to as ‘refor ;

_ mq.ﬂ_w_un_n.__vhﬁ.:.. d it By BBicizedmatore ms by stealth' to denote

. pespite the fact that these efforts were not
comprehensive package (as the one in 1991) o reverse the centralised
controls and the protectionist bias in policies, they started bearin
fruits in the form of higher growth rate during the 19805 as naaun_..nm.
with the previous three decades.

. The cvercge annual growth rate of GDP during the sixth plan period
(1980-1985) and the seventh plan period (1985-1990) were 5.7 and
5 8 percent respectively.

in the form of q

he early reforms of 1980's broadly covered three areas, namely industry, )
rede and taxaticn. Simultaneously, the government also embarked on a
icy of skilful exchange rate meanagement. The prominent industrial
olicy initiatives during this period directed towards removing constraints
ngrowth and creating a more dynamic industrial environment were:

|In 1985 delicensing of 25 broad categories of industries was done. This
was later extended to many others

| The facility of 'broad-banding’ was accorded for industry groups to
dllow flexibility and rapid changes in their product mix without going in
for fresh licensing. In other words, the firms in the engineering
industry were allowed to change their product mix within their existing
capacity. For example, firms may switch production between different

o |

Production lines such as trucks and car without a new licence )

\ Mohnish Vora (MVSIR) %
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U To relax the hold of the licersing and capacity constraints on larger MRT? firms,
in 1985-86, the - abave which firms were subject to M5 TF reguiations
was raisad from 20 crare ta |

O The multi; t ! were into g
(MMODVAT) tax which significantly reduced the taxation on inputs
associated distortions.

U Establishment of the Securities and Exchange Board of India (5=%1) as a non-
m._Ma_c*uQ body on April 12, 1923 through a resolution of the Government of

nadia

Q The open general licence (O6L) list was steadily expanded. The number of capital
goods items included in the OGL list expanded steadily reaching 1,329 in April
1990.

O Several export incentives were introduced and expanded

O The exchange rate was set at a realistic level which helped expand zxports and in
turn reduced pressure an farsign c<change needed for imports

O Price and distribution controls on cement and aluminum were antirely abolished.

O Based on the real effective exchange rate (REER), the rupee was depreciated by
about 30.0 per cent from 1985-86 to 1989-90. This reflects a considercble
change in the official attitude towards exchange rate depreciation

O The budget for 1986 introduced policies of cutting taxes further, lberclsing
imports and reducing teriffs.

) rrare

.o:a :.,n

~

_/

ﬁ,.\ However, the growth performance of the economy was thwerted due to

structural inadequacies and distervians, The private sector investments were
inhibited due to reasons such as convoluted licensing policies, public sector
reservations and excessive government controls. Due to reservation of goeds to
small scale sector as well as ind | distr s, the
E.?ﬂnunn?aiﬂ<__14cn__<a_.mno:wumnm?o_.:Bnr_:mﬂza.nuqaw:qu.

eXIE€I3live DMCs 17 j=2 %y centro

The public sector which led the manufacturing
inefficiency, government cor s and bur
that they were of massive
areas, their performance
refurns on investme

and service sectors was plagued by
ratic procedures. Despite the fact
Iy in their respective
and low
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= The MRTP act had many restrictive conditicns creating barriers for
entry, diversification and expansion for large industrial houses.

= Import controls in the form of tariffs, quotas and quantitative
restrictions ensured that foreign manufactures and components did not
cross the borders and compete with the demestic industries.

- Foreign investments and foreign competition were not allowed on
grounds of affording protection to domestic industries.

~ Briefly put, the rules and regulations which were aimed at promoting
and regulating the economic activities became major hindrances to
growth and development.

A
-

S/
=

> Though the reforms in 1980's were limited in scope and were without a
clearly observable road map as compared to the New Economic Policy in
1990, they were instrumental in bringing confidence in the minds of
politicians and policy makers regarding the efficacy of policy changes to
produce sustained economic growth.

~ The belief that well-regulated competitive markets can ensure
economic growth and also increcse total welfare got fostered in the
minds of policy makers.

~ In other words, the idea that government intervention in markets need
not always be accepted as ‘the standard’ and that markets should be
given priority over government in the conduct of a good number of
economic activities gained a bread acceptance.

~ Thus, liberalization in the 1980s served as necessary foundation for
the more universal and organized reforms of the 1990s,

CA Mohnish Vora (MVSIR)

THE ECONOMIC REFORMS OF 1991

India embarked on a bold set of economic reforms in 1991 under the Narsimkg
government,

1 .
The causes attributed to the immediate need for such a drastic change are:

1. The fiscal initiatives for enhanced economic growth in 1920s5 g4 4
government revenue expanditure consistantly exceeding revenue receips 7
fiscal deficit was financed by huge amounts of domestic as well as ext,r,

debt. The high level current expenditure proved clearly unsustainable and g4

manifested on extremely large fiscal deficits and adverse balance of payment;

2. Persistent huge deficits led to swelling public debT and a large proportion . {
government revenues had to be earmarked for interest payments. i

3. The surge in oil prices triggered by the gulf war in 1990 and the consequet)|
severe strain on a balance of payments. .

4. The foreign exchange reserves touched the lowesT point with a reserve of ¢y
$1.2 billion which was barely sufficient for two weeks of imports. This was tha)
major context that triggered economic reforms.

5. Tightening of import restrictions to muster forex for essential imports resultsd|
in reduction in industrial output.

6. India had to depsnd on external berrowing from the Inter ioenal
Fund which in turn put forth stringent conditions in terms of correctiva pal:
measures before additional drawings could be made.

7. The fragile palitical situation along with the crises in the economic frers)

L ballooned into what may be called a ‘crisis of confidence'.
“\I.‘ T;

The year 1991 marked a paradigm shift in the n policy referms. Thej
natien which had embraced the ‘'socialist model’, with the state playing e

averriding role in the economy had the history of the government persistenty
intervening in the markets.

- Collapse of the Soviet Union and the spectacular su
outward oriented policies were lessons for the Indian policy mokers. The

reforms instituted in 1991 aimed to move the economy toward great
orientation and external openness, i

ccess of China, based cell

er merke!

. mvsir.in
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The %n_ﬂq:. spelt a major shift in economi 8
m_q_.uu_ in approach and had two major obje
ch

p «  Privatizatj
¢ philosoph fon and
ctives: Phy and m::n_o.:m:4c_

; the economy from a .
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_..n_”i& one to a ‘market friendly' or mark ¥ Sirect

et orient
n_.%.nuu_n__._,,_.n stabilization by substantial reduction mﬂn_._“
r mé

= e

ow, the momentum for reforms origi i i+
‘uwe__“wa.n. fiscal and balance of payments nluﬂm.m;ﬂﬂnhwmoﬁn ﬁ.mn wmﬂh_v_wn_
“hoge was structured nﬂ a core package of :.E.__._o__,...q m:_uuu_.r..ﬁ
K orms 10 address the balance of payment crisis and the structurgl
%E_.:«m.

ed and highl
nnazo:..,.._.. Sy

iscal deficit,

. The palicy tnﬂ&ii *oncmaaos mr;::m from central direction te
norket orientation.

The policies can be broadly classified as :

| stebllization measures which were short term measures to address
the problems of inflation and adverse balance of payment and

2. the structural reform measures which are long term and of continuing
nature aimed at bringing in productivity ond competitiveness by
removing the structural rigidities in dif ferent sectors of the economy.

—— e
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The escalating deficit levels rendered the stabilisation efforts PAThEr Moﬁﬂ”nm_”mwﬂ__u_m.
Bringing in fiscal discipline by reducing the fiscal deficit was vital _unnna_ﬂ_-w._. e
was caused by excess domestic damard, surge in imports and The wiBen .m_n,\__._\.: an
current account deficit (CAD) which was to be financed by n_as::mnh s
reserves. This was attempted by radical measures to augment revenu

——

curtail government expenditure. Measures to this effect included:

1. Introduction of a stable and transperent tax structurs,

2. Ensuring better tax compliance,

3. Thrust on curbing government expenditurs

4. Reduction in subsidies and cbcliticn of unnecessary subsidies "

5. Disinvestment of part of government's equity heldings in select public sector
” undertakings and

Encouraging private sector participation.

In order 1o 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.

Business Economics

|

MONETARY AND FINANCIAL SECTOR REFORMS

Dras

included many measures, important among them are:

1. Interest rate liberalization and reducticn in contrels en banks by the Reserve
Bank of India in respect of interest rates chargeable on loans and payable on

deposits.

of administrative constraints that reduced efficiency.

tic 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 assers on government banks,
infroducing and sustaining competition, and deregulating interest rates. These

. Opening of new private sector banks and facilitating greater competition
among public sector, private sector and foreign banks and simultaneously removal
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Reduction in reserve requirements namely, statutory liquidity ratie
(SLR) and cash reserve ratic (CRRY) 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 Emﬁ.m.
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.

L\ -

REFORMS IN CAPITAL MARKETS

= The Securities and Exchange Board of India (SESI) which was set up in
1988 was given statutory recosnition in 1992 SEBI has been mandated
as an independent regulator of the capital market so as to create a

419&3.-@3n_._<._1o:3n_._+sr__n.::.cc_n.*nnm:»n*manv:__nn:o:o* nqmn:&m
resources and their efficient allocation.

THE "NEW INDUSTRIAL POLICY'

-

~ The 'New Industrial Poli

announced by fthe government on 24 July
91 sought to substantially deregulate industry so as to promote
growth of a more efficient and competitive industrial economy. In
order to provide grecter competitive stimulus to the domestic
industry, a series of reforms were introduced
1. The New Economic Policy put an end to the 'License Raj' by removing
licensing restrictiens for all industries except for 18 that 'related to
security and sfrolegic concerns, sccicl reasons, problems related to
safety and overriding environmental izsues’. 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, norcotic drugs and hazardous chemicals, distillation and
brewing of alcoholic drinks and cigarettes and cigars as these have
severe implications on health, safety, and environment

CA Mohnish Vora (MVSIR)

2. Public sector was limited to eight sectors based on

! L Security gnqg
grounds. Subsequently only two items remained - railway transpoms Strgs
energy |
The Monopolies and Restrictive Trade Practiczs (MR TP) Act was i |
and the provisions relating to merger, amalgamation, and takeover were MUtz
This has eliminated the need for pre-entry scrutiny of investment amn_.mn?éz
prior approval for lorge companies for capacity expansion or diyere s o od)
Many goods produced by small - szale industries have been d= - sem
entry of large scale industries.

The policy ended the public sector monopaly in many sectors.
areas reserved for public sector was narrowed down to
participation by the private szctor. Only eight
importance due to strategic and security concerns were reserved for th, . 1
sector. The changes continued and we find that now the industries reserved f.0
the public sector are only a part of atomic energy generaticn and seme ¢,
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 |
extended 1o nearly all industries except the reserved ones. FDI is Bro
only in four sectors viz. retcil trade, stemic energy. lottery busines:
betting and gambling.

External trade was further liberalised by substituting 'the positive list appra
of listing license-free items on the OGL list with the negative list approcch.
policy did away with import licensing on all but a handful of intermediate =d|
capital goods. The consumer goods which remained under licensing was made frez
10 years later. Today, except for a handful of goods disallowed cn hecit
environmental and safety grounds, and few others such as edible oil, fartiiz
and petroleum products all goods can be impaorted.

In 1990-91, the highest tariff rate was 355%. The tap tariff rate was brew?s
down to 85% in 1993-94 and to 50% in 1995-96 and by 2007-08, it hes core
down to 10% with some exceptions such as automobile at 100%

Rupee was devalued by 18% against the dollar. From 1994 onwards, all curre g
account transactions including business, education, medical and foreign trov

were permitted at market exchange rate and rupee became officially convertits
on current account

and 5, 19

The numpe: 2
: Yo ensyre |,
industries which ore of




g5 of equj )
ctor enterprises Was a very bold step. The hine .
or units were provided with greater autonomy in D.M P
Ez_n_%ol_._:_.i for professional management for m:a:l:m__"

rns. To public L

sac p
tor _:.:m._u....u 5

"~ .-ode policy reforms aimed at:
._.ﬂu_.nn:i g of quantitative restrictions on im
w.a_?,cu:m on a more 0_._..?.,61& oriented regim
ond simplification of tariffs, and

gremoval of licensing procedures for imports.

Ports and exports
¢ with phased reduction

A number of export incentives were .no:.:.._r_mn_ and new ones were initiated
for bossting exports. Export duties were removed tfo increase the
competitive position of Indian goods in the international mar
Indic still had a fixed exchange rate system, under which
pegged to the value of a basket of currencies of major tradi

the rupee was
ng 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
duol exchange rate regime. The government allowed importers to pay for
some imports with foreign exchange valued at free-market rates and
sther imports could be’purchased with foreign exchange purchased at a
|gevernment - mandated rate. In March 1993 the government unified the
wxchange rate and allowed, for the first time, the rupee to float. From

1393 onwards, India has followed a managed floating exchange rate
system.
[ S

e capital of
Constrained

ively

.

Inda has withessed vast changes over the last 31 years of economic

reforms, Changes enumerated below are only broad observations and are in
W way comprehensive.

—

~

)
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u H_.E_..n has __3n1mam_:y__
U India has progressively moved

sizenble rel

O There is an unpre - o

DA number of sectors such as aut
w:n_aw:nnn::.na_u, biotechnology, and professional services have achieved vey high
levels of international competitiveness

U Easing of trade controls has enabled «sic arccos o forian fechoo 77, inputs,
know-how and finance

U Stable foreign direct inve
investments

O India enjoys a solid cushion of foreign sxchange ~ase~ves close To sight months
of import cover. India has one of the largest holdings of international reserves in
the world.

8 Robust demand for information technology and financial services has kept the
services trade surplus high at around 3.7 percent of GDP

O Pressure on the Indian rupee is lower compared to other emerging market
economies (EMEs)

UlIncreased incomes, large demest
demand sustains the economy.

O1India is better placed than most of the emerging market economies to deal with
global headwinds

O Poverty has reduced substantially

O Reforms led to increased competition in sectors like banking, insurance and other
financial services leading to 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 achieved

QO Value-added share of egriculture
over the past four decades.

O India’s financial sector has also deepened considerably due to
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).

its economy
towards a - economy, with a
in gavernment's market intzrvention and controls

o components, telecommunications, software,

ztment inflow

and Fign  port

c markzt and

and

has declined steadily

increased financial
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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 ond graphical |;
presentation present data on GDP growth rate post 1991 reforms.
Year GDP Growth Year GDP Growth
(Annual %) (Annual %) 1
1991 1.056831 2006 8.060733
1992 5482396 2007 7.660815 ||
1993 4.750776 2008 3.086698 NITI AAYOG: A BOLD STEP FOR TRANSFORMING INDIA
1994 6.658924 2009 7.861889 :
1995 7574492 2010 8.497585 | ; = IJ
o, mﬁv For nearly sixty four years, the Planning Commission of India - a powart
1996 7.549522 2011 5.241315 : advacate of public investment-led development - was one of the most imparize
1997 4.049821 2012 5.456389 : institutions within India's central government.
1998 6.184416 2013 6.386106 3 ew ideologies of the neoliberal era with their centre of attention en meriy
|| FEhen g lellof th d the coll f th
] orientation and shrinking roles of the government and the collapse of the plernry
1299 b s SR i system called for a change in the nature, composition and scope of instituticns =
2000 3.840991 2015 7.996254 governance.
2001 4623966 2016 8.256306 _ = On 1st January 2015, the apex policy-making body namely Planning Commissizn
2002 3.803975 2017 6.795383 was replaced by the National Institution for Transfoerming India (NITI) Acye
2003 7.860381 2018 6.453851 _ * The major objective of such a move was to 'spur innovative thinking by objectit
2004 7.922937 2019 3.737919 ‘experts’ and promote 'co-operative federalism' by enhancing the voice e
] influence of the states’. NITL Aayog is expected to serve as a 'Think Tenk' ¢f
2005 7.923431 2020 6.55608 ; the government. [and] a 'directional and policy dynamo'.
2021 8.681229 i
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Ayog will work towards the following objectives;

a shared vision of national development

ve iorj
Mﬂw_e.nm_.nm with i“,n onimnnhz,..o?namﬁ of States, | €S, Sectors
sster coopera _.¢__h ederalism  thraygl 3
2 T ___u:_nﬁ__ ves and mechanisms with the States o mh _.”Mﬂﬂwnn_ support
in o zing that m:..ozm states make a strong nation, uous basis,
.ﬁ_.ﬂ develop mechanisms to formulate credible plans at the yi))
3 I o regate these progressively at higher levels of mo<n.,:3nnmn fevel
W To ensure, on areas »33 are specifi .n.__.... referred to it, that ___”*.e.
¢ national uwﬂ.:._.j\ are incorporated in economic Strategy and poli i
', o pay special oﬁ.,—n._._ﬂo: to the sections of our society that ma M.,\
| iy of not benefiting adequately from econamic progress, yhent

design strategic and long-term policy and progr

6. n.__._._o Fini :.m_:.,_ﬁm. n:m, monitor their progress and 4nmﬂ.mnn..nﬂﬁ.wnﬂ1namio_.rm

To provide advice and encourage partnerships between ke

ﬂnrmro_n_nﬂm and :n*_o:n_.nzm international like-minded think tanks nw.

" wellos educational and policy ...nmno1n_._ institutions. !

§. To creafe a knowledge, innovation and entrepreneurial support
system *:wo_._m_._,n collaborative community of national and international
experts, practitioners and other partners.

9. To offer a platform for the resolution of inter-sectoral and inter
deportmental issues in order to accelerate the implementation of the
development agenda.

10,To maintain 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-
helders.

I, To actively monitor and evaluate the implementation of programmes
ond initiatives, including the identification of the needed resources so
as fo 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.

3.To undertake other activities as may be necessary in order to further
the execution of national development agenda, and objectives
ﬂ.a_.":a:nn. above. *NITI Aaayog _._443“\\:__:.mo,...ﬁ_:\ogmnj{ﬂ-n:m-

eatures
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~ The key Initiatives of NITI Aa are: ,

1. 'Life' which envisions replacing ﬂm..mw_uﬂwcn_mi. ‘use-and-dispose  economy
The National Data and Analytics Platform (NDAP) facilitates anel, improves
access to Indian government data

. Shoonya campaign aims to improve air quality

N
u
deployment of electric vehicles ”

4. E-Amrit is a one stap dastiration for all information on electTic
5
[}

n India by accelerating the

veNICias

. India Polley Insights (IPI) A t b
‘Methanol Econamy' progromme is aimed at reducing fneid = ail e B i
greenhouse gas (GHG) =missions, and converting coal reserves s municipe
solid waste into mathane!, and

7. 'Transforming India's Gold Merkat’ constituted by NITI Aayog to 1n.no:..:.__n:n_
measures for tapping into the potential of the sector and provide a stimulus 1o
exports and economic growth.

out the weaknesses of the system.

There are arguments put forth by experts ab
s not produce national plans, contrel

They argue that NITI has a limited role: it doe plans, cont
expendifures, or review state plans. The major sharfeeming of NITL is ifs
exclusion from the budgeting process. It alss lscks outonomy and balance of
power within policy making apparatus of the central government. The *nn.a_ab*_oa.om
the Planning Commission has strengthened the hand of the Ministry of Finance, with
its ‘fixation on near-term macroeconomic stability and The nctural instinct to limit

,er to perform as a

expenditure’. But NITI lacks the inceapancence and

‘counterweight’ to act as a "voice of develepment” 2o

| THE CURRENT STATE OF THE INDIAN ECONOMY: A BRIEF OVERVIEW

=

economic phenomena and the dynamic nature of

On account of the enormity of the
date and comprehensive

economic variables, it is not possible to have an up-fo-
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 end fertiary.

mvsir.in
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THE PRIMARY SECTOR ("As per the economic survey, 2022-23, agriculture remained robust,
« Peg

growth of 3.5 per cent in 2022-23, driven by buoyant rabj

Ording

g
activities. The performance of the nm1_.n.:_4c1m and allied sectors ron.“_ﬂmm angd o

~ Agriculture, with its allied sectors, is indisputably the largest source of over the past several years, much of which is on account of the 3«85%: by, &
livelihood in India. Till the end of 1960's, India was a food deficient the government to: LT

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
coftton.

~ It is the second-largest producer of fruits, vegetables, tea, farmed
fish, cotten, 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 (GVA) of India, it continues to
grow in absolute terms.

j vy
—

» augment crop and livestock productivity,

> ensure certfainty of returns to the farmers through price e
Minimum Support Price (MSP) of all 23 mandated crops is fixed E.H..mﬂ._ _Em
all India weighted average cost of production) ) Times

» promote crop diversification,

~ improve market infrastructure through the impetus provided for the Setting o
of farmer-producer organisations and "y

» promotion of invesiment in infrastructure facilities through the Agriey
Infrastructure Fund.

India has achieved a remarkable shift from a food deficient and import deperdsy
nation during the early nineteen sixties to a food exporting nation. Indiq 8 ere

the top ten exporters of agricultural products in the world. Export of agricyh

and allied products has witnessed significant increase during the last few years urd |
touched an all-time peak of Rs 374611 crore during the last one year. Exxem: .

agricultural and processed food products rose by 25 percent within six mey
of the current financial year 2022-23 (April-Septrember) in comparisen o 1
corresponding period in 2021-22. Agricultural and Processed Food ExeAl
Development Authority (APEDA) is entrusted with the responsibility of ex!
r(vﬁu_dn._,__o_._ of agri-products. I

ﬁ According fo the latest estimates, 47 per cent of India's population is
directly dependent on egriculture 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 recched 315.7 millicn tonnes in 2021-22. Private
investment in aogriculture has increased to 9.3% in 2020-21. (Source:
Handbook of Statistics on the Indian Economy, 2021-22)

CA Mohnish Vora (MVSIR)

= A number of liberalization measures are adopted by the government T}
Government of India has allowed 100% FDT in marketing of food products &< 4
food product E-commerce under the automatic route. Considering the dvesd
needs of the agricultural sector and the larger farming community, o Kl
number of interventions are undertaken by different governments.

= A few such recent measures are:

ki B ooty LY A il s 40 T




—opport 10 farmers through ppy KISAN
e * v H
T ¢ inimum Support Price (MSP) at ohe-
_w“_,_au:na_.u:
A9 tional credit for agriculture sect
:ﬂ of the National Mission for Edi
__h‘_m__o._n:a (PMFBY) - a novel insur
ﬂmz_._na mcin:.:m._nmomu _oum..\o_o_.:nmn
L r Integrated Development of Horticy
,..“u__ﬂ m_.wci_: of the horticulture sector i (MIDH) for the
_.‘w_q.w._o__.. of Soil Health Cards
L mparagat Krishi Vikas Yojana (PKVY) supporti "
ﬁ“ﬂwn«ow“_.._.:m. and improvement of soil :muo_+r.“u_u fing and Promating
.»m\\.. Infrastructure T”_:a. a 3@&:3 / long term debt *mznsnm:m facility
‘o investment in  viable Projects for post-harvest management
Infrastructure and community farming assets
jremation of Farmer Producer Organizations (FPOs) to ensure better
“eome for the producers through an organization of their own,
fer Drop More Crop (PDMC) scheme to increase water use efficiency
"ot the farm level
jsetting up of Micro Irrigation Fund

atives towards agricultural mechanization

J5etting 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,

and-a half times the cost

JIntreduction of Kisan Rall for improvement in farm produce legistics,
ond

ICreation of a Start-up Eco system in agriculture and allied sectors

pespite phenomenal increase in output of both food crops and commercial
rops, Indian agriculture faces many issues such as:

HIndian agriculiure is dominated by small and medium farmers. Smell and
fragmented landholdings, low farm productivity and subsistence *113:6
result in very lit1le marketable surplus and the noaﬂhcgﬁ‘ _Dc..,n_-. _-.-nc_.:ﬁ
“vels of the agriculturists, These also reduce their ability to
participate in the domestic as well as export market

(MVSIR)
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5 H:nﬂnnumzu uﬂMwwRﬂ intensive,

and wastefy| agricultural practices lead to

. many parts of the country,

O Inadequate Agro-processing infras
value chains from Producers to c_.\
agricultural diversifi

r-value

ion of enviranmentalls su
farm ‘technology Y

2 Poer adoption of new g
3 Lopsided marketing pr
- Complexities associat

— High food price volatility

< Heavy dependence on mansoons and lozs
of nature

gricultural technel

JIssues related to marketin
- Inability to tap the full export potenti
products

A Inability to effectively channelize hug
alternative profitable destinations

-l Inadequate post-harvest infrastructure
- Incidence of poverty and malnutriticn

chemicals and petrochemicals,

industries and tourism.

structure are essential .
development of a robust manufacturing

* On water resg

tructure aond failure fo build competitive
I ban centers and export markets - Sluggish
ification to highe

actices and ineffecti
ed with adaptation te

g9 and warehousing of agricultural products

THE SECONDARY SECTOR

-~ The Indian industry holds a significant position in the Indian economy
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,

il and natural gas, food processing, mining,
defence products, textiles, retail, micro, small & medium enterprises, cottage

The share of informal secter in the economy is more than 50% of EVA. _....n:":...,_d
industrial growth of domestic industries and diversification of industrial
elements for sustainable economic growth. The

Business Economics

cereal centric and regionally biased.

curces and sail fertility C:un_.m:iw_.n
desertification and land degradation in

commodities

inable and climate resizstent new
cgias

ve credit delivery

climate change disturbances

of crops and livelihcod due to vagaries

zl of primary as well as value added

e surplusez in some commodities to

and management practices

sector is a key priority of the Indian

mvsirain
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roduction measures the output of businesses

3 ial
O1In India, industria nmmn_dﬁ O e e onamy:

integrated in industrial

i ts for 78

i is the most important sector and accoun .

- Zg:ﬁwnwwﬂﬁmah preduction. The manufacturing GVA at current prices
oy 7 billien in the third quarter of financial

imated at US$ 77.4 ]
ﬂ_nnuuﬂn.mww.mn_numm and has contributed around 16.3% to the nominal GVA

during the past ten years.
O In 2022- 23 (until September 2022), the combined index of eight core

industries™ stoad at 142.8 driven by the production of .aon_. refinery
products, fertilizers, steel, electricity and cement industries.

O In Jan 31, 2023 the Manufacturing Purchasing Managers’ Index (PMI)
in India stood at 55.4. India's rank in the Global Innovation Index
(6II) improved to 40th in 2022 from Blst in 2015.

|

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 boest industrial

different governments from ftfime to
performance,

(65T) on 1 July 2017 as a

O Introduction of goods and services tax
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 corperate 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.

=
("The Department for Promotion of Industry and Internal Trade (DPIIT)

)

is a 'Vocal for Local’ initiative launched in 2014 to
r innovation, build nxnm.:ni. infrastructure and may
design and innovation. Make in India 2 oy

O 'Make in India’
investment, foste

hub for manufacturing, ) e
o” 27 sectors, which include 15 manufacturing sectors and 12 ..a_uz.n._a.?

. ing Business’ with key focus areas as simplification o -

QMﬂM:M__MnWMo:w of legal provisions, digitization of government uHoMM”ansx,
decriminalization of minor, technical or procedural defaults. Indig qn_.__ann trg
the World Bank's annual Doing Business Report (DBR), 2020 as against wwm.w.;
in 2019 registering a jump of 14 ranks. e

0O The National Single Window System is a one-stop-shop for investor "
approvals and services in the country and aims to provide continuoys facil
and support to investors. :

OPM Gati Shakti National Master Plan to facilitate data-based decisions Felgs,
to integrated planning of multimodal infrastructure, thereby reducing _SEM
cost.

O National Logistics Policy (NLP) launched in September 2022, aims tq |gye, P
cost of logistics and make it at par with other developed countries, s

O Keeping in view India's vision of becoming ‘Atmanirbhar’, the Production Linieay
Incentive (PLI) Scheme was initiated in March 2020 for 14 key Sectors 4
enhance India’s manufacturing capabilities and export competitiveness. m.w
Scheme is now extended for white goods (air conditioners and led lights).

O Industrial Ceorridor Development Programme: Greenfield Industrid
regions/areas/nodes with sustainable infrastructure and to make available - .
and play' infrastructure at the plot level. e

O FAME-India Scheme (Faster Adoption and Manufacturing of Hybrid erd
Electric Vehicles) to promote manufacturing of electric and hybrid vehs,
technolegy and to ensure sustainable growth of the same.

U'Udyami Bharat’ aims at the empowerment of Micro Small and Medin
Enterprises (MSMEs).

OPM Mega Integrated Textile Region and Apparel (PM MITRA): to enswr:
world class industrial infrastructure which would attract cutting s
4Nnr:.o_om.w. and boost FDI and local investment in the textiles sector.

Q Opening up for global investments: To make India a more attractive investmant
destination, the government has implemented several radical and trensformatn
FDI reforms across sectors such as defence, pension, e-commerce activities

etc,
B,

facil,
2 Ing,

elatyy
Mt
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cent FDI under automatic route is permitted for

the sale of

100 P ool mining activities, includ associ
a eodl. ,.ﬂﬂw.:n_& and for insurance _.:..m_..Bma_n_.__Wu. moeilel pagcessing
nfros Investment Promotion Board (FIPB) was abolished in May

1&&16: new regime namely Foreign Investment Fac) i
S o i e U e e i S e
(" ) " "¢DI opprovals has been simplified. 853 Fp1 o G af

:._n.ﬂm.‘ off in the last 5 years. FDI has increased ._r_.zﬂn..n_. _.u were
"+ came into _ummﬂm..._.. 5 y 39%

.o of Duties an axes on Export Products (R o
ssion replace the existing MELS ?_....wq..u_..ﬁ:n___wﬁH _mav_wh..umn Mmmu

o Scheme) to boost exports. It provides for rebate of all hidden
In state, and local duties/taxes/levies on the goods exported
ot been refunded under any other existing scheme. porte

jves fowards fosTehing _,3496103 include  incubation
iholding, funding, industry-academia partnership and Bn:*num?._m

hana 4 .
~d strengthening of Hwb regime. .
a Hozuan_ Logistics Policy (NLP) is comprehensive policy framework

for the Logistics Sector. g

3 Start-up India Programme acts as t..m facilitator for ideas and
innovation in The country. India’s rank in the Global Innovation Index

(611) has improved from B1st in 2015 to 40th in 2022.

0 Public Procurement (Preference to Make in India) Order, 2017

gives preference to locally manufactured 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 infegrate new
technologies such as cloud computing, IoT, machine learning, and
artificial intelligence (AI). The National Manufacturing Policy which aims
to Increase the share of meanufacturing in GDP to 25 percent by 2025
isa step in this direction.

A Mohnish Vora (MVSIR)

b A T

rt Book Business Economics

India is an attractive hub for farmign investments i the manufacturing sector
Over :..m, last few years, FOT equity inflaws in the manufacturing sector have been
progressively rising. Indin cantinues to npen up its sectars to global investors by
raising FDI limits and remaving requlatory barriers in addition to developing

infrastructure and improving the business emoronment  According  to the

Department for Promotion of Industry and Irternal Trade (DPIIT). India recerved

a total foreign direct investment (FOT) nflow of USS 58 77 n 2021-22

M_.__mwm are many challenges to the industrial sector: a few of these are enumerated
elow:

D Shortage of efficient infrastructure and manpower and consequent reduced

factor productivity.

O Relionce on imports, exchange rats volatility ond associated time and
overruns

QO The MSME sector Is relatively less Ffaworably slaced in terms of credit
availability.

O Industrial locations established without rzference fo cost-effective pown

tend to experience unsustainable cost structure.
0 Heavy losses, inefficiencizs, lower
plaguing public sector industries.
0O Strained labor -management relations and loss of man
O Lower export competitiveness, slowing sxternal demand and mposition of no
tariff barriers by other countries.
O Global supply chain disrupticns and uncertanties.
O Inflation and associated macro economic Jdevel
escalations and lower demand.
O Global slowdown and related negative sentiments affecting investment.
O Aggressive tightening of menetary pelicy and increases in t of credit
O High and increasing fuel prices, and
O Mounting presence of infermal secter.

¢+ and

hours,

sments leading to input cost
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CHAPTER 10 - INDIAN ECONOMY
» The service sector refers to industry producing intangible goods viz. Sery
as output. The services sector is the largest sector of India & accounts

53.89% of total India's GVA. The Gross Value Added (GVA) at current prices .mus.
the services sector is estimated at % 96.54 lakh crore in 2020-21. S

THE TERTIARY SECTOR

the post « is the

M._nﬂmﬁﬂwwc".ﬁ_n_ﬂmﬂmﬂ” MH“J\_,.: ,m,ar.?‘_:. in generating growth of income
d employment. Unlike the usual economic development process of :n:.o:m
oot ol Sl ~owth has led to a shift from agriculfure to industries,
—.«Tﬂuﬂ An_—..._...__..o“.:.“._,._l_ﬂ....r( hnn.w.._h to the sccondary sector, India has the unique
oﬂ“vnﬂﬂznnaﬁm bypassing the secondary sector in the growth trajectory by

a sttt from og sulture to the services sector

» The service sector is the fastest growing sector in India and has the r.m_._ﬂ_m,
labour productivity. Both domestic and global factors influence the growth of thel
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. f

The production and consumption of information-intznsive sarvice sctivities sy

v

: as computing, accounting, inventery mancgement, n:a“ﬂ.,\ contrel, persorn.
; : ; administration, marketing, advertising and lzgal services has increased manifqld
Whelesale:dil retfil Trodgjond repair of BEhigs due to application of state- of the- art information technelogy.
['2. | Transportation and storage i g :
; . ik > Services sector growth can also complement growth in the manufacturing szctor,
3. Accommodation and food service activities The start-ups which have grown remarkably over the last few years moss!
4. Information and communication \__belong to the services sector. [
i tiviti D
5 Fmoncxd and inticoncs activities 1VH..E:.”_ is among the top 10 World Trade Orgenization (WTO) members in _
6. | Real estate activities service exports and imports. India's services exports at US$ 27.0 billion
7. Professional, scientific and technical activities 1mno.1n_nu robust growth in November 2022 due to software, business, and d.u,__aw
services. )
8. | Administrative and support services » While exports from all other sectors were adversely affected, India's services
9. | Public administration, defence and compulsory social security exports have remained 1nwm.:m_._+ during the Covid-19 _un:anﬂmm. The reesons cre.
: : the higher demand for digital support and need for digital infrastructure
| 10. | Education modernization.
[11. | Human health and social work activities ) / ]
(2. | Art S a = | # The Indian services sector is the largest recipient of FDI inflows. FDI equity
| 26+ | Artsseotertainmentsdno recreation i|  inflows inta the services sector accounted for more than 60 per cent of the total
| 13. | Other service activities : FDI equity inflows into India. }
it s T : ; _
14, \ Activities own__ :o.cunrn__n.m. as employers, undifferentiated goods and i = _nwmnmﬂcﬂ_nunmwﬁhw MﬂnﬂUWnﬁnﬂrM m“_mow nN_Mu ﬂﬂnﬂﬂ Mﬁw.h:ﬂ..w_wnwomm H.M:m%u.w_m m”nmmwﬂmm |
I mnn._q.:.nw.m producing activities of households for own use i India received the highest-ever FDI inflows of US$ 84.8 billion including US$!
Activities of extra territorial organizations and bodies ' 7.1 billion FDI equity inflows in the services sector. _.




: isation of investment in i
he ___un:u__.nn_ various
n:h:1n~+_._nm nnﬂa_Znn_ 100 per cent foreign
25 t ation services z.a,ocm_.. the Automatic Raute ingly
g0 smmy infrastructure providers.

indusi

. ceiling in insurance companies was also raised from 49 to 74 per

he Government, such

undertaken by ¥ . as the launch o
.\_.._nn.h:“n_hm__:m_n-rﬁzmoi system and n:_..n_._mn:._n:+ in the FDI n*n_,”m”a
um_: the automatic route, have played a significant role in ._"on___:nzzm

nt.

CONCLUSION

tndia Development Update (IDV) of the World Bank published i

r hﬂmmrvm_. 2022, observes ;E, India rnn._ to face an cscmﬁnz_.w nrn____n:m_.sm
external environment ,.qazos.:._m H_.rn Russia-Ukraine war, increased crude
oil and commodiTy prices, Vn_.m_u._.n:”_. m_ownq.ud_uvrx disruptions, tighter
financial conditions and high domestic inflationary pressures,

', Despite all these, the recl m.U_u of India grew by 6.3 percent in July-
september of 2022-23 driven by strong private consumption and

{nvestment.

. The report observes that India's economy is relatively more insulated
from global spillovers than other emerging markets and is less exposed
to international trade flows on account of reliance on its large domestic

markef.

» As such, compared to other emerging economies, India is much more
resilient to withstand adversities in the global arena.
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