Macro Economics

CHAPTER 1

INTRODUCTION TO MACRO ECONOMICS
1.1. Introduction

In this chapter we will discuss:
· Meaning of Macro Economics

· Development of Macroeconomics 

· Objectives of Macroeconomics 

· Instruments of Macroeconomic Policy 

· Basic Concepts in Macroeconomics 

1.2. Micro and Macro Economics

Economics can be broadly divided into microeconomics and macroeconomics. Microeconomics is the study of the economic system from the perspective of households and business firms; it focuses on the nature of individual consumption and production units within a particular market or economic system. On the other hand, macroeconomics deals with the overall performance of the economic system; it focuses on issues such as unemployment, inflation, economic growth and other problems, which affect the economy as a whole.
Macroeconomics can be defined as that branch of economic analysis which studies the behavior of not one particular unit, but of all the units combined together. Thus macroeconomics is a study in ‘aggregate.’ Professor McConnell defined both macro and microeconomics. According to him, “the level of macroeconomics is concerned either with the economy as a whole or with the basic sub divisions or aggregates - such as governments, households and businesses - which make up the economy. In dealing with aggregates, macroeconomics is concerned with obtaining an overview or general outline of the structure of the economy and the relationship between the major aggregates, which constitute the economy--- In short; macroeconomics examines the forest, not trees. It gives us a bird’s eye view of the economy.”
On the other hand, microeconomics “is concerned with specific economic units and a detailed consideration of the behavior of these individual units”. When operating at this level of analysis, the economist figuratively puts an economic unit or very small segments of the economy under the microscope to observe the details of its operation. Microeconomics is useful in achieving a bird’s eye view of some very specific components of our economic system.”
Microeconomics is the study of decisions that people and organizations make with regard to the allocation of resources and prices of goods and services. Microeconomics also takes into account various policies like tax policies and government regulation at the individual level and at the firm level. Thus it encompasses supply and demand, and other forces that determine price. It helps to analyze the reasons for variations in price due to increase or decrease in supply, and the factors influencing the demand and supply. For example, the microeconomic concept analyzes why an increase in the number of pizza joints in one particular area would cause lower pizza prices in that area.
Although micro and macroeconomics appear to be different, many issues like production, pricing, unemployment and inflation are dealt with in both. For example, increased production of agriculture sector affects the prices. This is a micro level issue at the firm’s level. It becomes a macro level issue when the increased production increases employment opportunities in the economy. Thus we can see that each economic activity has its impact at micro and macro levels.
We can recapitulate our understanding of micro and macroeconomics as given below;

	Micro Economics
	Macro Economics

	· Like study of a tree
	· Like study of forest

	· Studies economic phenomenon from the perspective of individual entities
	· Studies economic phenomenon from the perspective of entire economy or a particular sector of economy

	· Deals with individual economic entities like consumer, firm, factor of production, etc. 
	· Deals with aggregates like National Income, Foreign trade, Inflation, Unemployment, Balance of Payment, etc.


Through the study of Macroeconomics we try to find answers for following types of questions;
· What is economic growth? 

· How can a country increase its economic growth rate? 

· What is national income? 

· How is it measured? 

· What is a inflationary trend? 

· What are the sources of inflation? 

· How can inflation be controlled? 

· How is the growth of an economy related to the rate of unemployment? 

· How can unemployment be reduced? 

· How is a nation’s economy related to international economy? 

Macroeconomics attempts to answer such questions.

1.3. Development of Macroeconomics
Macroeconomic analysis is a relatively recent development in the field of economics. Before Keynes published his revolutionary The General Theory of Employment, Interest and Money in 1936, there was only one school of economic thought – the Classical School. Classical economists focused only on microeconomics, believing that market forces or price mechanism would automatically guide an economy to full employment within a relatively short period of time. However, the prolonged high unemployment rates that gripped western private enterprise economies during the 1930s, which is called the Great Depression undermined this belief. Keynes’ book, published in response to the Great Depression, led to a new way of looking at the economy. Though Keynesian Theory successfully explained the cause of large-scale unemployment in the 1930s and formulated effective policy prescriptions, it did not put an end to the further development of macroeconomics. New and different reconstructions of the Classical Theory began appearing, especially in the 1950s, from the Neo-classical school of thought. 

After World War II and until 1980, economic policies were primarily aimed at countering inflation and unemployment. Whenever unemployment levels rose, governments used liberal fiscal and monetary policies; and whenever inflation levels rose, they tightened their monetary and fiscal policies. 
This led some economists to argue that economic policy had become concerned only with short-run management of aggregate demand. Some of them proposed a fixed money growth rate to address issues like inflation and unemployment. These economists were called Monetarists because of the importance they gave to money as a determinant of economic activity.  In the 1970s, a new theoretical approach, which had its foundations in Classical Theory was developed. The major principle behind this New Classical Economics approach was the theory of Rational Expectations.
In the 1980s, a new school of economic thought called supply-side economics gained prominence. Supply-side economists stressed the importance of providing incentives to people to work and save, and proposed reductions in tax rates to spur economic growth. 
1.4. Objectives and Instruments of Macroeconomics
Macroeconomic analysis attempts to study and explain why macroeconomic problems like unemployment, inflation, business cycles etc. exist in an economy and how these problems can be tackled. Before studying macroeconomic theory and policy, it is necessary to understand the macroeconomic objectives of the economy. Without definite goals in place, macroeconomic policy formulation and implementation will be aimless and ineffective. Macroeconomic policies operate within a framework of goals and constraints.
The core objectives of macroeconomic policy are achieving:
· High level of output (GDP) 

· Full employment 

· Price stability 

· Sustainable balance of payments 

· Rapid economic growth 

Generally, economists measure macroeconomic performance by examining some key economic variables – gross domestic product (GDP), unemployment rate, and inflation. 

1.4.1. Gross Domestic Product (GDP)
An economic activity is ultimately aimed at providing the desired and necessary goods and services to the population. The GDP is the most comprehensive measure of the value of economic activity in an economy. It is the measure of the market value of all goods and services produced by factors – labor and property – located within the boundaries of a country, during a specified period of time; in general, annually. There are two variants of GDP – nominal and real. Nominal GDP, when adjusted for price changes (i.e. inflation) gives the real GDP. Estimates of GDP (or national product) are considered as the best indicators of the economic performance of a country, both in the short-run and the long-run.
During the Great Depression of the 1930s, the real GDP of most advanced countries declined sharply. But, during World War II, GDP growth in these countries revived.

The world witnessed recessionary trends in 1975 and 1982, and steady growth between 1982 and 1996. Once again in 2000-01, the world economy slowed down. After the September 11 terrorist attacks, growth rates fell further. In India, the GDP growth rate dropped to 5.2 percent in 2000-01 from 6.4 percent in 1999-2000. However, despite fluctuations in the short run, most of the world’s economies have recorded a steady growth in real GDP in the recent past. Interestingly, the rich, developed countries show a lower growth rate than developing countries like India and China. However, since beginning 2007, in the aftermath of sub-prime crisis in USA, there is a general downturn in developed economies and in 2008 it has spread to developing countries like India and China also.
Potential GDP is the maximum output an economy could produce when all its available resources are fully employed. It is also known as the full employment level of output. At potential GDP level, an economy enjoys low unemployment rates and high production levels. The Potential output of a country is determined by the availability of inputs (i.e. land, labor, capital) and the country’s technological competence. Potential output increases with the increase in inputs and technological advancements. Since inputs such as labor and capital, and level of technology change very slowly over a period of time, potential GDP tends to grow steadily but slowly. In contrast, actual GDP is influenced by business cycles and often changes sharply from year to year.
Macroeconomic policies – fiscal and monetary – quickly affect actual GDP, but act slowly on potential output. Actual GDP diverges from potential GDP during business cycles. The amount by which actual GDP falls short of potential GDP is called the GDP gap. The GDP gap indicates the intensity of a business cycle. If actual GDP is greater than potential GDP, the economy is said to be experiencing an inflationary output gap. If actual GDP is less than potential GDP, the economy is said to have a recessionary GDP gap. The objective of macroeconomic policies is to minimize such gaps and increase potential GDP in the long run. 

1.4.2. Full Employment 
Ensuring full employment to its citizens is one of the primary goals of any government. The best way to alleviate poverty is to provide gainful employment to the poor.  The minimization of the unemployment rate is an accepted goal of macroeconomic policy. The Unemployment rate is defined as the percentage of labor force that is unemployed in an economy.
Business cycles affect on unemployment rates. During a recession, when output falls the demand for labor falls and the unemployment rate increases. In contrast, during a boom, the unemployment rate falls as the demand for labor increases.  By ensuring stable economic growth and sufficient employment opportunities through macroeconomic policies, the unemployment rate can be maintained at low levels. 

1.4.3. Price Stability 
Movements in the price level are of great concern to policy makers and ordinary citizens.  Prices determine the purchasing power of money incomes and hence have serious implications for living standards. 
Inflation is a rise in the general (or average) level of prices in an economy. The inflation rate refers to the rate of change in a price index – usually the Wholesale Price Index (WPI) or the Consumer Price Index (CPI).  During inflation, the purchasing power of money is eroded. 
Deflation, or a negative rate of inflation, refers to a decline in the general level of prices. An extreme form of inflation, where prices rise by thousands of percentage points in a year, is called ‘hyperinflation’. Hyperinflation was experienced in Weimar Germany in the 1920s, Brazil in the 1980s, and Russia in the 1990s and Zimbabwe in 2008. Due to hyperinflation, prices in these countries rose steeply and the price system collapsed completely. 

Historical evidence shows that rapid price changes disturb the economic decisions of companies and individuals. When the value of a currency falls, people prefer to hold real assets rather than cash. Taxes become unpredictably unstable, and people lose confidence in their currency.  It usually causes slowdown in economic activity and increases unemployment. Thus, the objective of macroeconomic policies is to achieve/reach stable or gently rising price level that falls between deflation and high inflation.
In India, a downtrend in the annual rate of inflation began in of 1998 and continued to 2000. The inflation rate dropped to international levels of two to three percent for the first time in decades. During 2008, inflation rose to a maximum of 13 percent, due to increase in commodity prices and a sudden spurt in oil prices. 
1.4.4. Sustainable Balance of Payments
A country’s Balance of Payments is a systematic record of all economic transactions between that country and the rest of the world. As a result of globalization, transactions among countries have assumed greater significance. These transactions consist of the import and export of goods and services and lending, borrowing and investing in foreign countries. Countries monitor their foreign trade closely. One important indicator of foreign trade is net exports, which is the difference between the value of exports and the value of imports. It is also called the “Balance of Trade”. Negative net exports indicate that imports exceed exports. In contrast, positive net exports indicate that exports exceed imports.
International trade helps nations improve efficiency and promotes economic growth. A dramatic reduction in the costs of transportation and communication and the removal of trade barriers, has integrated world economies. Governments are now paying greater attention to their international trade and exchange rate policies. Policy makers must clearly understand the implications of globalization, and develop strategies to gain competitive advantages for their countries. 

1.4.5. Economic Growth
Every country desires to have a high rate of economic growth. A country’s economic performance is often judged on the basis of the rate of growth it achieves. Economic growth usually refers to :
i. An increase in the production possibility curve or schedule, which results from advances and improvements in technology and increases in factor inputs; or 

ii. A growth in real output (GDP) or in real per capita output (this shows how rapidly the standard of living of the population is improving). 

Growth rates in real output and real per capita output are related to each other through a third growth rate viz. population growth rate. If the GDP is growing at g% per annum and population at p% per annum, per capita GDP must be growing by
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The average rate of growth of the world's real GDP in the last 100 years (1900-2000) has been 2-3% but the rate has not been steady; it has been characterized by several ups and downs. 
The objective of macroeconomic policies is to increase economic growth to as high a level as possible. 

1.5. Instruments of Macroeconomic Policy
What does the government do when unemployment is rising and GDP is falling, or economic growth is declining, or the country is facing a balance-of-payment crisis? 
Governments use macroeconomic policies to achieve their economic objectives. These policies influence economic activity and thus help government attain macroeconomic goals. Economic policies include:
· Fiscal policy 

· Monetary policy 

· Exchange rate policy 

· International trade policy/ Export-import policy 

· Employment policy 

· Prices and incomes policy 

Table 1.1 given below shows some of the objectives of governments and the instruments that can be used to achieve those objectives.

Table 1.1

Macroeconomic objectives and Instruments

	Objectives
	Instruments/ tools

	High output level Low 
	Monetary policy

	Reduce unemployment rate
	Fiscal policy 

	Stable price level
	Exchange rate policy

	Maintenance of Balance of Payments
	International trade policy

	Steady economic growth
	Prices and Incomes Policies Employment Policy


1.5.1. Fiscal Policy 
Fiscal policy refers to the policy of the government with respect to its spending (or expenditure) and mobilization of resources (an important source of revenue being taxes). Government expenditure consists of purchases and transfer payments. Government purchases refer to spending on goods and services such as the construction of roads and dams, salaries to public servants, etc. Transfer payments refer to payments of money by the government to some select groups in the form of financial assistance (e.g. payments made to the elderly or the unemployed). Government spending has a positive effect on the overall spending in the economy and thus influences the GDP level. Government, therefore, uses its spending as a tool to control the level of economic activity in the country. 
Taxation is another important instrument of fiscal policy, which affects the economy in two ways. Changes in the tax structure have a direct impact on people’s disposable incomes (i.e. total income ‘minus’ tax payment), which in turn affects the amount they spend on goods and services and the amount they save. An increase or decrease in private consumption and savings affects the overall output and investment in the economy in the short as well as the long run. 
Taxation also affects the prices of goods and services and factors of production. For example, if a low tax is levied on business profits, businessmen will be encouraged to invest in capital goods, which will spur investment and speed up economic growth 
1.5.2. Monetary Policy 

All modern societies use money as the medium of exchange. Since money can be exchanged for goods and services, it can also be regarded as a financial asset – a store of value. There are various definitions of money stock, but generally speaking, money consists of financial assets with a high degree of liquidity (that is, money or assets that can be quickly converted into money with little or no loss of purchasing power).
The monetary system of a country consists of those institutions that create such assets. The system is guided and controlled by the central bank of the country. The Central Bank, commercial banks and other institutions which deals with the financial assets like the Non Banking Financial Intermediaries (NBFIs) together constitute the financial system.
The monetary policy of a country is formulated and implemented by its central bank (in India, the Reserve Bank of India). It is used to influence the total quantity of money, interest rates and total volume of credit in the economy. As will be discussed in later chapters all these affect ‘real’ macro variables such as GDP, capital formation, employment and price level.  
1.5.3. International Trade Policy
Trade policies relate to tariff and non-tariff trade regulations that limit or promote the imports and exports of a country. The last part of the 20th century witnessed an increase in the pace of globalization, which made many world economies highly dependent on international trade. During the 1970s and 1980s many East-Asian countries used their trade policies strategically, to increase economic growth.
India began the process of globalization and liberalization when faced with the economic crisis of 1991. As part of the liberalization process, the Government of India introduced significant changes in its import-export (EXIM) policies. The export-import policy 1992-97 attempted to align India’s international trade policies and practices with the overall liberalization process and international trade practices. The trade policy that was hitherto called the import-export policy was renamed export-import policy. In India, exports and imports come under the purview of the Ministry of Commerce. The Director General of Foreign Trade is empowered to exercise control over foreign trade. In 1997, the new EXIM policy (1997-2002) was announced. This policy emphasized the acceleration of exports. The policy laid down a wide range of measures for restructuring the various export promotion schemes. It also recommended the simplification and streamlining of procedures so as to ensure greater transparency and efficiency in the system .    
1.5.4. Exchange Rate Policy
Apart from trade policies, policies related to foreign exchange management play a crucial role in international trade. The international trade of a country is affected by its foreign exchange rate.  The foreign exchange rate is the rate (or price) at which a country's currency can be exchanged with a foreign currency. The exchange rate policy of a country forms a part of its monetary policy.
Different countries follow different exchange rate systems. In some systems, the exchange rate is fixed against currencies whose exchange rate is stable. In others, the exchange rate is determined purely by supply and demand.
Until 1992, the Indian rupee was fixed either against the British pound or the US dollar. After 1992, the Indian government adopted a market based exchange rate system, where the value of rupee is determined by the forces of demand and supply, with little intervention from RBI. In 2000, the Foreign Exchange Regulation Act (FERA) was replaced by the Foreign Exchange Management Act (FEMA), to boost foreign investment in the country. 

1.5.5. Prices and Incomes Policy
Prices and incomes policies are used to influence the working of the market economy.  Under this policy, government sets the prices of some goods and services, and determines the wages. The government takes these measures to control inflation, and protect jobs in the domestic market. According to economists, these measures should be temporary; otherwise they may lead to distortions and inefficiencies in the economy. 
1.5.6. Employment Policy
Employment policies are aimed at generating employment opportunities. In India, the government takes up projects that require huge labor force during non-agricultural seasons, when employment in rural areas is low. Similarly, the government sometimes provides free training facilities to unskilled labor, to make them fit for new skilled jobs. Government of India has introduced an ambitious employment generation programme called National Employment Guarantee Programme (NEGP), which assures minimum 100 man-days of employment to poor people living in villages. With effect from 2008, the coverage of this programme has been extended to the entire country.

1.6. Basic Concepts in Macroeconomics

In this section, we will briefly discuss some of the basic concepts in macroeconomics. 
1.6.1. Stocks and Flows
When studying economics, it is important to determine whether the variable being studied is a stock variable or a flow variable. A stock variable is measured at a specific point in time while a flow variable is measured over a specified period of time.
A stock signifies the level of a variable at a point in time. For example, the total number of people employed in India is a stock variable. A flow represents the change in the level of a variable over a period of time. For example, the number of persons who get new jobs during a year is a flow variable. The balance sheet of a company is a stock statement (balance sheet as on 31 March 2008), whereas the profit and loss account is a flow statement (income statement for the year 2007-2008). Macroeconomics variables such as money supply, consumer price index, unemployment level, and foreign exchange reserves are examples of stock variables. GDP, inflation, exports, imports, consumption and investment are examples of flow variables.  
1.6.2. Equilibrium and Disequilibrium 
In economics as in the physical sciences, equilibrium is a state of balance between opposing forces or actions; and disequilibrium is the absence of equilibrium. Economic equilibrium does not mean a motionless state where no action takes place; rather, it is a state where the action is repetitive in nature. Even though the forces acting on the system may be in a continuous state of change, the state of equilibrium is maintained as long as the net effect of these changing forces does not disturb the established position of equilibrium. 

1.6.3. Statics and Dynamics
Economic models deal with stock and flow variables. These variables can either be in equilibrium or disequilibrium at a particular point of time. If the variables are in equilibrium and tend to repeat themselves from one time period to another, they are said to be in a state of ‘stationary equilibrium’. If the variables are in a state of disequilibrium, in all likelihood, they will have different values in the next time period.
Models which do not consider explicitly the behavior of variables from one time period to another are called ‘static’ models. In static models, variables do not have a time dimension. As these models do not consider the passage of time, they cannot explain the process of change. Static models indicate the values of variables for a given time period, but cannot indicate what their values will be in the next period. At the most, they can only indicate the direction of change. In contrast, dynamic models explicitly consider the movement of variables over different time periods. What happens in one time period is related to what happened in the preceding time periods and what is expected to happen in the succeeding periods. In other words, variables in dynamic models are said to be ‘dated’. These models describe the movement of variables from one disequilibrium position to another, until   equilibrium is ultimately reached. 
1.7. Summary

In this chapter, we discussed the role of macroeconomic variables in analyzing the problems in the economy. There are two types of economic activity in an economy​ -- micro and macro. A problem or activity at a firm level is a microeconomic problem or activity, while a problem or activity at an industry level becomes a macroeconomic activity.
Macroeconomics gained importance after the Great Depression of 1930s. The growth of macroeconomics led to various schools of thought such as Keynesian economics, the Monetarists, supply side economics etc.
The macroeconomic performance of a country can be measured with the help of the gross domestic product (GDP), the level of employment in the economy, and movements in the price level.
The government can use fiscal and monetary policies to achieve macroeconomic objectives such as full employment, high level of output, stable prices, rapid economic growth. To regulate economic activity in an economy, the government can use fiscal policy through which it can monitor government expenditure and mobilize resources.
Since money is the medium of exchange, the monetary policy has a significant role to play in an economy. The central bank of a country controls the money supply of an economy through by reducing bank rate, open market operations etc.
Policies on exchange rate, international trade, employment, price and income also play an important role in achieving macroeconomic objectives. The government can control domestic and international trade with the help of the EXIM policy.
The chapter also examined basic concepts of macroeconomics such as statics and dynamics, stocks and flows, and equilibrium and disequilibrium. 

Test your Understanding

Q.N.1. What is the difference between microeconomics and macroeconomics?

Q.N.2. Explain the concept of GDP Gap.

Q.N.3. If the GDP of an economy grows at 8% per annum and population at 2% per annum, find the rate of growth of per capita GDP.

Q.N.4. Explain the concepts of stock and flow with 3 examples of each.

Notes
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CHAPTER 2
NATIONAL INCOME

2.1. Introduction

In this chapter we will discuss:

· Circular Flow of Income 

· Factors Affecting the Size of the Nation's Income 

· Approaches to National Income 

· Measures of Aggregate Income 

· Difficulties in Measuring National Income 

· The Uses of National Income Statistics 

The Indian economy consists of various sectors from village farming to information technology (IT). Sixty five percent of the labor force works in the agricultural sector and contributes only about 20 percent to the nation’s GDP. Industry and manufacturing sectors have expanded rapidly during the last 10 years, and now contribute about 25 percent to the GDP. The service sector accounts for about 55 percent of GDP.

National income and national product play a significant role in measuring the level of economic activity in an economy. Just as the accounting statement of a firm provides information on the flow of revenues and expenses to reveal the firm's performance, the national income provides information on the economy as a whole. It helps in answering the questions like what is level of output produced in an year and how effectively it has been used, how much income has been generated in the marketplace, etc. National income helps us in understanding how the economy works and how it is performing. It also helps in understanding how output relates to income and how government taxes, subsidies, expenditures, etc. affect the economic outcome. 

2.2. Circular Flow of Income
A study of the circular flow of income will help us understand the overall functioning of the economy. Products or services are produced with the intention of selling them in the market. These sales generate a flow of income by which payments are made to the factors of production for the various services they render. The production process and the exchange of products generate income. Households provide their services to business firms so that they can produce goods and services. Once the production is complete, goods and services are sent to the markets to be sold to households.

Thus, there exists a circular flow of goods and services between households and business firms. Economists refer to this as "real flow." Another type of flow seen in modern economies is “money flow.” Firms pay cash for the services that households provide them, and in turn households purchase goods and services from the firms. Thus, there is a continuous flow of money and income between firms and households and vice versa. 
There can be four models through which circular flow of income can be explained. First, when there is no government and international relations. In other words, the economy is a closed economy and consists of only two sectors – households and business firms. Then, we expand the model by introducing government as one of the sectors (three sector model). Subsequently, by introducing international relations i.e., imports and exports as one more sector, we make it a four sector model. 

2.2.1. Circular Flow of Income in the Two Sector Model without Savings
To analyze the two sector model, assume that there are no savings in the two sector economy, consisting of only households and firms. Households cannot produce all goods and services. They have to buy some commodities or goods from other producing units i.e. business firms. Therefore, there is a flow of consumer goods from firms to households. This flow of goods leads to the flow of income to the business firms. According to the national accounting system, national income is equal to national expenditure (which we shall discuss in detail later). So, in the two sector model of economy, total earnings of households is equal to total expenditure of households.

Figure 2.1: Circular Flow of Income
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To produce goods or service, various factors of production must come together. For production to take place, labor, capital, land, and entrepreneurial skills are necessary. For their services, labor gets wages, capital yields interest, rent is paid to the landowners, and the entrepreneur earns profits. In a monetized economy, all these transactions involve money. The money received from all these transactions is the income of various factors. The suppliers of various factors of production belong to one household or the other, and thus total money income received by them measures the flow of money and incomes from firms to households. 

Let us assume that all the income a household earns is spent on consumer goods and services and no savings are made.

Let us also assume firms produce goods and services exactly in the required amount, and hold no inventories. All the money received by firms from households is distributed as rents, wages, entrepreneur's profits, etc. so that no profits are retained by the firm.

Therefore, in an economy that satisfies the above assumptions, payments made by firms to the factors of production are equal to the current output of the firms. The total income of all the households is spent on the consumption of goods and services produced by the firms, so the total receipts of the firms are equal to the total income of the households. Therefore, all the money that firms distribute in various forms like wages, rents, etc. is returned to them. Thus, the process continues infinitely as long as there are no obstacles from any other sector.

The circular flow of money will continue as long as the households spend all their income and firms keep distributing all their revenues. In reality, it is very difficult for such an economy to exist in the long run. Households would like to save a part of their income; firms would also like to retain a part of their profits. Both households and firms also have to comply with tax regulations, making it highly difficult for such an economy to exist. 

2.2.2. Circular Flow of Income in the Two Sector Model with Savings

In the above analysis of the circular flow of money and incomes, it was assumed that households spent their total earnings on consumer goods and services. This is impossible in real life. The part of income that is not spent is called savings. This can be mathematically expressed as

S = Y- C, where Y is income, C is consumption, and S is saving.
It is evident from the above equation that as savings increase the circular flow of money and income declines because savings reduce expenditure. These savings are transferred to banks by households, and are then forwarded to business firms in the form of loans and advances. Because of these transactions, money again comes back in the circular flow. Sometimes it also happens that households are averse to keep their savings in banks or they always want to keep some money with them in the form of cash. This is termed as the leakage from the circular flow of income. As a result of this leakage, a fall in income takes place.

Expenditure on goods that are not directly consumed but help in the production process is called investment. Therefore any capital expenditure on plant, machinery or finished goods is considered an investment. These expenditures are made by firms, not households. To raise funds, firms generate money from banks, and other financing institutions. Since households deposit their savings in banks and financial institutions, firms in effect, raise money from households. Firms can also utilize their retained earnings, for the purpose of investment. As a result of these activities, the circular flow of incomes increases and raises the income levels by the amount of investment.

Households invest their savings in the capital market, and firms borrow from the capital market to make investments. But the people who save are not the same people who make investments. So, savings and investments in an economy need not be equal. Whenever in an economy, savings are more than investments, the income flow declines and vice-versa. So, the level of income will not be in equilibrium if savings and investments are not equal in an economy. If investments are more than the savings, the income leaks out in the form of saving from the circular flow of income. And this leakage is more than neutralized by new investments in the economy. This pushes the income level up and after some time lag, savings and investments become equal at higher income level.

2.2.3. Circular Flow of Income in a Three Sector Economy
In a modern economy, the government plays an important role in facilitating business activity. It also has an impact on the circular flow of income. The government has many sources of revenue, but the main source is taxes. Taxes are levied both on households and business firms.

Tax levied on households is called personal tax. Personal tax comprises mainly of income tax levied on individuals and indirect taxes like excise duties and sales tax levied on consumer goods. Corporate tax is levied on business firms. The revenue generated from both these sources forms the total revenues for the government. The government has to spend this to meet various expenses on administration, defense, etc. The government also has to spend large amounts on development projects, social security and welfare activities.

Till recently, many governments followed an approach in which their revenues and expenditures matched each other. If a government follows this approach, the part of income taken out from the circular flow of income in the form of taxes will match with government expenditure. But this happens rarely. Governments now follow a deficit approach in which the deficit is covered by loans. If the government's budget is not balanced, there will be flow of income between the government and the capital market or vice-versa. If the tax revenue of the government is less than the expenditure incurred, the government borrows money from the capital market, thus causing a flow of money from the capital market to the government. But if revenues exceed expenditure, money will flow from the government to the capital market (this happens very rarely). If the government retains the surplus, the circular flow of income will decline. 

2.2.4. Circular Flow of Income in a Four Sector Economy
In today's globalized business scenario, all countries have trade relations with other countries. If a country import goods from another country, the amount spent on imported goods by households is received by factors of production in the exporting country. This may not be in the interests of the importing country as this expenditure by households will not help in the creation of national income. For example, if an Indian customer prefers a foreign brand of jewelry instead of an Indian one, the income of the factors producing jewelry abroad will go up, while the income level in India will fall. Therefore, imports invariably cause an outflow of income from the circular flow of income.

If a country exports to another country, income flows into the country for the factors of production and the residents of the exporting country do not incur the expenditure. The country's income is increased by the amount of exports and circular flow of income also goes up. Therefore, exports cause inflows of income into the circular flow of income.

The Circular flow of income in a four sector economy is shown in Figure 2.2. 

Figure 2.2: Circular Flow of Income in a Four-Sector Economy 
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2.3. Factors Affecting the Size of a Nation's Income
The quantity and quality of the factor endowment of a nation play an important role in determining the size of the national income. If a nation possesses large amounts of natural resources and skilled manpower, it is termed rich. Broadly speaking, natural resources, human resources, capital resources and self sufficiency are the factors that affect the size of the national income.

a. Natural resources: These include minerals mined from the earth, agricultural potential, and energy resources (including oil, gas, hydroelectric, thermal, and wind power). 

b. Human resources: If a nation has a large literate population, which is capable and knowledgeable in wealth creating processes, the nation will have a large national income. 

c. Capital resources: To have a good national income, a nation must create and conserve capital resources. This includes not only tools, plants and machinery, factories, mines, domestic dwellings, schools and colleges, but also infrastructure facilities like roads, railways, airports, seaports and communication facilities. 

d. Self-sufficiency: A nation cannot have large national income if its citizens are not self-supporting and self-sufficient. Government should encourage entrepreneurial activities that increase self-sufficiency. 

2.4. Approaches to Measure National Income 

There are three ways to measure national income; product approach, income approach and expenditure approach. 

2.4.1. Product Approach 

In this approach, national income is measured by calculating the total value of the final output of a country. All goods and services produced in the country comprise the final output. The amount of each of these goods and services produced in a given year is denoted by Q1, Q2, Q3----Qn and their respective market prices are denoted by P1, P2, P3, ---Pn.

The products of quantities or services produced and their respective prices are added up to arrive at the national income. Mathematically this can be represented as

NI = P1 Q1+ P2 Q2, + P3 Q3 + ----Pn Qn.

Or 

	 NI= 
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2.4.2. Income Approach 

The annual flow of factor earnings in the form of wages, rents, interest and profits accrued from labor, land, capital and organization respectively are taken into account in the income approach. All these factors contribute to the production of the final output. The value of the final output can also be expressed as the total income of factors used in the production process such as building or land, capital, households and organizations.

Mathematically, this can be expressed as

Pi Qi = Wi + Ri + Ii +Pi,

where W, R, I and P stand for wages, rent, interest and profits respectively.

 

	NI=
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2.4.3. Expenditure Approach 

In expenditure approach, national income is measured by aggregating the flow of total expenditures on the final goods and services in an economy. Any economy broadly consists of households, business firms and government. Household expenditures can be measured by aggregating their expenditures on the various goods and services purchased. Similarly for the other two sectors, their expenditures can be measured. So, the national income will be equal to sum of expenditures of all three sectors. Mathematically this can be expressed as

Y = En + Eb + Eg, where En, Eb and Eg denote the annual flow of expenditures by the household, business and government sectors respectively.

All three approaches discussed above yield the same results. They provide alternative methods to measure the national income. 

2.5. Measures of Aggregate Income 
The approaches discussed above described national income as the aggregate of sectoral transactions. But, the same can be measured through inter-sectoral transactions or by grouping particular types of transactions. This grouping will provide specific aggregate measures. For the purpose of measuring aggregates, some transactions can be included and some can be excluded. Therefore, the scope and coverage of these aggregate measures will differ widely. Before we discuss these specific measures, it is necessary to discuss gross and net concepts, domestic and national concepts, and market price and factor cost concepts. 

2.5.1. Gross and Net Concepts

When capital equipment are used for production, their value goes down over time due to wear and tear. Therefore, an allowance is given for using capital equipment. This allowance is called depreciation. It shows the extent to which the capital equipment has been used in the production process. The word 'gross' is used when no allowance has been made for capital consumption and 'net' is used when provision for capital consumption has been made. Therefore, the difference between the gross and the net aggregate is depreciation.

2.5.2. Domestic and National Concepts
In the definition of gross national product, the term 'national' represents the total income accrued to the normal residents of a country because of their participation in the production process in the current year. Therefore, the term 'national' includes the income of all the factors (normal residents) irrespective of whether they are staying in the home country or abroad.

On the other hand, domestic product is the value of total output or income generated within the domestic territory of a country. So, the output or income generated within a country either by residents or nonresidents is included in the domestic product. The difference between domestic and national is in their scope - the former takes into consideration the geographical boundaries of a country, rather than origin of the factors of production. On the other hand, the latter takes into consideration the normal residents of a country rather than its geographical boundaries.

For measurement purposes, national and domestic product differ by the amount of net factor income from abroad. Net factor income from abroad refers to inflow of factor income from abroad minus the corresponding outflow. 

2.5.3. Market Prices & Factor Cost

Market price of a commodity is always higher than the value of factors of production when indirect taxes, which add to the price are more than the subsidies, which tend to  

lower prices. Thus, national product at market price is always higher than the national income at factor cost. The mathematical relationship between factor cost and market price can be given as GDP or GNP at market prices = GDP or GNP at factor cost plus indirect taxes, less subsidies.
2.6. Aggregate Income Measures 

2.6.1. Gross domestic product (GDP) at market price:

GDP at market price is the most comprehensive measure of aggregate income. It is calculated after deducting net exports from total final expenditure. Total final expenditure is C+I+G+X, where C is the total consumption expenditure on goods and services, I is the total value of the output of capital goods or gross investment, G is the total government expenditure and X is the total exports. If total imports are M, GDP at market price is C+I+G+(X-M). (X-M) is called the net exports or balance of trade.

2.6.2. GDP at factor cost:

GDP at factor cost differs from GDP at market price by the absence of indirect taxes. So, the GDP at market price is adjusted by subtracting indirect taxes on production or sale and adding subsidies on the production or sale of the products. Mathematically, it can be represented as :
GDP at factor cost = GDP at market price + Subsidies – indirect taxes

2.6.3. Gross National Product (GNP) at factor cost

GNP at factor cost is total of income received by residents for their contributions as factors of production anywhere in the world. To arrive at GNP from GDP, first we add wages, interest, profits and dividends received by Indian citizens from the assets they own overseas and subtract wages, interests, profits and dividends received by foreigners on assets they own in India. This difference is called net factor income from abroad. Mathematically, it can be expressed as:

GNP at factor cost = GDP at factor cost + Net factor income from abroad

2.6.4. Net National Product (NNP) at factor cost

NNP at factor cost is calculated by subtracting depreciation from GNP at factor cost. This measures the national Income. Therefore, NNP is the net flow of output produced in an economy after adjusting the GNP by the amount necessary to keep the existing capital intact. Therefore, NNP measures the maximum amount that can be consumed by private and government sectors without changing the capital stock.

NNP at factor cost = GNP at factor cost – depreciation 

2.6.5. Nominal and Real GDP
GDP is normally used to assess the change in the economy over a period of time. The pace of growth in the production of goods and services in the past is studied to identify trends. But the rupee value of the goods and services is determined by their prices. 

Therefore, if there is any increase in the prices of goods and services, there is a growth in the GDP as well. This happens even when there is no real productive development in the economy. Suppose that the prices of all goods in the economy double, but the quantity produced remains unchanged. As a result of this, the value of all items double although physical production remains the same. A car worth a lakh will then cost 2 lakh, or a Rs 10 biscuit packet will cost Rs 20. Thus GDP gets doubled, though there is no real growth in production. Therefore, when there is a rise in prices, GDP is not useful for comparing the production at different periods. Thus, when there is inflation, GDP becomes an unreliable measure of the changes in production over time.

2.6.6. Adjusting GDP for inflation

Real GDP is a measure of the value of all goods and services produced in a country during a period of time, corrected for inflation. To calculate real GDP, assume that prices remain constant at some base year values, although actual prices are rising. For example, real GDP prices may be based on 1993 prices. Real GDP in 2007 is the spending on goods and services with the price of each equal to the price in 1993. In other words, it is the 2007 production valued at 1993 prices. By keeping prices constant in this way, production in one year is measured in the same way as production in another year.

2.6.7. The GDP Deflator 

It is now evident that nominal GDP grows faster than the real GDP because of inflation. The extent of difference between the growth of nominal GDP and the real GDP shows the rate of inflation. In the case of deflation, nominal GDP would increase at a slower rate than real GDP (because of the fall in prices). If we divide nominal GDP by real GDP, we get the GDP deflator, a measure of the price level, which is the level of all the prices of the items in real GDP. Therefore

GDP deflator = Nominal GDP/Real GDP

The percentage change in the GDP deflator from one year to the next is a measure of inflation rate during that particular period. 

2.6.8. Personal Income

National income denotes the total income accruing to the factors of production. It does not directly represent the total income individuals receive; instead, it represents the aggregate income flow to households from various sectors.
To understand precisely difference between the national income and personal income, one should know that the entire income which is accrued to the factors of production is actually not paid to individuals owning the factors of production. Some portion of this income is deducted in the form of corporate taxes or retained as undistributed or retained profits. All these constitute a part of the factor income, but these are not received by the owners as their personal income.

The total income of individuals always includes an amount that cannot be termed as payment for factor services rendered. Gifts, pensions, relief payments are examples of such payments. They are known as transfer payments.

Corporate taxes, undistributed profits and retained profits result in the difference between national income and personal income.

Personal income = NNP at factor cost ( or National Income) – Corporate taxes - Undistributed profits + Transfer payments 

2.6.9. Disposable Income 

It is the total income that remains in the hands of individuals to spend. It differs from personal income by direct taxes that individuals pay. So, it is calculated after deducting personal taxes from personal income.

Disposable income = personal income – personal taxes 

Table 2.1: Identities Related To National Income
	GDP fc
	= Wages+ Rent +Interest +Profit  Or    

Y= C+I+G+X-M-Te  (Te= Indirect Taxes – Subsidies)

	GDP mp
	= GDPfc + indirect taxes - subsidies 

	GNP fc
	= GDP + net factor Income from Abroad 

	GNP mp
	GDP mp + net factor income from abroad (or GNP fc + indirect taxes - subsidies)

	NDP fc
	GDP fc – Depreciation

	NNP mp
	GNP mp - Depreciation

	NNP fc 
	= National income = GNP fc- indirect taxes

	GDS
(Gross Domestic Savings)
	=Household saving + Gross Business saving + Govt saving

	NDS (Net Domestic Savings)
	= GDS
- Depreciation

	GDCF Gross Domestic Capital Formation)
	= Gross Fixed investment + Inventory investment

	Personal income 
	= NNP at factor cost – corporate taxes - undistributed profits + Transfer payments

	Personal Disposable Income 
	= personal income – personal taxes


2.7. Difficulties in Measuring National Income
There are some conceptual and statistical problems in measuring national income. Some items are excluded from national income accounting, even though they should be classified as "current production" of goods and services. Sometimes production leads to harmful side effects which are not fully taken into consideration in calculation of national income. A brief discussion of some of these limitations of national income is given below.

· Non-market Production 

National income fails to account for household production because such production does not involve market transactions. As a result, the household services of millions of people are excluded from the national income accounts. For instance, housework done by housewives is not included, but the same work done by a paid servant is. Their exclusion results in some peculiarities in national income accounting and underestimates our national income.

· Imputed Values 

The imputed value problem arises predominately in the agricultural sector. Goods and services produced and consumed by the individuals for themselves are not indicated in the national income. For example, in agricultural sector, the value of the commodities consumed by the farmers is not calculated in the national income. Sometimes, this may result in overestimation or underestimation of the national income.

· The Underground Economy 

Many transactions go unreported because they involve illegal activities. Most of these underground activities produce goods and services that are valued by consumers. However, these activities are unreported and not included in national income accounts. They do not figure in the national income estimate.

· "Side Effects" and Economic "Bads" 

National income accounts do not consider the implications of some productive activities and the events of nature in an economy. If they do not involve market transactions, economic 'bads' are not deducted from national income. Air and water pollution are sometimes acts as side effects of the process of economic activity and reduce our future production possibilities. Defense expenditure might increase national income, but may not have a positive effect on the country. Since national income accounts ignore these negative aspects of growth and development, they tend to overstate the real national output.

· Double Counting 

There is always a possibility of some outputs being counted twice. As a result, the national income is exaggerated. Care must be taken to avoid double counting in calculation of following:

· The contribution of intermediary firms to production when calculating national output 

· Indirect taxes when measuring national expenditure 

· Transfer incomes exclusion when adding up national income 

· Stock inflation 

Inflation increases the value of stocks but it also adds to organization’s profits. Therefore, it does not represent increase in real income. Such gains should be excluded from the income figure.

2.8. Uses of National Income Statistics
National income statistics have four main uses:

2.8.1. As an Instrument of Economic Planning and Review 

National Income Statistics provides important background information on which the government can base its decisions. The private sector can also use the statistics to assess future prospects. Facts and figures help answer numerous questions such as: Is the economy growing? At what rate is the economy growing? Which industries are declining and which are expanding? What is happening to consumer spending, savings, investment and the economy as a whole?

2.8.2. As a Means of Indicating Changes in a Country's Standard of Living 

National income statistics are used to assess changes in the standard of living in a country. If the national income increases, it is normally assumed that the standard of living has improved. However, this is not always the case, as explained below;

National income statistics may be expressed in terms of market or current prices, and therefore shows an increase due to inflation.

· National income must be related to the size of the population. When national income is divided by the total population, we arrive at the per capita (or per head) national income. However, this approach does not indicate the distribution of a national income. 

· The increase in national income may be accompanied by high social costs such as pollution, congestion and damage to the environment. There may also be less leisure time. 

· The national income may increase as a result of increase in exports or increase in defense spending. But these situations may not improve the standard of living. 

2.8.3. To Indicate Changes in Economic Growth of a Country 

The best indicator of economic growth is changes in real national income per capita. However, usually growth is expressed in terms of percentage change in GNP.

Economic growth is usually considered desirable because it means a better standard of living for citizens. And, as a result of growth, money can be spent on welfare activities such as education, health care, etc.

In India, economic growth during the past two decades has been disappointing compared to other developing and newly industrialized countries such as China, Taiwan, South Korea, and Singapore.

The reasons for this may include:

· Poor management of public and private sector undertakings; 

· Damage done by industrial disputes and frequent lockouts; 

· Education not fitting industry's needs and requirements; 

· Lack of investment in new technology; 

· Government taxation policy reducing the amount of money, corporate sector has for investment; 

· Constant changes in government economic policy resulting in high interest rates, high exchange rates, and inflation followed by changes in administered prices, budget deficits, etc. 

· Low quality of labor; 

· Low levels of productivity; 

· Lack of consistency in managing the economy, and 

· Fragile Balance of Payments (BoP) situation. 

2.8.4. As a Means of Comparing the Economic Performance of Different Countries 

National income statistics enables economists to compare the standard of living in two different countries. However, there are again some difficulties:

· The statistics may be calculated differently. 

· To avoid the effects of inflation and population, the statistics are best presented as real national income per capita. 

· The distribution aspects of national output do not figure in the statistics. 

· There is the problem of the exchange rate between the currencies of the two countries. 

· The size and composition of unrecorded transactions may differ in the two countries. 

· The two countries may have different cultures and climates, therefore commodities required in one country are not in demand in the other. 

· National income statistics tells us nothing about measures such as the number of doctors per head of population, the availability of leisure activities, the crime rate, or the number of people physically or mentally ill. 

2.9. Summary 

Circular flow of income takes place between business firms, households and the government. To produce goods and services, households provide their services and in return they get wages. Similarly, when households buy goods and services, they pay for them and the producers receive the money as their income. So, there is circular flow of income. This is the circular flow of income in a two sector economy. However, this circular flow can also be shown to take place in a three sector or four sector model of the economy.

National income is the total income earned by current factors of production. The understanding of national income helps in measuring the performance of an economy. There are three approaches to measure national income: product, income and expenditure approaches.

Apart from national income, there are other aggregate measures which are also used to measure the performance of an economy. On the basis of gross and net, domestic and national concepts, and market price and factor costs, different aggregates can be calculated. They are Gross Domestic Product at market price and factor costs, Gross national product at market price and factor costs, personal income and disposable income, etc.

There are some difficulties in measuring national income. They are: imputed value, the underground economy, 'side effects' and economic 'bads,' leisure and human costs and double counting. National income statistics can be used as: an instrument of economic planning and review, as means of indicating changes in a country's standard of living, for comparing the economic performance of different countries, to indicate changes in the economic growth of a country.

Test your Understanding

Q.N.1. Why should the aggregate final expenditure of an economy be equal to the aggregate factor payments? Explain.
Q.N.2. Suppose the GDP at market price of a country in a particular year was Rs. 1,100 crore. Net Factor Income from Abroad was Rs. 100 crore. The value of Indirect taxes – Subsidies was Rs. 150 crore and National Income was Rs. 850 crore. Calculate the aggregate value of depreciation.

Q.N.3. Based on the following data answer questions a, b and c.

	GDP at factor cost
	6,000

	Corporate tax 
	1,200

	Personal Income Tax
	800

	Subsidies
	400

	Factor income paid abroad 
	1,800

	Factor income received from abroad
	1,500

	Undistributed Profit
	250

	Indirect Taxes
	800

	Depreciation
	400


a.  Find GNP at market price

b. Compute National Income (NNP fc)

c. Compute Personal Disposable Income
Q.N.4. Explain three approaches to measurement of national income.

Notes
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CHAPTER 3

MONEY SUPPLY AND BANKING 
3.1. Introduction

In this chapter we will discuss:

· Meaning of Money

· Indian Financial System 

· The Banking System 

· Money Supply 

· The Components of Money Supply 

· Commercial Banking System and Creation of Money 

· Money Multiplier 

· Money Market Equilibrium 

Money is defined as anything that is generally acceptable as a medium of exchange. At various times in the past, societies have used gold, silver, sea shells, precious stones and other commodities as money. However, when commodities are used as money, people use valuable resources to expand the supply of commodity money. Thus, commodity based money has a high opportunity cost.

Money is the commonly accepted medium of exchange. In an economy that consists of only one individual there cannot be any exchange of commodities and hence there is no role for money. Even if there are more than one individual but they do not take part in market transactions, such as a family living on an isolated island, money has no function for them. However, as soon as there are more than one economic agent who engage themselves in transactions through the market, money becomes an important instrument for facilitating these exchanges.

Economic exchanges without the mediation of money are referred to as barter exchanges. However, they presume the rather improbable double coincidence of wants. Consider, for example, an individual who has a surplus of rice which she wishes to exchange for clothing. If she is not lucky enough she may not be able to find another person who has the diametrically opposite demand for rice with a surplus of clothing to offer in exchange. The search costs may become prohibitive as the number of individuals increases. Thus, to smoothen the transaction, an intermediate good is necessary which is acceptable to both parties. Such a good is called money. The individuals can then sell their produces for money and use this money to purchase the commodities they need. Though facilitation of exchanges is considered to be the principal role of money, it serves other purposes as well. Following are the main functions of money in a modern economy.

Functions Of Money

As explained above, the first and foremost role of money is that it acts as a medium of exchange. Barter exchanges become extremely difficult in a large economy because of the high costs people would have to incur looking for suitable persons to exchange their surpluses.

Money also acts as a convenient unit of account. The value of all goods and services can be expressed in monetary units. When we say that the value of a certain wristwatch is Rs 500 we mean that the wristwatch can be exchanged for 500 units of money, where a unit of money is rupee in this case. If the price of a pencil is Rs 2 and that of a pen is Rs 10 we can calculate the relative price of a pen with respect to a pencil, viz. a pen is worth10 ÷ 2 = 5 pencils. The same notion can be used to calculate the value of money itself with respect to other commodities. In the above example, a rupee is worth 1 ÷ 2 = 0.5 pencil or 1 ÷ 10 = 0.1 pen. Thus if prices of all commodities increase in terms of money which, in other words, can be regarded as a general increase in the price level, the value of money in terms of any commodity must have decreased – in the sense that a unit of money can now purchase less of any commodity. We call it deterioration in the purchasing power of money.

Money is also used for savings and borrowing / lending. If we borrow from some one, we need to repay it with together with interest. Thus money is also a standard of deferred payment.

A barter system has other deficiencies. It is difficult to carry forward one’s wealth under the barter system. Suppose you have an endowment of rice, which you do not wish to consume today entirely. You may regard this stock of surplus rice as an asset that you may wish to consume, or even sell off, for acquiring other commodities at some future date. But rice is a perishable item and cannot be stored beyond a certain period. Also, holding the stock of rice requires a lot of space. You may have to spend considerable time and resources looking for people with a demand for rice when you wish to exchange your stock for buying other commodities. This problem can be solved if you sell your rice for money. Money is not perishable and its storage costs are also considerably lower. It is also acceptable to anyone at any point of time. Thus money can act as a store of value for individuals. Wealth can be stored in the form of money for future use. However, to perform this function well, the value of money must be sufficiently stable. A rising price level may erode the purchasing power of money. It may be noted that any asset other than money can also act as a store of value, e.g. gold, landed property, houses or even bonds. However, they may not be easily convertible to other commodities and do not have universal acceptability.

The functions of money can thus be summarized as follows: it is a medium of exchange, a unit of account, a standard of deferred payment and a store of value.

3.2. Indian Financial System

Savings and investments play an important role in the development of an economy, as they bring about an increase in the output of goods and services. Savings, which are usually a result of a rise in income, can be used for productive purposes with the help of a financial intermediary or institution. This institution/intermediary is a part of a larger financial system.

A financial system can be defined as a set of institutions, instruments and markets which fosters savings and channels them to their most efficient uses. The system consists of individuals or households who save, intermediaries, financial markets and ultimately, the institutions or individuals who use these savings. An efficient financial system mobilizes savings and gives it to those who will put it to good use.

To utilize the savings in a proper way, economies need an institutional system that enforces property rights, charges low transaction costs and ensures transparency in financial dealings. It is the responsibility of the state to create the right institutional environment to enforce institutional rights.

Financial markets, institutions and instruments are engines of economic growth. A well functioning financial market is the primary requisite for a healthy financial system. Moreover, the development of the financial infrastructure helps in overall development of economy. Financial institutions must be sufficiently developed and their operations must be fair, competitive and transparent.

Banks play a major role in encouraging people to make savings. Therefore a banking system with strong fundamentals is crucial for the development of the economy. 

The Indian financial system can be broadly classified into the organized sector and the unorganized sector. It may also be divided into users of financial services and the providers of such services. Financial institutions offer their services to households, businesses and the government, who use these financial services. The providers of financial services are the following:

a) Central Bank 

b) Banks 

c) Financial Institutions 

d) Money and Capital markets 

e) Informal Financial Enterprises. 

The organized financial system comprises of the following subsystems: the banking system, the cooperative system and the development banking system. Depending on the type of ownership, the financial system is subdivided into the public sector and private sector.

The unorganized financial system consists of moneylenders, indigenous bankers, money lending pawn brokers, investment companies, chit funds, etc. These don't come under the regulation of the Central Bank or any other regulatory authority.

The primary function of the financial market is to facilitate transfer of funds from surplus sectors i.e., lenders to deficit sectors i.e., borrowers. An efficient financial system makes these transfers smoother and more effective. The financial system also includes the money market and the capital market. 

3.3. Banking System
Banks play an important role in the development of the economy. The Banking Regulation Act of India, 1949, defines banking as "accepting, for the purpose of lending or investment, of deposits of money from the public, repayable on demand or otherwise and withdrawable by cheques, draft, order or otherwise."

In addition, banks also transfer money - both domestic and foreign - from one place to another. This activity is generally known as "remittance business". The foreign exchange business commonly known as forex is largely a part of remittance, though it involves the buying and selling of foreign currencies. The Negotiable Instruments Act of 1881 governs banking activities in India.  Following are the main functions of a bank:

3.3.1. Accepting Deposits
Accepting deposits is one of the two major activities of banks. Banks are also called custodians of public money. Banks accept deposits and keep the money safe. They lend this money to the people who need it and earn interest on the loans. A part of this interest is shared with the depositors. The rate of interest depends on the length of time for which the depositor keeps the money with the bank. 

3.3.2. Lending Money
Lending money is another major activity of banks. The banks lend the money kept with them by the public to others and earn interest on the loans. Thus, banks act as intermediaries between the people who have the money to lend and those who need money for investments in business or other purposes. The difference between the interest rate on deposits and on loans is called the "spread". 

Depending on the activity being financed, bank loans are classified as priority sector loans and commercial sector loans.

(a) Priority sector loans

Under instructions from the Government of India, the RBI makes it mandatory for banks to ensure that a certain percentage of the money they lend goes to sectors which do not have an organized lending market or cannot afford to pay interest at the commercial rate. This type of lending is called ‘priority sector lending’, Financing of small scale industry, small business, agricultural activities and export activities falls in this category. This kind of credit is also called directed credit. As per the existing guidelines, banks are required to lend at least 40% of their loans to priority sector.

(b) Commercial lending

It is through commercial lending that banks earn profits. Immediately after independence, banks had to focus on priority sector lending. After the reforms in the financial sector, the focus has shifted from priority sector lending to "commercial lending". Today banks are focussing more on improving their services through customer friendly and innovative products. 

3.3.3. Remittance Business
Another business that earns profits for banks is the transfer of money, both domestic and foreign, from one place to another. Banks issue demand drafts and banker's cheques for transferring the money. Banks also have the facility for quick transfers of money through telegraphic transfer or tele cash orders.

3.4. Money Supply
Monetary policy deals with supply of money in the economy, with the broad aim of regulating its growth so as to control the rate of inflation. If the growth in money supply is to be controlled effectively, the variables that are to be controlled must first be identified. Thus, the range of assets that perform the functions of money in an economy must first be identified. This is a difficult task, as some assets perform some of the functions of money, and different assets perform different functions of money.

Most modern nations use “fiat money”, which has little or no intrinsic value. People use fiat money because they know it can be used to purchase real goods and services. The government designates the currency as “legal tender”, acceptable for the payment of debts. 

3.5. Components of Money Supply
Since July 1935, the concept of money supply as compiled by the RBI was the sum of currency with the public and demand deposits with the banking system. This is also called as 'narrow money' and represented as M1
The Aggregate Monetary Resources (AMR), which is equivalent to the sum of M1 and the time deposits with the commercial banks is called as ‘broad money'. This concept was first introduced in the financial year 1967-68. On acceptance of the Report of the Second Working Group in 1970, a series of new aggregates came into effect:

M1 = 
Currency in circulation* (CU) + Demand Deposits with the Banking System (DD) + Other Deposits with the RBI

M2 = 
M1 + Post Office Savings Bank Deposits

M3 = 
M1 + Time Deposits (TD) with the Banking System (M3 is the same as AMR)

M4 = 
M3 + Total Post Office Deposits (excluding National Savings Certificates) 

*Currency in circulation = Currency with the public + Currency with the commercial banks

Among all these four concepts, narrow money (M1) and broad money (M3) are the two concepts that are most commonly used by monetary authorities and academicians. Narrow money excludes time deposits as they are income earning assets and therefore lack liquidity. On the contrary, broad money includes time deposits, based on the contention that some liquidity is incorporated in time deposits as they are income-earning assets and people have acquired them by converting cash into such deposits with the purpose of earning future income. As banks now follow liberalized norms, time deposit holders are allowed partial or even full convertibility, thus making time deposits even more liquid in nature.

A basic flaw in this process of accounting of broad money is that it considers only time deposits with the banking system, and excludes the huge volume of money held by the public with the Non-Banking Finance Companies.

The M2 and M4 measures of money supply include post office savings accounts and other deposits with the post offices. As these are also considered to be liquid assets they should form a part of the aggregate monetary resources of the public. However, these measures are not given much importance by the RBI.

Comparing M1 and M3, we see that M3 captures the balance sheet of the banking sector. M1 does not adequately capture the transactions balances of entities because of the manner in which savings deposits with banks are partitioned into demand and time categories purely on the basis of interest applications.

In developing countries, there are essentially two main approaches to determine the money stock - the money multiplier approach and the balance sheet or structural approach. The money multiplier approach focuses on the relationship between the money stock and reserve money, while the structural approach focuses on the analysis of individual components in the balance sheet of the consolidated monetary sector. 

3.6. Creation of Money by the Banking System

In this section we shall explore the determinants of money supply. Money supply will change if the value of any of its components such as CU, DD or Time Deposits changes. In what follows we shall, for simplicity, use the most liquid definition of money, viz. M1 = CU + DD, as the measure of money supply in the economy. Various actions of the monetary authority, RBI, and commercial banks are responsible for changes in the values of these items. The preference of the public for holding cash balances vis-´a-vis deposits in banks also affect the money supply. These influences on money supply can be summarized by the following key ratios.

3.6.1. The Currency Deposit Ratio

The currency deposit ratio (c) is the ratio of money held by the public in currency to that they hold in bank deposits.

c = CU/DD. 

If a person gets Re 1 she will put Rs 1/(1 + c) in her bank account and keep Rs c/(1 + c) in cash. It reflects people’s preference for liquidity. It is a purely behavioural parameter which depends, among other things, on the seasonal pattern of expenditure. For example, c increases during the festive season as people convert deposits to cash balance for meeting extra expenditure during such periods.

3.6.2. The Reserve Deposit Ratio

Banks hold a part of the money people keep in their bank deposits as reserve money and loan out the rest to various investment projects. Reserve money consists of two things – vault cash in banks and deposits of commercial banks with RBI. Banks use this reserve to meet the demand for cash by account holders. Reserve deposit ratio (r) is the proportion of the total deposits commercial banks keep as reserves.

Keeping reserves is costly for banks, as, otherwise, they could lend this balance to interest earning investment projects. However, RBI requires commercial banks to keep reserves in order to ensure that banks have a safe cushion of assets to draw on when account holders want to be paid. RBI uses various policy instruments to bring forth a healthy r in commercial banks. The first instrument is the Cash Reserve Ratio, which specifies the fraction of their deposits that banks must keep with RBI. There is another tool called Statutory Liquidity Ratio, which requires the banks to maintain a given fraction of their total demand and time deposits in the form of specified liquid assets. 

3.6.3. High Powered Money

The total liability of the monetary authority of the country, RBI, is called the monetary base or high-powered money. It consists of currency (notes and coins in circulation with the public and vault cash of commercial banks) and deposits held by the Government of India and commercial banks with RBI. If a member of the public produces a currency note to RBI the latter must pay her value equal to the figure printed on the note. Similarly, the deposits are also refundable by RBI on demand from deposit-holders. These items are claims that the general public, government or banks have on RBI and hence are considered to be the liability of RBI.

RBI acquires assets against these liabilities. The process can be understood easily if we consider a simple stylised example. Suppose RBI purchases gold or dollars worth Rs 5. It pays for the gold or foreign exchange by issuing currency to the seller. The currency in circulation in the economy thus goes up by Rs 5, an item that shows up on the liability side of the balance sheet. The value of the acquired assets, also equal to Rs 5, is entered under the appropriate head on the Assets side. Similarly, RBI acquires debt bonds or securities issued by the government and pays the government by issuing currency in return. It issues loans to commercial banks in a similar fashion

3.6.4. Credit Creation by Banks
We are now ready to explain the mechanism of money creation by the monetary authority, RBI. Suppose RBI wishes to increase the money supply. It will then inject additional high-powered money into the economy in the following way. Let us assume that RBI purchases some asset, say, government bonds or gold worth Rs H from the market. It will issue a cheque of Rs H on itself to the seller of the bond. Assume also that the values of c and r for this economy are 1 and 0.2, respectively. The seller encashes the cheque at her account in Bank A, keeping Rs H/ 2 in her account and taking Rs H/ 2 away as cash. Currency held by the public thus goes up by  H /2 . Bank A’s liability goes up by Rs H/ 2 because of this increment in deposits. But its assets also go up by the same amount through the possession of this cheque, which is nothing but a claim of the same amount on RBI. The liability of RBI goes up by Rs H, which is the sum total of the claims of Bank A and its client, the seller, worth Rs H/ 2 and Rs H/ 2, respectively. Thus, by definition, high powered money increases by Rs H. 

The process does not end here. Bank A will keep Rs 0.2H / 2 of the extra deposit as reserve and loan out the rest, i.e. Rs (1– 0.2) H / 2 = Rs 0.8 H/ 2 to another borrower. 

The borrower will presumably use this loan on some investment project and spend the money as factor payment. Suppose a worker of that project gets the payment. The worker will then keep Rs 0.8 H/ 4 as cash and put Rs Rs 0.8 H/ 4 in her account in Bank B. Bank B, in turn, will lend Rs 0.64 H/ 4. Someone who receives that money will keep 0.64 H/ 8

in cash and put 0.64 H/ 8 in some other Bank C. The process continues infinitely.

Let us now look at Table 3.1 to get an idea of how the money supply in the economy is changing round after round. 

Table 3.1. : Credit Creation by Banks
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The second column shows the increment in the value of currency holding among the public in each round. The third column measures the value of the increment in bank deposits in the economy in a similar way. The last column is the sum total of these two, which, by definition, is the increase in money supply in the economy in each round (presumably the simplest and the most liquid measure of money, viz. M1). Note that the amount of increments in money supply in successive rounds are gradually diminishing. After a large number of rounds, therefore, the size of the increments will be virtually indistinguishable from zero and subsequent round effects will not practically contribute anything to the total volume of money supply. We say that the round effects on money supply represent a convergent process. In order to find out the total increase in money supply we must add up the infinite geometric series in the last column, i.e.   

 H + 0.8 H/ 2 + 0.64H / 4 + · · · · · · ∞

The increment in total money supply exceeds the amount of high powered money initially injected by RBI into the economy. We define money multiplier as the ratio of the stock of money to the stock of high powered money in an economy, viz. M/H. Clearly, its value is greater than 1.

We need not always go through the round effects in order to compute the value of the money multiplier. We did it here just to demonstrate the process of money creation in which the commercial banks have an important role to play.

However, there exists a simpler way of deriving the multiplier. By definition,

money supply is equal to currency plus deposits

M = CU + DD = (1 + cdr )DD

where, c = CU/DD. Assume, for simplicity, that treasury deposit of the Government with RBI is zero. High powered money then consists of currency held by the public and reserves of the commercial banks, which include vault cash and banks’ deposits with RBI. Thus H = CU + R = c.DD + r.DD = (c + r)DD

Thus the ratio of money supply to high powered money

M/ H = (1 + c) / (c+r)  > 1, as r < 1

This is precisely the measure of the money multiplier.

3.7. Determinants of Money Supply
The preceding sections looked at the processes through which the commercial banking system creates and destroys deposits by purchasing and selling assets of various kinds. As far as the supply of money is concerned, the net effect of this is summarized in the multiplier formula  

[image: image7.png]



which expresses the change in the money stock  [image: image8.png]


M, as a function of the change in reserves  [image: image9.png]


H, the reserve-requirement ratio, r, and the parameter relating to currency, c. 

One danger with the multiplier approach is that it gives the impression that changes in the quantity of money are brought about by a rather mechanical process. In particular, our formula suggests that, given the reserve-requirement ratios, the Reserve Bank simply picks  [image: image10.png]


H and the result is  [image: image11.png]


M. For a variety of reasons, this view is terribly misleading.

3.7.1. The Behavior of the Public  
Although the multiplier formula appears to suggest a simple relationship between currency and money supply, in reality, the relationship is not so simple. People’s preferences with regard to the quantities of currency they choose to hold changes over time depending on various economic factors. In choosing between currency, demand deposits and other financial assets, people consider factors such as their relative liquidity, safety and yields. Changes in any of these factors can alter people’s preferences about the amount of currency they prefer to hold. Thus, the parameter ‘c’ is an economically determined parameter, and not an institutionally determined one. Therefore, it can change over time.  
3.7.2. The Behavior of Commercial Banks
In addition to the bank-induced changes in the characteristics of their liabilities, the behavior commercial banks has another implication for the multiplier formula. The formula has been derived on the assumption that commercial banks exercise their lending power to the maximum limit possible, i.e., any new injection of reserves is utilized fully and not added to their excess reserves. However, this does not normally happen. Banks retain excess reserves to meet liquidity requirements or to meet unexpected demands for loans. The extent to which excess reserves are held depends on the opportunity cost of holding these reserves; when the interest rates on relatively liquid securities is low, the opportunity cost of holding excess reserves will be lower, and consequently, banks will tend to hold more such reserves. Thus, the implicit assumption in deriving the formula that banks will expand their earning assets to the maximum is not valid.
3.7.3. Influence of the Reserve Bank
Another way in which the multiplier formula is an oversimplification is the nature of [image: image12.png]


H, or the change in reserves. While the Reserve Bank can take actions that regulate the volume of reserves, it cannot expect to attain exactly the targeted levels of reserves. Bank reserves are affected by many factors such as changes in the gold stock, borrowing of reserves by commercial banks, and the volume of foreign owned deposits held at the Reserve Bank.  
3.7.4. Other Factors  
In addition to the factors discussed above, there are others which render the money multiplier formula something of a simplification. For example, the money multiplier formula assumes a particular definition of what constitutes money. If the definition changes, the multiplier will change.
Thus, the money multiplier should not be applied mechanically. However, the formula is useful so far as it highlights how an injection or withdrawal of reserves will be translated into a change in the money supply. When properly interpreted, it shows the importance of the influence of asset choices by the public and the commercial banks in determining the money supply. 

From the above discussion, it is also clear that the Reserve Bank must be capable of anticipating the responses of the banking system to policy changes, if it is to control the money supply with any degree of success. Clearly this goes beyond the technical problem of merely controlling the quantity of reserves.  
3.8. Equilibrium in Money Markets
Having dealt with the forces that determine the supply of money and demand for money, let us combine supply of and demand for money to determine equilibrium in money markets.

The money markets will be in equilibrium when the quantity of real balances demanded equals the quantity supplied.

The real money supply is the nominal money supply divided by the price level. The Central Bank controls the nominal money supply. The Central Bank could be assumed to control the real money supply if, for theoretical purposes, we assume the prices of goods to be fixed. The nominal money supply i.e., currency with public and deposit money with public equals the monetary base or high powered money (i.e. currency plus commercial banks’ deposits at the bank) multiplied by the money multiplier.

Figure 3.1
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Demand for money is the demand for real money balances. The quantity of real money demanded increases with the level of real income but decreases with the level of nominal interest rates.
Figure 3.1 shows the demand curve LL for real money balances for a given level of real income.

The higher the interest rate and the opportunity cost of holding money, the lower the quantity of real money balances demanded. With a given price level, the Central Bank controls the quantity of nominal money and real money. The supply curve is vertical at this quantity of real money L0. Equilibrium is at the point E. At the interest rate r0 the quantity of real money that people wish to hold just equals the outstanding stock L0.

Suppose the interest rate is r1 , lower than the equilibrium level r0. There is an excess demand for money given by the distance AB in Figure 3.1. How does this excess demand for money bid the interest rate up from r1 to r0 to restore equilibrium? The answer to this question is rather subtle.

A market for money would involve buying and selling rupees with other rupees, which makes no sense.

The other market of relevance to Figure 3.1 is the market for bonds. In saying that the interest rate is the opportunity cost of holding money, we are saying that people who do not hold money will hold bonds instead.

Thus, the stock of real wealth W is equal to the total outstanding stock or supply of real money L0 and real bonds B0. People have to decide how they wish to divide up their total wealth W between desired real bond holdings BD and desired real money holdings LD. Whatever factors determine this division, it must be true that

L0 + B0 = W = LD + BD     


The total supply of real assets determines the wealth to be divided between real money and real bonds. And people cannot plan to divide up wealth they do not have. Since the left-hand side of equation  must equal the right-hand side, it follows that


B0 – BD = LD – L0 


An excess demand for money must be exactly matched by an excess supply of bonds. Otherwise people would be planning to hold more wealth than they actually possess.
This insight allows us to explain how an excess demand for money at the interest rate r1 in Figure 3.1 sets in motion forces that will bid up the interest rate to its equilibrium level r0. With excess demand for money, there is an excess supply of bonds. To induce people to hold more bonds, suppliers of bonds must offer a higher interest rate. As the interest rate rises, people switch out of money and into bonds. The higher interest rate reduces both the excess supply of bonds and the excess demand for money. At the interest rate r0 the supply and demand for money are equal. Since the excess demand for money is zero, the excess supply of bonds is also zero. The money market is in equilibrium only when the bond market is also in equilibrium. People wish to divide their wealth in precisely the ratio of the relative supplies of money and bonds. 
Figure 3.2: A Fall in Real Money Supply
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3.9. Changes in Equilibrium
A shift in either the supply curve for money or the demand curve for money will alter the equilibrium position in the money market (and the bond market). These shifts are examined in Figure 3.2.

A Fall in the Money Supply: Suppose the Central Bank reduces the money supply, either by undertaking an open market sale of securities to reduce the monetary base or by taking steps to make banks increase their cash reserve ratios and reduce the value of the money multiplier. Given our assumption that the price level is given, this contraction in the nominal money supply will also reduce the real money supply. Figure 3.2 shows this as a leftward shift in the supply curve. The real money stock falls from L0 to Le1. The equilibrium interest rate rises from r0 to re1. It takes a higher interest rate to reduce the demand for real balances in line with the lower quantity supplied. Hence a reduction in the real money supply leads to an increase in the equilibrium interest rate. Conversely, an increase in the real money supply reduces the equilibrium interest rate. It takes a lower interest rate to induce people to hold larger real money balances.

Increase in real income: In Figure 3.3 we draw the demand curve for real balances LL for a given level of real income. As we explained in Figure 3.3, an increase in real income increases the marginal benefit of holding money at each interest rate, and increases the quantity of real balances demanded. Hence in the Figure 3.3 we show the money demand schedule LL shifting to the right, to LL", when real income increases. Since people wish to hold more real balances at each interest rate, the equilibrium interest rate must rise from ro to r11 to keep the quantity of real supply L0. Conversely, a reduction in real income will shift the LL schedule to the left and reduce the equilibrium interest rate. 

Figure 3.3: An Increase in Demand for Real Balances
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To sum up, an increase in the real money supply reduces the equilibrium interest rate. A lower interest rate reduces the attractiveness of bonds and induces people to switch from bonds to money. It is necessary to induce people to hold the higher real money stock. An increase in real income increases the equilibrium interest rate. A higher interest rate offsets the tendency of higher real income to increase the quantity of real money balances demanded, and thus maintains the demand for real balances in line with the unchanged supply. 

3.10. Summary

The chapter started with a brief discussion of the Indian Financial System and the providers of financial services. Later, the services and functions of banks were also discussed. Money supply and various components of money supply were discussed at length. Various measures of monetary aggregates i.e. M1, M2, M3 and M4 were also examined. The two approaches for determining the money supply, i.e., the multiplier approach and the structural approach, were analyzed. We then examined the process of creation of money and saw how the multiple expansion of money takes place. The chapter also discussed various determinants of money supply. The behavior of the public and commercial banks when there is a change in the money supply was also noted. The chapter concluded with a discussion of the process for determining the equilibrium in the money markets. 

Test your Understanding

Q.N. 1. Based on the following data, find the values of M1, M2, M3 and M4.

Rs. in crore

	Currency with Public
	2000

	Demand Deposit money of Public
	800

	Total Post office Deposit
	600

	Post Office Savings Bank Deposit
	400

	Time Deposit with Bank
	700

	Bankers’ Deposit with RBI
	200


Q.N.2. Explain the functions of a commercial bank.

Q.N.3. What is High Powered Money?

Q.N.4. Do you consider a commercial bank ‘creator of money’ in the economy?

Notes
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CHAPTER 4

MONETARY POLICY
4.1. Introduction

In this chapter we will discuss:

· Objectives of Monetary Policy 

· Relevance of Monetary Policy 

· Instruments of Monetary Policy 

· Problems in Monetary Policy 

· Monetary Targeting 

· Monetary Policy in a Developing Economy 

· Monetary Policy in an Open Economy 

· Link between Monetary Policy and Fiscal Policy 

Monetary and credit policies have a strong influence on business and the overall economy. To influence economic conditions or to achieve economic objectives, monetary authorities employ various techniques. Monetary Policy can be broadly defined as "the deliberate effort by the Central Bank to influence economic activity by variations in the money supply, in availability of credit or in the interest rates consistent with specific national objectives." Before looking into the intricacies of the monetary policy, it is important to discuss the basic component of monetary policy i.e., money.

Money is a major facilitator and motivator for all economic activity relating to consumption, production, exchange and distribution. Money serves as a medium of exchange, as a store of value, a standard for measuring values and a unit of account. The role of money is to serve as a medium of exchange, and it is the medium through which everything can be bought and sold.

Money has a demand which can be defined as the total amount of money that everyone in the economy wishes to hold. Holding money means showing preference for it over other assets. The supply of money refers to the volume of money held by the public that can be spent in any form. 

4.2. Objectives of Monetary Policy
In framing the Monetary Policy for an economy, monetary authorities are guided by price stability, exchange stability, full employment and maximum output, and a high rate of growth for the economy.
4.2.1. Price Stability

The effects of price instability in the economy appear in the form of business cycles. When there are fluctuations in the price level, there are fluctuations in the level of economic activities as well. Price stability does not mean that the prices are not allowed to change or that they are fixed; it means that the average price as measured by the wholesale or consumer price index fluctuates within a short range. Both inflation (steep increase in prices) and deflation (steep decrease in prices) are not healthy signs for an economy.
4.2.2. Exchange Stability

Exchange rate refers to the value of a currency in terms of another currency. Fluctuations in the exchange rate create troubles in the international commercial and financial relations of a country. In financially weak countries, frequent fluctuations in the exchange rate leads to financial crises. And it reduces the willingness of international investors to invest in those countries. As a result, large-scale withdrawal of short-term funds and capital flight can take place.
4.2.3. Full Employment and Maximum Output

Full employment refers to the optimum utilization of all the available resources in an economy, viz. land, labor, capital and entrepreneurship. In the long run, the level of output and employment in the economy depends on factors other than the Monetary Policy. These include technology and people’s preference to save and take risk. So, "maximum" employment and output means the level consistent with these factors in the long run. But the economy goes through business cycles in which output and employment are above or below their long-run levels. Even though the Monetary Policy cannot affect either output or employment in the long run, it can affect them in the short run. For example, when there is lack of demand and there’s recession in an economy, the government can stimulate the economy temporarily and help push it back towards its long-run level of output by lowering interest rates. Therefore, in the short run, the Central Bank is concerned with stabilizing the economy that is, smoothing out the peaks and valleys in output and employment around their long run growth paths. 

41.2.4. High Rate of Growth
The Monetary Policy must contribute to economic growth by adjusting the supply of money and creating the financial infrastructure to channelize the flow of resources towards productive economic activities. While full employment is concerned with utilization of existing resources, growth is about increasing the productive capacity of the economy.

Monetary Policy can contribute to the achievement of sustained economic growth of the economy in two ways. First, it can help keep the aggregate monetary demand in balance with the aggregate supply of goods and services. This requires a very flexible Monetary Policy.

Second, Monetary Policy can also promote economic development by creating a favorable environment for investment and savings, that greatly influence economic growth. Savings are the principal source of supply for investable funds. When savings increase, capital formation accelerates, which in turn speeds up economic growth.

The other objectives of the monetary policy are: balance of payment equilibrium, equitable distribution of income and wealth, neutrality of money, proper debt management, income stabilization by preventing or mitigating cyclical fluctuations, etc. 

4.3. Instruments of Monetary Policy
Following are the instruments of monetary policy:

· Open market operations 

· Bank rate policy 

· Reserve requirement changes 

· Selective credit controls 

4.3.1. Open Market Operations 

Open market operations refer to the buying or selling of securities by the Central Bank. These securities include government securities, banker's acceptances or foreign exchanges. Buying and selling of securities by Central Bank affect directly the money supply in circulation and commercial banks' cash reserves. When the Central Bank sells securities, it reduces the quantity of money and credit as well. Most people now save their money in bank accounts and when the Central Bank offers to sale securities, they withdraw money from their accounts to buy securities which in turn reduces the cash reserves of banks. When the Central Bank follows an expansionary monetary policy, it buys securities from the market. This increases money in circulation and banks' cash reserves increase. Therefore, their capacity to provide credit increases.

On the other hand, when the Central Bank buys securities, there will an increase in commercial banks' deposit with the Central Bank and customers’ deposits with commercial banks will also increase. Therefore, the reserves of the banking system improve and money supply also increases by some multiplier of the value of the securities sold.

4.3.2. Bank Rate Policy 

Bank rate policy is one of the oldest methods of credit control. The bank rate is the rate of interest at which the Central Bank rediscounts approved bills of exchange. This policy is based on the assumption that market rates change in response to the bank rates. This relationship between the bank rate and market rate exists only in developed money markets. When the bank rate increases, other interest rates also increase. Therefore, borrowings become costlier and consequently, the demand for loans reduces. On the contrary, a reduction in bank rate leads to a reduction in other interest rates. As a result, borrowings become more profitable and the demand for loans increases.

4.3.3. Reserve Requirement Changes 

The Central Bank stipulates the statutory limits of cash reserve requirements for commercial banks. It asks banks to maintain a minimum percentage of their deposits as reserves.

The Central Bank can regulate money supply by simply changing the reserve requirements of commercial banks. If the Central Bank increases the reserve requirements, banks will have less reserves to serve their deposit holders and less funds available to provide credit. For example, let us assume that banking system has reserves of Rs 500 crore and the reserve requirement is 20 percent. So, the system can support demand deposits up to the limit of 500/0.2 = 2,500 crore. If the reserve requirement is increased to 25 percent, the system will support demand deposits only to the extent of 500/0.25 = 2,000 crore. On the other hand, with a reduction in reserve requirement, banks will hold less reserves to support existing deposits. They will thus have more money to lend. When reserve requirements are increased, the amount of demand deposits that banking system can support will be reduced and which in turn, reduces the money supply or vice-versa. 

In India, RBI prescribes two types of reserve rates – Cash Reserve Ratio (CRR) and Statutory Reserve Ratio (SLR). Scheduled Banks are required to maintain a certain percent of their total deposits in the form of cash with RBI. This is called CRR. Further, RBI also stipulates that all scheduled banks maintain a certain percent of their total deposits in the form of liquid assets (cash, gold and approved government securities). This is referred to as SLR. The purpose of CRR and SLR is to ensure that banks are always in a position to honour a depositor who needs to withdraw his money from the bank.

4.3.4. Selective Credit Control 

Selective credit controls are qualitative methods to regulate credit. They are different from quantitative methods of monetary management because they are directed towards particular uses of credit rather than the total volume credit outstanding.

These qualitative methods of credit control are direct in their incidence and involve a greater degree of interference with the market forces. Therefore, Federal Reserve Bank of the United States does not rely on selective instruments of credit controls. However, they are quite popular in developing countries like India. Various selective credit control methods are:

· Rationing of credit 

· Direct action 

· Changes in margin requirements 

· Regulation of consumer credit 

· Moral suasion 

The rationing of credit is used to prevent excessive expansion of credit. Direct action consists of the measures taken against commercial banks and financial institutions which do not comply with the credit regulations of the Central Bank. It includes denial of rediscounting facility, charging penalty interest rates and fixation of quantitative credit ceilings. Changes in margin requirements are used to curb speculative activities. For example, if wholesalers start hoarding sugar to push the prices up, the Central Bank can raise margin requirements for the commodity. Suppose that the margin requirement is 50%. By offering a security of Rs 1 crore worth of the commodity, the borrower can get a loan upto Rs 50 lakh. If the margin requirement is increased to 75%, the borrower can get a loan to the extent of only Rs 25 lakh, by offering a security of Rs 1 crore. The Central Bank resorts to regulating consumer credit in severe inflationary conditions to restrict consumer demand. It adopts moral suasion to put pressure upon the lending activities of commercial banks through exhortations that they voluntarily adopt certain restrictive practices. 

4.4. Problems in Monetary Policy

4.4.1. Lags in Monetary Policy

There is a significant time difference between the point at which the need for a particular monetary policy is felt and the time at which the aggregate demand will be altered. The lags in monetary policy can be divided into two broad categories: inside lag and outside lag. 

Inside lag can again be divided into recognition lag and action lag. Usually Central Bank take time in recognizing that there is a need to alter monetary policy. This is known as recognition lag. Similarly, there may be some time gap between the recognition of the need and the implementation of the policy. This is known as action lag. 

Once the action is initiated, there will be considerable time gap between the time at which the action is taken and the time when its effect will be felt on demand and supply. This is known as outside lag. This happens because monetary authorities can change money market conditions but there are other entities in the economy – consumers, firms, government, etc. which take some time to change their plans to cope with the changes.
Outside lag is a significant factor in the proper conduct of monetary policy. 

If the outside lag is short, monetary policy will be more effective. If the outside lag is too long, monetary policy will be less successful, and it may even worsen the situation. Suppose steps are taken by the monetary authorities in a country to deal with a recession in the economy. But due to outside lag, it might happen that by the time the policy is implemented and results are observed, the economy has revived automatically. At that point in time, the particular changes suggested will be inappropriate.

4.4.2. Presence of Financial Intermediaries
Apart from commercial banks, there are other financial intermediaries who participate in the money and capital markets. They include insurance companies, pension funds, Non Bank Finance Companies (NBFCs), etc. With the liberalization of economies, the participation of these financial intermediaries in the money market has increased. Although they cannot create money like commercial banks, they can have a significant impact on money supply. If the Central Bank pursues a tight monetary policy and mops up the excessive reserves of the banking sector, banks' capacity to make loans will be reduced. The Central Bank's attempts to restrict money supply can become futile if banks and other financial intermediaries increase the velocity of money. Velocity of money increases, if borrowers of money use them quickly and bonds' purchasers use funds that would have otherwise been idle. Financial intermediaries can attract idle funds and they can be converted into active balances because they lend them out for mortgages and assets that can yield higher returns. This increases the velocity of money and in turn, the power of contractionary monetary policy will be reduced.

4.4.3. Contradictions in Objectives 

Sometimes, objectives of monetary policy contradict each other. In such a situation, it becomes difficult for monetary authorities to decide which objective to follow. Usually, economic growth and stability are the objectives of any monetary policy. Economic growth requires that the price level should rise but at a slow rate so that fresh investments can be attracted. It is all the more true in case of developing countries who find it difficult to attract adequate investments. However, mild inflationary trends may get out of control and severe inflationary pressures could start building up. In such a case, stability becomes a casualty of economic growth. 

4.4.4. Underdeveloped Nature of Money and Capital Markets
In developing countries, money and capital markets are unorganized, externally dependent and spatially fragmented. This limits the ability of monetary authorities to control monetary variables. They can neither expand or contract money supply nor raise or lower the cost of borrowing in private sector. The agriculture sector is one of the biggest sectors in developing countries. It is highly unorganized and farmers usually depend on local moneylenders for credit who are outside the banking system. 

4.5. Monetary Targeting

Monetary targeting refers to the practice of formulating monetary policy in terms of target growth of money stock. Keeping in view the need to regulate money supply in line with increases in output, a committee set up to review the working of the monetary system in India recommended that the Reserve Bank adopts a system of monetary targeting with feedback. The Reserve Bank should try to establish a range for the volume of money and credit, taking into account the expected rate of growth of the real sector and a tolerable or acceptable order of increase in prices. The target may be modified if the real sector moves against expectations. As the relationship between money, output and price holds good only over a period of time, the RBI must try to allow changes in the target range, so that the policy of monetary targeting will help the RBI in the use of its monetary policy instruments.

Some economists have criticized monetary targeting citing examples of countries which had instituted such a system and then abandoned it. In these countries, the quantity of money itself influence the prices of goods, the interest rate and this made the process of monetary targeting extremely complex. Interest rates in these countries are influenced by open market operations, which in turn increase or curtail the reserve money . In India, we still have an administered (though not totally) structure of interest rate, there has to be an increased focus on reserve money. Also, since money is the intermediate variable under the immediate control of the monetary authority which can be used to influence the ultimate variables such as output and prices, monetary targeting by the RBI assumes importance. The RBI also monitors movements in the aggregate credit and both volume of money and credit including its sectoral composition.

4.6. Monetary Policy in India 

In India, the monetary policy always aims at price stability and growth. This requires arriving at a balance between these two objectives, depending on the evolving situation but also making sure that the inflation remains within reasonable limits.

Apart from these two important goals, the Reserve Bank of India has made conscious attempts in recent years to ensure that foreign exchange market operates efficiently, and curb destabilizing speculative activities. This has assumed strategic importance for the sustainability of the external sector in the face of growing cross border capital flows into the economy. With the domestic and international financial markets getting integrated, exchange rate expectations have an impact on domestic monetary policy. However, given the exchange market imperfections, the exchange rate objective may occasionally predominate due to the requirement of avoiding of undue volatility.

In a broader framework, the objectives of the monetary policy in India are pursued through ensuring credit availability, with stability in the external value of the rupee as well as overall financial stability.

Salient features of the monetary policy in India

The monetary policy measures in India have generally been in response to fiscal policy. It is particularly so when a sizable increase in RBI credit to government is a normal phenomenon.

While the monetary policy has been primarily acting through the availability of credit, the cost of credit has also been adjusted upward in the past to meet inflationary situations.

The areas of operation of monetary policy are not confined to the regulation of money supply and keeping prices in check. Rather a more direct involvement of the central monetary authority in the allocation of credit to the non-government sector has become an important element of the national economic policy.

As the central monetary authority, the RBI has sought to both deepen and widen the financial system by developing its institutional framework. All major financial institutions for agricultural credit, term finance to industries and export credit have grown only from the RBI. These developments have helped increase the savings in India. The gross financial savings of the household sector has increased from 2.68% in 1951-52 to 25% in 2006-07. 

In the Indian economy which is not yet fully monetized and where market imperfections are rampant, the RBI has to assume the role of credit allocation so that imperfections in the credit market can be overcome. Priority sectors have to be accorded importance in providing timely credit and such pre-emptying of credit has affected the overall credit policy of the RBI. Thus, by influencing the cost, volume and direction of credit, the monetary policy has been encouraging sectoral and overall development, and supporting programs aimed at social justice. 

The RBI has been giving its attention to ensure that credit expansion takes place in the light of the price variations without affecting production, particularly the industrial output adversely. Therefore, the containment of inflationary pressures without adversely affecting the growth potential has been the main objective of the monetary policy. With regard to fixed investments, the concern of the monetary policy in general and the interest rate policy in particular, has been to restrain nonessential fixed investment and to increase the productivity of investment.

The RBI has also emphasized monetary policies in last one decade on promoting efficiency in the operations of the financial system and making appropriate structural changes in it. Steps have been initiated in this direction to deregulate interest rates, to ease operational constraints in the credit delivery system, and to introduce new money market instruments. Now the thrust of monetary policy is geared towards introducing flexibility, promoting a more competitive environment and imparting greater discipline and prudence in the operations of the financial system.  

4.7. Monetary Policy in an Open Economy
Central Banks in open economies manage reserve flows, exchange rates and monitor international financial developments. 

4.7. 1. Reserve Flows 

The US dollar is widely used as the medium of transaction in world trade. Therefore, dollars are kept by those who import from and export to the US, foreign and American investors, those who trade with and invest in other countries, speculators and dealers in foreign exchange markets and international agencies like the International Monetary Fund, the World Bank, etc. Foreigners along with Americans own dollar denominated assets. Foreigners do not keep money with them as cash does not yield any return. Therefore, they prefer to hold assets which yield interest. But, for transaction purposes, they keep some dollars in transaction money. 

Foreigners' deposits in banks raise the bank reserves similar to the deposits of domestic residents. Therefore, changes in foreigners' holding of dollars can change the US money supply.

International disturbances to bank reserves change Central Bank's control on country's money supply. But the Central Bank can offset any changes in bank reserves due to foreigners' deposits and withdrawals. Insulation of domestic money supply from international reserves is called sterilization. Central Bank accomplish this task through open market operations that reverse the international reserve movements. Central Banks sterilize international disturbances regularly. 

4.7.2. The Role of the Exchange Rate System
The exchange rate system is an important element in any country's financial system. Currencies of different nations are linked by relative prices, which are called foreign exchange rates. Exchange rate systems are of two types: floating and fixed. In a floating exchange rate system, the exchange rate is determined by the market forces of supply and demand while in a fixed exchange rate system; countries set and defend certain exchange rates.

Countries which have floating exchange rates can follow monetary policies independently of other countries. In countries with fixed exchange rate systems, the currency is pegged with one or more currencies. When a country has such a system, it has to align its monetary policy with that of other countries. If India pegs its currency with the US dollar, with open capital market, its interest rates will move in tandem with the US. 

4.7.3. The Foreign Desk
The Central Bank works as a government arm in the international financial market. It buys and sells currencies on behalf of the treasury. Although it is a routine task, the Central Bank steps in cooperation with the treasury when the foreign exchange market becomes disorderly. When the exchange rate of the currency is significantly higher or lower than the underlying fundamentals, the treasury decides to intervene in foreign exchange market. The Central Bank is the agent of the treasury for intervention activities. Central banks have to take a leading role when international financial crises erupt. 

Fiscal policy is an important instrument in the hands of the government to meet its financial requirements and relates to the management of finance by the government. Monetary policy, on the other hand, refers to the policies pursued by the RBI to regulate the growth of money and credit in the economy. However, the two policies are interdependent that fiscal policies of the government determine the directions of the monetary policy (i.e., whether the RBI follows a tight money and credit policy or not), and the fiscal policies have to be devised depending on the monetary control required. However, a common feature in both the policies is that in general, they deal with regulatory mechanisms and with maneuvering the economy in periods of inflation and recession.

Monetary policies are usually brought into play only to correct the adverse effects of the government's fiscal policies. The RBI has no say in the central government's fiscal policies i.e., deficit financing, though the states’ deficit financing is controlled through the overdraft regulation scheme. When deficit financing increases, the RBI has to resort to a tight money policy to curb the increase in liquidity. So, the CRR (Cash Reserve Ratio) and SLR (Statutory Liquidity Ratio) have to be increased. When this is done, the investable funds with the commercial banks shrink and their profits are adversely affected. The banks also have to face the additional constraint of compulsory lending of 40% of gross bank credit to priority sectors at concessional rates of interest, which further reduces their profitability. 

It is necessary that the government subjects itself to certain fiscal discipline so that the monetary authority of the country may pursue effective and meaningful monetary policies.

4.8. Summary 

Monetary Policy can be broadly defined as "the deliberate effort by the Central Bank to influence economic activity by variations in the money supply, in availability of creditor in the interest rates consistent with specific national objectives." The objectives that are achieved through monetary policy are: price stability, exchange stability, full employment and maximum output and high rate of growth. Monetary authorities use open market operations, bank rate policy, reserve requirement changes and selective credit control as instruments to achieve the objectives mentioned above. But, there are problems in implementing monetary policy. They are: lags in monetary policy, presence of financial intermediaries, contradiction in objectives and underdeveloped nature of money and capital markets.

Monetary targeting refers to the practice of formulating monetary policy in terms of target growth of money stock. The basic objectives of the monetary policy of a developing country is to attain a maximum level of sustained economic growth, along with domestic price stability and realistic foreign exchange rates. In India, the monetary policy always aims at price stability and growth. Apart from these two important goals, the Reserve Bank of India has made conscious attempts in recent years to maintain efficiency in the foreign exchange market, and curb destabilizing speculative activities.

Central Banks in open economies manage reserve flows, exchange rate and monitor international financial developments. Fiscal policy and monetary policy are interrelated because fiscal policies of the government determine the directions of the monetary policy (whether the RBI follows a tight money and credit policy or not), and the fiscal policies have to be devised depending on the monetary control required. Similarly, they deal with regulatory mechanisms and with maneuvering the economy in periods of inflation and recession.

Test your Understanding

Q.N.1. Explain the objectives of monetary policy in India.

Q.N.2. List and explain four tools of monetary policy used by RBI in India.
Q.N.3.  What is selective credit control?

Q.N.4. If RBI wants to reduce money supply, what are the options it is in terms of using tools of monetary policy?
Notes
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CHAPTER 5

GOVERNMENT BUDGET AND FISCAL POLICY
5.1. Introduction

In this chapter we will discuss:
· Objectives of Fiscal Policy 

· Constituents of Fiscal Policy 

· Fiscal Policy and Efficiency Issues 

· Fiscal Policy and Economic Growth 

· Limitations of Fiscal Policy 

Fiscal policy is important for the economic development of a country. Government spends on developmental activities and collects taxes to fund the spending. Thus government spending is an expenditure and collection of taxes provides the revenue. When expenditure is more than revenue, there is a fiscal deficit. This deficit can be financed by borrowing. Thus, fiscal policy can be defined as government’s plan for expenditure, revenues and borrowing to finance fiscal deficits if any. According to an economist, fiscal policy is a policy under which the government uses its expenditure and revenue programs to produce desirable effects and avoid undesirable effects on national income, production and employment.

Fiscal policy gained prominence after the Great Depression of the 1930s. Until then, monetary policy was considered to be an appropriate instrument for achieving economic stability.  The Great Depression, showed the drawbacks of  the monetary policy. Monetary policy was ineffective in arresting the severe unemployment. Keynesian economists pointed out that monetary policy could not check the rising inflation. Keynes recommended fiscal policy as an effective weapon to check inflation. Subsequently, fiscal policy became a powerful tool for economic development.

Fiscal policy involves designing the tax structure, determining tax revenue and handling public expenditure in such a way that the objective of full employment is achieved.  It seeks to do this by maintaining an equilibrium between the effective demand and supply of goods and regulating public expenditure and revenue. Fiscal policy can be used to minimize the effects of business cycles and to maintain stable price levels. 

5.2. Objectives of Fiscal Policy
The objectives of the fiscal policy vary from country to country, according to the level of economic development. The broad objectives of the fiscal policy are mobilization of resources, economic development and growth, reduction of disparities of income, expansion of employment, price stability and correction of disequilibrium in balance of payments. 

5.2.1. Mobilization of Resources 

To mobilize resources for investment, government may go for voluntary as well as compulsory savings. Mobilization of resources takes place through public borrowing and taxation. As the per capita income is low in developing countries, voluntary saving does not take place. Government can ensure compulsory savings by introducing new taxes and increasing the existing tax rates.  

5.2.2. Economic Development and Growth 

Another objective of the fiscal policy is to promote economic development of the country.  The saving and investment activity is initiated by the taxation policy, public borrowing and public expenditure. The contribution of public expenditure to growth depends on its size as well as the ratio of productive expenditure to total expenditure. Great emphasis is laid on the development of infrastructure. To enhance the production of some specific items, subsidies are provided. Expansion of investment opportunities will have a positive effect on level of business activities leading to the economic growth. 

5.2.3. Reduction of Disparities of Income
Fiscal policy can be used by the government to minimize the economic disparity in the society. The disparities lead to political and social unrest and general instability in the economy. Government can reduce economic disparity by taxing more heavily the richer sections of society, and by increasing the tax on luxury and harmful goods (i.e., progressive taxation). Revenues generated can be used for the upliftment of the downtrodden sections of society, thus leading to the redistribution of wealth. 

5.2.4. Expansion of Employment

After the Great Depression of 1930's, under the influence of Keynes, promotion and maintenance of employment was given high priority. According to Keynes, the objective of economic growth will be incomplete without full employment. To increase the level of private expenditure/ investment, public expenditure/ investment too has to be increased as both are directly or indirectly related. Thus, fiscal policy can help in creating an atmosphere where people get employment opportunities. 

5.2.5. Price Stability
Fiscal policy helps in ensuring price stability.  When the economy is experiencing deflation, budgets should aim at increasing expenditures and creating incomes for the people who have high propensity to consume. Similarly, during inflationary periods, there should be a cut in expenditure and spending capacity of people should be curbed.  To curb non-essential expenditure government can impose different taxes. The purchasing power can also be reduced through compulsory savings. 

5.3. Constituents of Fiscal Policy
The main constituents of fiscal policy are public expenditure, taxation and public borrowing. 

5.3.1. Public Expenditure   
The Great Depression of the 1930s, proved beyond doubt that government has to participate directly in increasing the level of investment through public works programs. Post World War II, many countries invested huge amounts in developmental projects. The emergence of welfare states that were set up with the aim of promoting  socio-economic welfare has led to an increase in government spending. Other factors that have contributed to the growth of public expenditure are:

a. Rising defense expenditure: Countries today have to spend huge amounts on defense preparedness and maintenance. 

b. Rise in price level: Due to inflation, the government has to spend more on public utilities, infrastructure projects like construction projects, compensation of employees, purchase of goods and services from the firm sector, etc. 

c. Economic planning: The establishment and maintenance of the central planning machinery, formulation of plans, their execution and evaluation involve public expenditure. 

d. Basic Infrastructure: A lot of money is spent on developing infrastructure such as roads, railways, ports and airports, dams, canals, bridges, power plants etc. This is essential for rapid economic growth. 

e. Population growth: This requires higher investments in education, health-care, food, housing, public utilities etc. 

The size and composition of public expenditure affects the development of a country. Unproductive expenditures like defense spending or the cost of maintaining a police force do not promote economic growth. Productive expenditures, like money spent on infrastructure development, and setting up of basic industries promote economic growth.

When the economy is going through a depression, private entrepreneurs are reluctant to make investments and public expenditure becomes important. By injecting fresh funds into the economy, public expenditure initiates the process of recovery from depression. According to Keynes, government expenditure is necessary to maintain national income at a given level. Government expenditure may be increased during depression and reduced when the economy is recovering. 

5.3.2. Taxation 

Taxation is the most important source of government revenue for both developed and developing countries. In developing countries, the size of governments’ development programs depends on the efficiency of the tax system. The tax structure should be designed in such a way that the government can raise the maximum revenue without affecting investment in the private sector. In a developing country, where the per capita income is low, levying tax on people with low incomes will have an adverse effect on savings. If the governments try to raise revenue through income tax, it would act as a disincentive to productive activities in the private sector.

Taxing of luxury goods is justified as it diverts resources from non-essential consumer good industries to essential developmental industries. Taxing of luxury goods also reduces income disparities. But taxing luxury goods alone may not generate sufficient revenues. Hence taxes are also imposed on mass consumption goods. There are two types of taxes: direct and indirect taxes.

Direct taxes 

A direct tax is paid by the person or the firm on whom it is legally imposed. Some direct taxes are: income tax, corporate tax, wealth tax, gift tax, estate duty etc. Direct taxes are tailored to fit personal circumstances like ability to pay, and sometimes age and size of the family. 

Indirect taxes

The burden of these taxes can be shifted to others. Indirect tax is imposed on one person, but paid partly or wholly by another person. Examples of indirect taxes are: sales tax, excise duty, service tax, custom duty, etc. Indirect taxes are easier to collect, as they are taxed at the retail or wholesale level.

5.3.3. Public Borrowing
After taxes, public borrowing is the next important source of revenue for the government. Public borrowing is different from taxes in the sense that all borrowings from the public have to be repaid. Public borrowing is a common tool for mobilizing resources in developing countries. As the per capita income is low in many developing countries, the governments are unable to mobilize enough resources from taxes. So, for financing projects, which have long gestation periods, they have to resort to public borrowing. The government usually uses debentures, bonds, etc., which carry attractive rates of interests, to borrow funds. If these fail, then it may impose compulsory savings.  

The success of public borrowing depends upon the government’s ability to mop up idle savings. Desired results may not be seen if borrowing results in a fall in current consumption or if it is financed through cutting investment. The government can also borrow funds from international agencies like the World Bank, the International Finance Corporation (IFC), International Monetary Fund (IMF) etc.

5.4. Fiscal Policy and Efficiency Issues
Fiscal policy also influences growth performance of an economy through its effects on allocation of resources and how efficiently they are managed. Rational allocation and productive use of resources certainly helps in reducing the wastage of scarce capital and raising the rate of economic growth. 

Among the various aspects of efficiency issues, the level of Incremental Capital Output Ratio (ICOR) is important for any economy.  The development of an economy is dependent upon ICOR and it has been a matter of concern for the Indian economy that the ICOR has been very high. A decline in this ratio would reduce the new resources needed to achieve a targeted rate of growth in the economy.  However, the factors which contribute to the rise and fall of ICOR are complex and one among them is the capital intensity of investment. When ICOR is persistently high, there is scope for reducing it by improving efficiency. 

High ICOR may also result from the following:

Cost and time overruns: These may occur because too many economic activities are undertaken without adequate resources. The project design may be diluted which will result in increased costs and delay in realization of benefits.  Examples of imbalance between power generating capacity and the transaction and distribution system are quite common. Time consuming procedures, inadequate delegation of powers, low managerial and technological efficiencies, etc. also cause delays but these can be corrected. 

Low productivity of existing capital stock: This should be improved with balancing equipment, energy efficient plant and processes, etc. However, funds are being allocated to only new projects and programs. Higher priority should be given to improving the productivity of existing capital stock. 

Though the public sector has been blamed for inefficiency, it must be noted that the it has done a great service by creating infrastructural facilities and investing in basic and strategic industries. However, the productivity will have to be improved and sufficient autonomy commensurate with accountability should be given. Also the manpower must be efficiently used. These would ensure profitability and financial viability of the public sector. 

In conclusion, the important issues to be considered while planning for resource mobilization are:

i. Efforts should be made to substantially raise the tax-GDP ratio.  

ii. Share of direct taxes should be improved by better enforcement, enlargement of tax base and where justified, fiscal concessions must be reduced. 

iii. Increase in indirect taxes should come only through higher industrial production and plugging of loopholes of tax evasion.  

iv. Growth in non-plan spending must be contained.  However, all expenditure should be scrutinized to eliminate unproductive spending. 

v. Incremental Capital Output Ratio measures the efficiency of the economy in using capital resources. It is defined as the units of incremental capital required to generate one additional unit of output. It is calculated using the capital formation and output data in the National Accounts Statistics. Higher the ICOR, lower the efficiency. 

vi. Balancing of revenue expenditure and revenue receipts in annual budgets should be attempted.  

vii. Improved performance of public sector and better returns on their investments should be aimed at.  

viii. Moderation in public borrowing and budgetary deficit are essential.  

5.5. Fiscal Policy and Stabilization  

The government has the power to influence the purchasing power of consumers by affecting their disposable income. Stabilization policies are the policies undertaken by the governing authorities to maintain full employment and a reasonably stable price level. The government often seeks to stabilize the economy by using expenditure and taxing powers to influence macroeconomic equilibrium. As we already know, the aggregate demand of an economy can be represented as Y=C+I+G+ (X-M), where Y denotes aggregate demand, C, I, and G denote consumption, investment and government expenditures, respectively, and X and M denote exports and imports, respectively.  Whenever a particular economy is suffering from a recessionary GDP gap, consumption is likely to suffer. The overall investment prospects of the economy also seem to be very gloomy, as investors forecast very pessimistic profit projections. Under such situations, expansionary fiscal policies can be undertaken by the government under which it tries to increase aggregate demand. This can be done by increasing government purchases of goods and services, by increasing transfer payments to individuals and organizations or by decreasing taxes. So, when government spending increases and/or the tax rate decreases, an increase in the aggregate demand takes place, which is expansionary in nature, thereby raising the equilibrium real GDP. This will reduce the recessionary gap and the cyclical unemployment of the recession prone economy. Similarly when the economy is suffering from high inflationary pressures, government can engage in contractionary fiscal policies that will decrease government spending or increase taxes. The fall in government spending will restrain aggregate demand up to a particular level. 

There are two types of fiscal policy responses to economic instability. They are automatic stabilizers and discretionary fiscal policy.

5.5.1. Automatic Stabilizers
An automatic stabilizer can be an expenditure program or tax law that automatically increases expenditure or decreases taxes when an economy is in recession or automatically decreases expenditure or increases taxes when an economy is experiencing inflation. Automatic stabilizers as the name suggests, are built-in responses generated in the system without any deliberate action from the government to correct instability and restore economic stability. The two main automatic stabilizers are: changes in tax revenues and unemployment compensation and welfare payments.

Changes in Tax Revenues
With the increase in Gross National Product (GNP) of a country, some people who did not fall in the tax bracket earlier would now fall in the tax bracket and many existing tax payers would move to higher tax brackets. Thus, with the increase in GNP, tax revenues also increase. On the other hand, when the GNP falls, some tax payers’ income will drop below the taxable level and some would fall in lower tax brackets. Thus with a fall in GNP, tax revenues also fall. Tax revenues again have to move up to restore stabilization.

Unemployment Compensation and Welfare Payments
Developed countries usually pay unemployment compensation when workers are laid off. Unemployment compensation paid by the government automatically rises during recession when more and more people become unemployed. Thus consumption expenditure does not fall much during recession. During a boom in the economy, unemployment falls and so does unemployment compensation. Thus there is no increase in spending. Thus, we can say that unemployment compensation has a stabilizing effect on the economy. Various other welfare programs also have the same effect on the economy-government expenditure rises when GNP falls and it falls when GNP rises.

Automatic stabilizers make cyclical fluctuations in GNP smaller than otherwise would have been.

5.5.2. Discretionary Fiscal Policy

Discretionary fiscal policy means government makes deliberate changes in the tax rates and planned outlays to stabilize the economy. It is a deliberate and conscious attempt by the government to make changes in the tax rates and its own expenditures. Discretionary fiscal policy is not limited to taxation. It also involves public borrowing and forced saving. In developing countries, discretionary fiscal policy is undertaken on public revenue and public expenditure front to promote economic development.

5.6. Fiscal Policy and Economic Growth
The basic reasons for the use of fiscal policies for attaining full employment and stable prices are as follows:

a. Ineffectiveness of the monetary policy during business cycles to combat mass unemployment.  

b. With the development of 'new economics' by Keynes the importance of government spending and taxation in relation to the aggregate output assumed significance.  

It is important for an economy to have a high economic growth with stable prices. Higher economic growth does not only mean rising levels of GDP and per capita GDP but also includes the concept of egalitarian distribution of income. Though not a sufficient condition, it can be said that economic growth is a necessary condition for the fulfillment of other policy objectives.

The role of fiscal policy in securing stability and growth in less developed countries (LDCs) is of fundamental importance.  Fiscal policy should be so designed that while promoting consumption and investment to the level of optimum utilization of the available resources of the economy, it may check inflation.  To accelerate the rate of growth of the economy, the allocation of employable resources (i.e. not only the employed resources) should be so distributed that they are diverted to proper productive channels to increase the aggregate output of the economy.  The fiscal policy, with the help of the tax/expenditure instruments, should regulate the rate of change of aggregate total output to grow at a slower pace than that of aggregate investment.  This will encourage the process of capital formation, thereby resulting in higher economic growth rates. 

Government's tax/expenditure policies should be so tuned that the current and capital expenditures in areas like health and education can improve the quality of human resources.  The provision of proper physical infrastructural facilities can be enhanced by the government through investments in fields like communication, irrigation, power, etc.

The tax policy in a developing economy should be such that it accelerates the process of tax collection subject to the following constraints: 

a. It provides corrective measures to prevent a high degree of inequality in the distribution of income. 

b. It should not interfere unduly with private saving and investment. 

In addition to the prevalence of high inequality in income distribution, luxury consumption accounts for more than 35% of the aggregate output, in most of the LDCs.  Consequently, luxury consumption provides a substantial potential reserve for additional taxation. A strategy of progressive taxation coupled with differential taxation (tax applied on a selective basis) can be applied to serve the purpose.  However, it should be kept in mind that a highly progressive taxation strategy may retard private sector saving and corporate saving, which acts as a key to economic development. 

Ideally, taxation should be in the form of personal consumption tax, though very few countries could switch over to this option. This is because application of such a tax to higher incomes would require balance sheet accounting as well as the reporting of earning, which is difficult even for developed countries. 

5.7. Limitations of Fiscal Policy
Fiscal policy has been successful in developed countries but not so successful in developing countries. Following are some of the limitations of fiscal policy: 

5.7.1. Lags in Fiscal Policy
A fiscal policy has both inside and outside lags similar to a monetary policy. Economists feel that inside lags in fiscal policy are longer than those for monetary policy. This is because all significant decisions relating to changes in tax and expenditure require the prior approval of the Parliament or State Legislatures which is a lengthy process. Lags in fiscal policy reduce its effectiveness. Sometimes, it so happens that fiscal actions which are meant to stabilize the economy, because of lags, actually destabilize it. Let us imagine a situation where disturbance in the economy reduces the output below the full employment level. The fiscal policy takes some time to start working because of the existence of lags and by the time the effects of the fiscal policy are felt the output might have already reached the full employment level. But since some action has taken place in the fiscal front, output would rise above the full employment level and fluctuate around it. Thus, we see that a fiscal policy which was meant to stabilize the economy had in fact destabilized it. 

5.7.2. Problems in Tax Policy

The tax structure in the developing countries is rigid and narrow. Thus, conditions ideal to the growth of well-knit and integrated tax policies are absent. In some countries tax laws give a variety of tax incentives and such incentives lead to non compliance. If the incentives are large, there would be significant erosion of tax revenues.

Since, in most developing economies there is a large non-monetized sector, it is difficult to access the income originating from this sector. In India, it is difficult to evaluate the real income of farmers and other self employed people making the tax policy of the government ineffective and self-defeating.

In many developing countries, agricultural sector is the biggest employer but is exempted from taxation or the tax burden in the sector is very low. In such circumstances, a disproportionate share of the burden of taxation is borne by the small monetized sector. The tax base is considerably reduced as the large land owners with enormous wealth and economic power do not fall in the tax bracket.

The corrupt and inefficient administration in most developing countries act as a hindrance to efficient enforcement of tax laws. This results in loss of revenue to the government. 

5.8. Burden of Public Debt 

In many developing countries, the necessity to undertake large scale developmental programmes has resulted in large public debt both internal and external. Resources generated through taxation and profits of public enterprises are inadequate to finance the development projects. The burden of public debt has increased tremendously over the years, since all loans have to be repaid after some time and interest payments have to be made till the date the loans are repaid.

The problem of external debt is more difficult to tackle since repayments have to be made in foreign currency unlike internal debt. This is possible only when the country earns more foreign exchange through exports. Thus, there has to be an export surplus, i.e., exports should be more than imports. However, in most developing countries, due to various constraints, export earnings are less than imports, and this makes repayment of external debt difficult. Some developing countries are forced to take new loans just to repay the interest charges on previous loans. They find it difficult to repay the principal amount. This is what is known as the external debt trap.

However, the burden of public debt has to be considered taking into account how the funds mobilized through public debt are utilized. If resources raised through borrowings are spent on unproductive activities, then the funds raised are considered as burdensome. If the funds are utilized for developmental activities, they increase the productivity of the country and are not regarded as burdensome.

Public debt in India has grown tremendously over the planning period as massive investments were made for developing the infrastructure and setting up heavy capital good industries. Mobilizing additional resources through taxation was limited. As such, the government had to rely on the internal loans.

5.9. Summary
Fiscal policy means government’s plan for expenditure, revenues and borrowing to finance fiscal deficits. The objectives of the fiscal policy includes resource mobilization, economic development and growth, reduction of disparities of income, expansion of employment, price stability and correction of disequilibrium in balance of payments.

The main constituents of fiscal policy are public expenditure, taxation and public borrowing.  The size and composition of public expenditure affects the development of a country. Unproductive expenditure does not promote economic growth, whereas productive expenditure promotes economic growth. Public expenditure becomes important when the economy is passing through a recession. 

Taxation is the most important source of government revenue for both developed and developing countries. There are two types of taxes: direct and indirect taxes. A direct tax is paid by the person or the firm on whom it is legally imposed. Indirect tax is imposed on one person, but paid partly or wholly by another person.

Public borrowing is an important source of revenue for the government. The government usually uses debentures, bonds, etc., which carry attractive rates of interest, to borrow funds. The government can also borrow funds from the World Bank, the International Finance Corporation, IMF etc.

Fiscal stabilization policies are undertaken by the government to maintain full employment and a reasonably stable price level. The government can also stabilize the economy by using expenditure and taxing powers to influence macroeconomic equilibrium.  There are two types of fiscal policy responses to economic instability. They are automatic stabilizers and discretionary fiscal policy.

Fiscal policy has not been greatly successful in developing countries because of limitations like lags in fiscal policy, and problems in tax policy. In some countries tax incentives result in non compliance and evasion of taxes. In developing countries where agriculture is the major source of income, the tax base is reduced because agricultural income is not taxable. Corruption and inefficient administration are also responsible for poor enforcement of tax laws.

Rising public debt is a major concern in developing countries. External debt needs more attention than internal debt because in external debt the repayment has to be made in foreign currency. Public debt has grown tremendously in India because of massive investments in infrastructure and heavy capital good industries. 

Test your Understanding

Q.N.1. What are objectives of fiscal policy?

Q.N.2. Distinguish between direct and indirect taxes.

Q.N.3.  Distinguish between fiscal policies and monetary policies.

Q.N.4. Explain the meaning of Fiscal Deficit.

Notes
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CHAPTER 6

INFLATION

6.1. Introduction

In this chapter we will discuss:

· Types of Inflation 

· Sources of Inflation 

· Measuring Inflation 

· The Economic Impact of Inflation 

· Philips Curve 

· Measures to Control Inflation 

Inflation is persistent rise in price levels. It is a situation in which “too much chases few goods”. In this chapter, we will look at the types of inflation. We will also examine the sources of inflation, ways to measure inflation, the economic impact of inflation and measures to control inflation. 

6.2. Types of Inflation

The inflation rate is used to measure the rate of change in the overall price level of goods and services that we typically consume. According to Keynes, "Inflation refers to a rise in price level after full employment level has been achieved." Under such conditions, only prices will rise, and the output will remain the same.

Depending on the rate at which prices rise, inflation is classified into three categories: creeping, running and hyper or galloping inflation. When the increase is small or gradual, it is called creeping inflation. Creeping inflation leads to a small increase in prices, which induces investment in the economy.

If creeping inflation continues for a long period of time without any monetary or fiscal control, it may lead to running inflation. Price will then increase at 8 to 10 % per annum. If running inflation is not controlled, it may reduce savings in the economy and become a hindrance in the future for the economic growth. When monetary authorities completely lose control over running inflation, it will lead to galloping inflation. When inflation reaches double or triple digit figures, it is called galloping or hyper inflation. 

In hyper inflation, people expect the price to rise and so spend all their money quickly so that they can consume to the maximum extent possible. They believe that the purchasing power of the money they are having will fall further soon. This increases the velocity of circulation of money in the economy. Germany experienced this type of hyperinflation in the early 1920s. Prices of goods and services doubled every week in Germany in 1923. People could not even wait for the weekend to do their shopping. Similarly, Zimbabwe in 2008 faced inflation rate of more than a million per cent!

However, average prices of goods and services do not always increase. They may fall, i.e. the price decrease for some goods and services may outweigh the increase in prices of other goods and services. In such a situation, deflation occurs. Japan faced deflation in 1995 when inflation became negative and asset prices tumbled. 

6.3. Sources of Inflation

It is important to identify the causes of inflation because formulation of economic policies depend on the type of inflation. Generally, when we analyze the economy as a whole, we define inflation as a state where aggregate demand for goods and services exceeds aggregate supply. When aggregate demand is higher than aggregate supply, the price level generally increases.

If such a situation persists for a long period of time, it leads to inflation. In other words, we can say that demand pull factors create inflation in the economy. This is called demand pull inflation. The main factors of demand pull inflation can be summarized as increase in money supply, the government budget deficit, increase in export earnings, etc.

Inflation can also be caused by cost push factors. When the cost of factors of production increases, the producers or manufacturers that supply the goods and services reduce the supply. The aggregate demand for the goods and services however remains the same. There is one major difference between demand pull inflation and cost push inflation: in demand pull inflation, the unemployment level remains at the minimum; in cost push inflation, the unemployment level  increases to the maximum.

Before we understand demand pull inflation and cost push inflation in detail, we need to understand Aggregate Demand (AD) and Aggregate Supply (AS). 

6.4. Aggregate Demand (AD) and Aggregate Supply (AS)
6.4.1. Aggregate demand (AD)

Aggregate demand refers to collective behavior of all buyers in a marketplace. In other words, it is the relationship between various quantities of output that all people together will buy at various price levels in a defined period. Therefore, it illustrates the total demand for all goods and services rather than the demand for a single product. The relationship between average prices and real output in terms of quantity per year is shown in Figure 6.1. The aggregate demand curve slopes downward because of real balance effect, foreign trade effect and interest rate effect. 

Figure 6.1: Aggregate Demand
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Real balances effect: The most apparent reason for downward slope of AD curve is that a decrease in the prices of goods and services makes the rupee more valuable. Suppose you have Rs. 1000. How much can you buy with this money? It will depend on the current price level. At the current price level, you can buy goods and services worth Rs. 1000. But, how much can you buy if prices rise? Rs 1000 will not get you the same amount of goods and services. The real value of money is measured by how much goods and services can be bought with one rupee.

Suppose the price level increases by 25% in a year. What will happen to real value of your money? At the end of the year, the real value of your money will be = (money at the beginning of the year)/(1+(percentage increase/100))

= Rs 1000/(1+0.25)

= Rs 800



So, the purchasing power of your money has decreased in the given year. Or, at the end of the year, you won't be able to buy the same amount of goods and services that you would have bought at the beginning of the year.

However, a decrease in the price level will have opposite effect. It means that the money is worth more when prices fall. So, you will be able to buy more goods and services without any increase in income level.

Thus, real balances effects cause an inverse relationship between real output and price level i.e., aggregate demand curve is downward sloping.

Foreign trade effect: Changes in imports and exports are also responsible for downward slope of AD curve. Consumers now have a choice of buying either domestic or foreign goods. The relative price in two countries is the decisive factor. If the average prices of goods that are produced in India are rising, Indians may buy more imported goods. Similarly, if the prices fall in India, they may buy more goods that are produced in India.

Interest rate effect: Changes in price level affect the demand for loans which in turn, affect the interest rates. When price levels are lower, the demand for loans will also be lower. And due to lower demand for loans, interest rates will fall. When money is available at a cheaper rate, it encourages people to borrow more and make loan – financed purchases. So, it can be said that when price levels are lower, people buy more. Again, this is a inverse relationship between price and quantity.

6.4.2. Aggregate supply (AS)

Aggregate supply is the real value of output producers are willing and able to bring to market at alternative price levels (ceteris paribus). The slope of the curve is always positively upward as shown in Figure 6.2. Upward slope of AS curve reflects profits and costs effects. 

Figure 6.2: Aggregate Supply
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Profit effect: Producers produce goods and services to earn profits. They can earn profits only when their selling prices are higher than their costs of production. Therefore, changing the price level will affect the profitability of the producers. When prices of goods and services fall, profits also fall. In the short run, the costs in terms of rent, interest payments, negotiated wages, etc. are fixed. 

When output prices fall, these costs will remain the same and the producer’s profit will be reduced. Producers respond to this situation by reducing the rate of output.

Similarly, when output prices increase, profit margins will also increase because in the short run, the costs will remain constant. When profit margins increase, producers try to produce and sell more goods and services. So, the rate of output increases in case of an increase in price levels. This is reflected in the upward slope of the aggregate supply curve.

Cost effects: Another reason for the upward slope of the aggregate supply curve is cost. As explained earlier, the profit of a producer increases when the price level increases because some costs remain constant in the short run. But not all costs remain constant. They may have to pay overtime wages to increase their output. If the supply of inputs is limited, it may also lead to an increase in cost. These cost pressures increase when the rate of output increases. As time passes, the costs that were initially constant will also move upward. Therefore, the cost of producing goods and services will increase. In such cases, producers will increase the output only when the prices of the output increases at least at the rate cost of production is increasing. 

6.5. Demand Pull Inflation
One explanation for the inflation runs in terms of generalized excess demand. According to this explanation, the general rise in the price level is because the demand for goods and services exceeds the supply available at existing prices. In terms of AD-AS framework, the rightward shift in the AD curve means an excess demand for goods and services at existing prices.

In Figure 6.3, the AD increases to Y1 from Y0 because of the shift in the AD0 curve to AD1. But at the price level P0, the AS is Y0. Therefore, the excess demand is Y1-Y0. To eliminate the excess demand, the price level increases to P1, where AD and AS are equal at Y2. 

Figure 6.3: Demand-Pull Inflation
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The factors causing a shift in the AD can be classified into real and monetary factors. Among the real factors are fiscal actions like changes in the government spending and taxes. Among the monetary factors are changes in money supply.

The real factors: The real factors which can cause a rightward shift in an AD curve are – an increase in the government expenditure with no change in tax receipt, a decrease in the tax receipts with no increase in the government spendings, a rightward shift in the consumption function, investment function and export function.
The monetary factors: On the monetary side, demand pull inflation may originate either through a decrease in the demand for money or an increase in supply of money. A decrease in the demand for money or an increase in the supply of money causes a rightward shift in the AD curve. In reality, a decrease in the demand of money is not likely to originate inflation, but it is almost certain to intensify an ongoing inflation that has reached a rapid rate. The greater the rate of inflation, the costlier it becomes to hold money and smaller the amount of real balances the public will want to hold at any level of real income and interest rate.  

6.6. Cost Push Inflation 

Cost-push theory of inflation explains the causes of inflation originating from the supply side.

In Figure 6.4, when AS curve shifts leftward from AS0 to AS1, the price level increases from P0 to P1. In cost-push inflation theory, the causes for the leftward shift in the AS curve are identified as an increase in the wage level not matched by the increase in the labor productivity, or an increase in the profit margins by those who can exercise market power. Depending on the causes, there are three types of cost-push inflation: Wage-push inflation, Profit-push inflation and Supply-shock inflation. 

Figure 6.4: Cost-Push I
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Wage push inflation occurs when trade unions demand an increase in the money wage at a rate that is greater than the increase in productivity. This causes an increase in the labor cost per unit of output, and forces the producer to increase the price to cover the increased costs. This increase in price will lead to a higher cost of living or a fall in real wages. Again, workers will ask for a pay hike due to the fall in real wages. Wage push inflation happens when a rise in the wage rate is accompanied by a rise in the price level.

Oligopolists and monopolists may, in their drive to increase profits, increase their prices more than the increase in their costs. This is possible only in imperfect markets. Possibilities for this type of inflation are greater when the prices of goods and services are administered by the sellers. 

Supply shock inflation arises from an increase in the cost of raw materials or shortages that occur as a result of natural calamities like drought, flood, disease etc. Supply shocks lead to a drastic reduction in the supply of goods and services.

6.7. Measuring Inflation
Variations in the price level (inflation) are measured in terms of Wholesale Price Index (WPI), and the Consumer Price Index (CPI). Let us analyze how inflation is measured through these indices.

6.7.1. Wholesale Price Index 

The Wholesale Price Index is an indicator designed to measure the changes in the price levels of commodities that flow into the wholesale trade intermediaries. The index is a vital guide in economic analysis and policy formulation, and a basis for price adjustments in business contracts and projects. It is also intended to serve as an additional source of information for comparisons on the international front.

In India, the wholesale prices are commonly used to measure inflation since they are available for all commodities.

The Office of the Economic Adviser (OEA) in the Ministry of Industry has been the pioneer in compiling the wholesale price index. It started preparation of WPI Numbers on weekly basis as early as 1942, with the base year as 1939. The base year has been revised from time to time and currently 1993-94 is used as a base year. The series covers 435 commodities in all. The sector-wise break-up of 435 commodities is as follows:

i) Primary articles – 98

ii) Fuel, power, light and lubricants – 19; 

iii) Manufactured products - 318.

Quotations of wholesale prices in respect of these 435 commodities are collected on weekly basis through official as well as non-official sources. The official sources include Directorate of Economics and Statistics in the Ministry of  agriculture;   Agricultural  Marketing Departments of Central and State Governments, State Directorates of Economics and Statistics, District Statistical Offices, Registrars of Co-operative Societies and other primary agencies belonging to various State Governments. The non-official sources include chambers of commerce, trade associations, leading manufacturers and prominent business houses.

The main advantage of WPI is that it is available at frequent intervals, so that continuous monitoring of the price level is possible. The duration is usually one week. It does not cover non-commodity producing sector i.e., services and non tradable commodities.

6.7.2. Consumer price index (CPI)

The consumer price index reflects the cost for living of a particular group in the population. CPI is measured on the basis of the changes in retail prices of selected goods and services (essential goods) on which a particular group of consumers spend their money based on their income. 

There are, in fact, several consumer price indices. Each one tracks the retail prices of goods and services for a different group of people, because the consumption patterns of different groups differ. For industrial workers (CPI-IW), a basket of 260 commodities is tracked; for urban non-manual employees (CPI-UNME), 180 commodities; for agricultural laborers (CPI-AL), just 60 commodities. Here again, each commodity is given a different weightage. For example, the CPI-AL would give a greater weightage to food grains than the CPI-UNME, since a greater proportion of an agricultural laborer's income would go toward the purchase of food grains. And moreover, he would be unlikely to buy the sort of items an office-goer would buy.

The WPI is used as an indicator for monetary policy whereas the CPI reflects changes in the retail price of goods consumed by a homogenous group of people. The CPI cannot capture the consumption patterns of different segments.

The consumption basket data is gathered from family budget surveys, which are carried out from time to time. These surveys yield estimates of the commodity composition of consumption expenditures by a typical family in a specified population group. Price data are obtained from retail outlets by a large staff of field investigators. The base year is changed every few years so that changes in tastes, appearance of new items in consumption baskets, etc. can be taken into account. Without such updating, the index would lose its usefulness as an approximate measure of the cost of living.

CPIs for various population groups are calculated and published by the Bureau of Labor in the US. They are reproduced in a variety of government and non-government publications.

Although the WPI and CPI are constructed in the same way, the differences between the two are:

a) The items included in the WPI are quite different from the items included in the CPI. The WPI includes items like fertilizers, minerals, industrial raw materials and semi-finished goods, machinery and equipment, etc. It also includes items in the food group and in the fuel, light and power group. The WPI is an index of prices paid by producers for their inputs. 

b) In the WPI, wholesale prices rather than retail prices are used. Thus, for minerals, ex-mine prices; for manufactured products, ex-factory prices; for agricultural commodities the first wholesalers' prices etc., are used. 

c) Weights are based on the value of the transactions in the various items in the base year. For manufactured products, it is the value of production; for agricultural products, the value of marketable surplus etc. 

6.8. Economic Impact of Inflation
Inflation is a major concern of governments the world over. The effect of inflation on the economy is widespread, ranging from redistribution of income and wealth among different sections of the   society, to adverse affects of the balance of payments position. In this section, we will see the effect of inflation on distribution of income and wealth, and output and growth.

6.8.1. Effect of Inflation on the Distribution of Income and Wealth 

Inflation impacts different social groups differently. Some people gain from inflation while others get hurt. The impact of inflation depends upon the amount of income and wealth that inflation takes away from a particular group. Usually, inflation has a negative effect more on fixed income groups than on high and flexible income groups. If prices of everything, including the prices of assets and debt instruments change in proportion to the price level, nobody would be hurt and nobody would benefit from changes in the price level, unless those changes affect the economy's output and the rate at which that output grows. In a real economy, however the effect of inflation is not neutral. It is generally believed that "the rich get richer and the poor get poorer" because of inflation. This is based on the presumption that the income of the poor is not indexed to inflation, and their income does not rise in proportion to the rate of inflation. This is generally the case with pensioners, wage earners and those receiving a fixed monetary income. Though their monetary income is constant, real income is reduced because of inflation. On the other hand, income which is in the form of profits and capital gains usually grows at a faster rate than the rate of inflation, and as a result, the rich get richer. Effect of inflation on various groups in society is discussed below

a. Debtors and Creditors: Debtors gain from inflation, because inflation reduces the real worth of money that they must repay in the future. As inflation reduces the value of money and purchasing power, they also forgo less in terms of goods and services. Another reason is that the price level rises faster than the interest rates. Therefore, rising price levels benefit the debtors. However, creditors lose from inflation because they get less than what they lent. 

b. Producers: The term producers here includes manufacturers, traders, farmers, etc. They all gain from inflation because the prices of goods and services grow faster than the cost of production. In the short run, value of inventory appreciates while the cost of production remains same. Producers and traders can create artificial scarcity of goods and services in market, raise prices and generate profits. Big farmers who have marketable surplus can hoard the crops and sell them later at higher prices. However, small farmers who are engaged in subsistence farming are not affected much from inflation. 

c. Investors: How inflation affects investors depends on whether they invest in equity or in fixed-income securities. When investors invest in equity, they gain due to inflation because equity prices rise as much as inflation. But, when they invest in fixed-income securities, they lose due to inflation because real income from the investment falls during inflation. Small investors usually keep their money in saving accounts in banks and post offices, provident fund, fixed deposits, etc. and they suffer the most. As people are now aware of erosion in their wealth, they prefer to consume than to save. Reduced savings have negative impact on credit and investment which in turn, adversely affects economic development. 

6.8.2. Effect of Inflation on Production 

Mild inflation usually stimulates production in an economy because it creates expectations about higher profit margins. So, businessmen are attracted towards increasing their production capacity because investments look favorable. They invest more and increase their production till full employment is reached. Just before full employment is reached, inflationary pressures from demand and supply sides go up. But if the inflation increases or becomes hyperinflation, its employment generation effect disappears. Hyperinflation adversely affects the level of production due to following reasons:

· Inflation decreases the purchasing power of money and savers feel that their capital is eroding. So, inflation discourages people from saving. Consequently, less and less money will be available for capital investments. 

· During inflationary periods, people are encouraged to hoard and keep large stocks of goods, because it is quite profitable. This reduces supply of goods and leads to black-marketing. 

· High inflationary situations discourage entrepreneurs from taking the risks involved in investing for future production. 

· Inflation affects the pattern of production, because the pattern of production shifts from the production of consumer goods to luxury goods. 

6.9. Measures To Control Inflation
Inflation usually adversely affects helpless people and disturbs the social, political and economical equilibrium. Hence, it need to be controlled. However, control of inflation does not mean absolute price stability. Absolute price stability is not the objective of any nation. People expect economic growth with price stability. Price stability without growth does not achieve economic objective of a nation. So, prices should be allowed to rise within certain limits (say, 2 to 3 percent), but this should not rise to such an extent that it takes away all the benefits of economic growth.

Inflation can be controlled through an integrated set of measures which may be classified as monetary, fiscal and other measures. 

6.9.1. Monetary Measures 

Monetary policy is the policy of the central bank of a country. In India, we faced hyperinflation of 13.8% in 1966-67 due to the Pakistan war and the famine. In such situation, the government should control the money supply in the economy to control the rate of inflation. This can be achieved through quantitative and qualitative (selective) control measures.

Quantitative credit control measures can be in the form of bank rate policy, open market operations and variable reserve ratio to influence the cost and availability of credit in an economy.

Depending on the rate of inflation, the central bank can vary the bank rate to control inflation. An increase in the bank rate automatically increases the interest rate and reduces the investment rate (as it becomes less attractive). Increase in the interest rate can also control excess demand by diverting the excess money into savings. 

Through open market operation, government securities are bought and sold in the market. If the inflation rate is very high, the government will sell the securities in the open market to curb inflation in economy. By selling securities, the government tries to take away excess money from people, thus curbing excess demand in the economy. Here again, curbing inflation through open market operations depends on the attractiveness of the government securities. Of the various quantitative measures for controlling the money supply, the cash reserve ratio is the most effective monetary control measure. Based on the type of inflation the economy is facing, the central bank can raise the cash reserve ratio and curb the lending power of the bank. A high cash reserve ratio requirement will reduce the lending capability of banks.

The most common selective control measure is the regulation of consumer credit. Credit facilities can be curbed by raising down payment requirements or reducing the payment periods. Besides such selective credit control measures, the central bank can use directives, moral persuasion, publicity, etc. to control monetary expansion in the economy.

The success of monetary measures depends mainly on the degree of credit control measures and the cooperation the central bank receives from commercial banks and other financial institutions. 

6.9.2. Fiscal Measures 

The aggregate demand of an economy depends mainly on the level of government expenditure. Government expenditure to a great extent influences the money supply in an economy, and therefore inflation in the economy. The fiscal measures for controlling inflation are public expenditure, taxation, public borrowing and debt.

Public expenditure

Increase in public expenditure contributes to inflation by increasing the disposable income of the public which in turn will increase the demand for goods and services. Therefore, government can reduce inflation by reducing the public expenditure. Public expenditure has a multiplier effect on income, output and employment. Therefore, reduction in public expenditure will reduce inflationary pressures. But this anti-inflationary tool should be used with care. Reduction in developmental and defence expenditure can prove to be too costly to a country. Similarly, the projects that the government has already taken up should not be abandoned. Instead, the government should minimize nonessential expenditures.

Taxation

The amount of disposable income depends on the taxation policy of the government. The imposition of direct or indirect taxes reduces the purchasing power of the people. It also generates revenue to the government. Anti-inflationary taxation should reduce that part of the disposable income which would otherwise have been spent on consumption.

Before introducing new taxes, the government should analyze how the tax burden will affect people. If the government increases the income tax and at the same time, increases indirect taxes on necessities, burden of taxation will largely fall on the middle class. The rich and business classes will not bear the burden of taxation. Hence the government should impose higher taxes on luxury goods and increase excise duties on commodities that are consumed only by high income people. Indirect taxes, moreover, increase cost push inflation in the economy. 

Public borrowing and debt

During inflationary periods, government can start special saving programs to take away the extra purchasing power which would otherwise increase pressure on demand. Similarly, government can offer bonds to public at attractive interest coupon rates. If an appeal to voluntary saving does not yield the desired results, the government may resort to compulsory savings. But usually, compulsory savings are avoided during peace time. 

6.10. Summary

Inflation is the rate of change in the overall price level of goods and services. Different types of inflation are: creeping, running, hyperinflation, and deflation.

There are two sources of inflation, demand pull and cost push inflation. Demand pull inflation is caused due to excessive demand for goods and services. When aggregate demand increases, the price level also simultaneously moves up. Cost push inflation results from an increase in the cost of factors of production or a decrease in the supply of goods with demand remaining the same.

Inflation is measured by the Wholesale Price Index and the Consumer Price Index. The wholesale price index is an indicator designed to measure the changes in the price levels of commodities that flow into the wholesale trade intermediaries. The consumer price index reflects the cost of living for a specific groups in the population. The CPI is measured on the basis of the change in retail prices of selected goods and services (essential goods) on which specific groups of consumers spend their money, based on their income.

Inflation affects an economy in the distribution of income and wealth, and production. The Philips curve describes the inverse relationship between unemployment and the wage rate.

Inflation can be controlled by monetary, fiscal and other measures. Monetary measures include adjustments in money supply and bank rates, open market operations and changes in reserve ratios. Fiscal measures include control on public expenditure, taxation, public borrowing and debt. Other measure include price control and rationing, changes in wage policy, etc. 

Test your Understanding

Q.N.1.  Define inflation.

Q.N.2. Explain the concept of Aggregate Demand and Aggregate Supply.

Q.N.3.  What is demand-pull inflation?

Q.N.4. Describe measures to control inflation.
Notes
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CHAPTER 7

BUSINESS CYCLE AND UNEMPLOYMENT
7.1. Introduction

In this chapter we will discuss:

· Characteristics of Business Cycles 

· Theories of Business Cycles 

· Forecasting Business Cycles 

· Employment Fluctuations 

History shows that the economies do not grow in a uniform pattern. There may be several years of economic growth followed by a recession and in some cases even a prolonged depression. This may be accompanied by falling national output, declining profits and real incomes and rising unemployment. In course of time, the economy recovers and if the recovery is very strong it may lead to a boom. During the boom period the economy will experience prosperity, which means a long period of high demand, more employment opportunities and improving standards of living. Prosperity may also lead to inflationary conditions marked by rising prices and speculation. This would be followed by another slump in the economy. All market economies are characterized by movements in national output, inflation, interest rates and employment. These movements could be either upward or downward.
An analysis of business cycles helps us to understand the relationship between real GDP, unemployment, and inflation. During peak periods of a business cycle, when the economy is experiencing rapid growth in real GDP, employment will increase, as businesses recruit more workers to produce a higher output. If real GDP grows too quickly, it can cause price inflation. During recession, the economy will experience a decline in real GDP and unemployment rates will increase. In this chapter, we will analyze the various phases of the business cycle and its impact on employment. 

7.2. Characteristics of Business Cycle
A business cycle may be defined as a swing in total national output, income and employment. It usually lasts for two to ten years and is characterized by expansion and contraction in many sectors. A business cycle has mainly two phases: recession and expansion. Peaks and troughs are the turning points of the cycles. Figure 7.1 shows the successive phases of the business cycle. 

Figure 7.1: The Business Cycle
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The pattern of cycles is irregular and no two cycles are the same. It is difficult to predict the duration and timing of business cycles. The recessionary period is accompanied by certain characteristics. These are: 

· Decline in consumer spending and building up of inventories. Increasing inventories results in cut in production and the real GDP falls. Investment in plant and machinery falls sharply.   

· Fall in demand for labor followed by layoffs and high unemployment. 

· With the fall in output, inflation falls. With the decline in demand for crude materials, prices fall. However, wages and prices of services are unlikely to fall though they rise less rapidly during recession.     

· During recession profits fall sharply. In anticipation of the downturn, stock prices fall. With the fall in demand for credit, interest rates also fall. 

According to Joseph Schumpeter, there are four stages in a business cycle: prosperity, recession, depression and recovery. (Refer Figure 7.2)
Figure 7.2: Phases of Business Cycle
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Prosperity is also known as expansion. During this stage, production increases in all sectors of the economy. As a result of increased production, employment opportunities increase. This in turn, increases the purchasing power of the people. There is a time lag before the producers can produce sufficiently to meet this demand in the economy. This leads to rise in prices. 

During expansion many forces come into play, which leads to the beginning of recession. The general rise in costs relative to prices is an important factor leading to recession. In the early stages the gap between costs and price is high and this encourages the entrepreneurs to expand their businesses. In course of time as cost increases relative to price and profit margins come down, expansion activities take a back seat. The increase in cost in the later phase of expansion is because of the inability of the existing resources to meet the demand for factors of production. Because of the scarcity of various factors of production, prices rise. Costs may also rise because of the utilization of sub standard equipment, unproductive labor and less efficient management for further expansion of output. 
Recession in the economy will lead to liquidation of bank loans, fall in prices, decline in the demand for capital goods and cancellation of new projects. Initially, the demand for consumer goods will remain the same, but slowly it will diminish. The most visible sign of the advent of recession is the weakening stock market as it reveals the sensitive pulse of the industrial and financial segments. 

Recession ultimately leads to depression. When the economy moves towards depression, there will be a substantial fall in the production of goods and services and the level of employment. The effects of depression are felt most in manufacturing, mining and construction sectors. There will be a substantial reduction in the consumption rate as the income level falls. Moreover, the price level will fall despite the fall in the output of goods and service. When producers realize that demand is falling, they liquidate their inventories. Supply of goods and services increases which in turn leads to fall in prices. Thus depression is characterized by a fall in production, increased unemployment and a fall in the general price level.
During recovery, there is a tendency in the economy to move towards normal price. During recovery the first step is to stop the fall in the price level. During a period of depression, all inventories are exhausted, due to lack of demand; but inventories have to be replenished. Firms start using idle capacity to increase production; and prices will not fall further. There will be more employment opportunities and income will go up which in turn will lead to more demand for goods and service. This, in the long run will lead to an upward movement in the price, thus encouraging investment and growth in the economy. 

The behaviour of different macro economic variables during four phases of business cycle is summarized in Table 7.1. given below.

Table 7.1. Changes in macro economic variables during different phases of business cycle

	Macroeconomic variables
	Recovery
	Prosperity
	Recession
	Depression

	Industrial Production
	( Gradually
	( Rapidly
	( Gradually
	( Rapidly

	Employment
	-do-
	-do-
	-do-
	-do-

	Cost of production
	-do-
	-do-
	Starts falling
	Falls rapidly

	Profit
	Satisfactory
	High
	( Gradually
	Falls rapidly

	Investment
	Replacement of existing capital
	High
	Falls slowly
	Falls rapidly

	Wages
	(
	( Rapidly
	Starts falling
	Falls rapidly

	Inventory stocks
	Gradual decline
	Very little
	Starts piling up
	High level

	Business Expectations
	Optimism with caution
	Highly optimistic
	Cautious pessimism
	Highly pessimistic


7.3. Theories of Business Cycles
7.3.1. Multiplier-Accelerator Theory 
Many theories have been proposed to explain the cyclical behavior of the economy. One such theory rests on the interaction between the multiplier and the accelerator. According to the multiplier theory, income is determined by investment. For a given level of aggregate output to be maintained, investment activity must be maintained at a certain level. The accelerator, on the other hand, hypothesizes that current investment depends on the change in aggregate output from the previous year to the current year. Thus, for a constant volume of investment to be maintained, output must grow at a certain rate. To generate cycles, two more ingredients are necessary. There must a be ‘ceiling’ beyond which real output cannot grow. This is provided by full employment of the labor force. There must also be a ‘floor’ that is provided by the fact that gross investment cannot be negative. A disturbance such as an accidental increase in investment will cause a cumulative upward movement of output. This continues till output hits the full employment ceiling, beyond which it cannot grow. Since output stops growing, it is not necessary to add to capital stock. Thus, net investment falls. But this leads to a decrease in output. This continues till gross investment falls to zero, below which it cannot go. Income then stops falling. Once excess capacity has been reduced, there is no need for further negative net investment i.e., reduction of capital stock. Net investment rises from the negative level, pulls up income and starts the economic upturn again. 

7.3.2. Demand Induced Cycles 

Business cycles can be understood better with the help of aggregate demand and aggregate supply curves. Figure 7.3 shows how a decline in aggregate demand lowers output. Let us assume that the economy is in short run equilibrium at point B. Then because of decline in defence spending or tight money supply, the aggregate demand curve has shifted leftward to AD. Now if there is no change in aggregate supply, point C will be the new equilibrium. With the shift in equilibrium from point B to C, output declines from Q to Q1 and the price level would also fall from P to P1. The rate of inflation also falls. 

Figure 7.3: A Decline in Aggregate Demand Leads

to an Economic Downturn
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During a boom, AD curve shifts to the right and output reaches the potential GDP or may even be higher and prices and inflation would rise.
Shifts in aggregate demand cause business cycle fluctuations in output, employment and prices. Fluctuations occur when consumers, businesses or governments change total spending relative to the productive capacity of the economy. The economy suffers a recession or even a depression when shifts in aggregate demand cause downturns in business. When there is an upturn in economic activities, it would lead to inflation. 

7.3.3. Other Theories 

A number of other theories concentrate on the behavior of investors, cycles in public expenditure and the behavior of money supply. However, no single theory has successfully explained and predicted business cycles.
Fiscal and monetary policies, which seek to combat these cyclical movements are called stabilization policies. They try to counteract reduction in private expenditure either by increasing public expenditures or by stimulating private expenditures through tax cuts, lower interest rates, etc. The same set of policies can be used in reverse to curb aggregate expenditure.
In developing countries, business cycles and stabilization policy have not received much attention. This is because cyclical movements in these countries are said to be caused by highly unpredictable factors such as droughts, fall in exports, etc. Conventional stabilization policy does not have a remedy for these factors. In India, for instance, ups and downs in industrial production and growth rate arise from:
· Performance in the agricultural sector, which provides a large market for manufactured products. 

· Behavior of public investment as these expenditures increase demands on private industry, particularly capital goods industry. 
· Ad hoc and unpredictable changes in industrial policies such as licensing. 
7.4. Forecasting Business Cycles
For building an econometric forecasting model, the first step is to have an analytical framework, which contains equations relating to aggregate demand and supply. Then with the help of modern econometric techniques, each equation is fitted to the data to obtain parameter estimates such as GNP growth potential, marginal propensity to consume etc. Then the whole model is put together to run as a system of equations.
Model builders use their judgments at each stage to find out whether the results obtained are theoretically strong. It has often been seen that the forecasts made using the econometric models are correct. For example, economic forecasters in the US had rightly forecasted the 1990-91 recession in the US. However, predicting future economic events correctly becomes difficult when the government makes major policy changes.
A large number of variables or indicators such as manufacturing capacity utilization, industrial production, business investment expenditure show cyclical movements in an industrial economy. Monitoring these indicators can give advance warning about turning points in economic activity. Business forecasters in developed economies keep a close watch on these indicators. 

7.5. Employment Fluctuations
The rate of unemployment is one of the key indicators of the economic conditions prevailing in an economy. Fluctuations in the rate of employment lead to partial changes in the economy. It is therefore regarded as a barometer that indicates the condition of an economy. In order to understand the relationship between the economy and the rate of employment prevailing in it, it is very important to consider the concept of employment in detail. In an advanced private enterprise economy, as shown by Keynesian analysis, the level of employment is determined by effective demand.
Unemployment arises from a deficiency in effective demand. The level of employment in an economy can be raised by increasing the size of effective demand. Effective demand includes both aggregate demand and aggregate supply generated within an economy. However, in a developing economy like India, the nature of unemployment differs sharply from the one that prevails in industrially advanced countries. Keynesian remedies helped governments moderate cyclical unemployment. In most developed countries unemployment is reduced by providing various incentives to investors. A rise in investment or public spending generally raises effective demand and solves the problem of involuntary unemployment. Developed countries quickly adjust to new technology and thus the period of frictional unemployment is generally short.
However, the situation in developing economies is completely different. In developing countries the problem of unemployment, both open and disguised, is chronic. It would be worthwhile to emphasize here that unemployment in underdeveloped countries like India is not the result of deficiency of effective demand (in Keynesian terminology), rather it is a consequence of inadequate capital equipment or other complementary resources to support the existing workforce.
Unemployment is considered a sign of economic inefficiency. In order to raise the general level of output, and to boost the economy the level of employment must be raised. Economists divide unemployment into three categories frictional, structural and cyclical.
7.6. Types of Unmployment
7.6.1. Frictional Unemployment
Unemployment that is caused by constant changes in the labor market is called frictional unemployment. It occurs on account of two reasons: 

a) employers are not fully aware of all available workers and their job qualifications; 

b) workers are not fully aware of the jobs being offered by employers. The basic cause of frictional unemployment is imperfect information. 

7.6.2. Structural Unemployment
Unemployment that arises from structural changes in the economy is called structural unemployment. These changes eliminate some jobs while generating new job opportunities. As a result, workers who are not suitable for new jobs are eliminated. This kind of situation arises when the regional or occupational pattern of job vacancies does not match the pattern of workers availability and suitability: where jobs are available workers may not have the required skills; and where trained workers are available, jobs may not exist.
7.6.2. Cyclical Unemployment
Unemployment that occurs as a result of a general downturn in business activity is known as cyclical unemployment. Since fewer goods are produced during a recession, fewer workers will be required to produce them. Employers therefore lay-off workers and cut back on production. Unexpected reductions in the general level of demand for goods and services are the major cause of cyclical unemployment.
Employment and output are closely linked in the business cycle. If we are going to produce more goods and services, we must either increase the number of workers or increase the output per worker. Thus, a rapid increase in output, which happens during a period of business expansion, generally requires an increase in employment.
7.7. The Concept of Full Employment 
Full employment is a widely used term in economics. Full employment does not mean zero unemployment. Economists define full employment as the level of employment that results when the rate of unemployment is normal. Most economists believe that full employment exists when 94 to 95 percent of the labor force is employed.
Full employment incorporates the idea that at a given time there is some natural rate of unemployment in an economy. The natural rate of unemployment in the long run can be defined as the average of unemployment caused by frictional and structural changes in labor markets. This rate is influenced both by the structure of the workforce and by changes in public policy. For example, since young workers change jobs frequently and move in and out of the labor force often, the natural rate of unemployment increases when young workers comprise a larger proportion of the workforce.
7.8. Nature of and Trends in Unemployment in India

The nature of unemployment in India is mostly structural and disguised. It is associated with the inadequacy of productive capacity to create adequate jobs for those people who are able and willing to work. In India, not only is production much below acceptable levels, but it is also increasing at a very low rate. However, because of rapid growth in the population, the number of people unemployed is increasing. During the past three decades, the Indian population has grown at an alarming rate of around 2.2 percent per annum. The number of people unemployed has also grown correspondingly. But due to lower levels of growth in output, employment avenues have not increased. As a result, a number of people in rural and urban areas are unemployed. Apart from structural unemployment, we have been experiencing cyclical unemployment in urban area for the past two decades on account of industrial recession. This type of unemployment is essentially the Keynesian involuntary unemployment, and can be eradicated by increasing aggregate demand and output in the economy as is usually done by developed industrial economies. However, developing economies like India essentially face the problem of structural unemployment. This type of unemployment can be eliminated only by introducing certain radical measures.

7.9. Disguised unemployment and concealed saving potential

In less developed countries like India, there is widespread disguised unemployment in the agricultural sector. If surplus labor from this sector is transferred to some other sector, the national output would be raised and the country's capacity to save would also increase. This would have a favorable impact on the country's development. But it is impossible to employ the surplus labor force drawn from agriculture in other sectors due to the shortage of capital. 

According to Ragner Nurkse, the services of these persons should be utilized to create real capital. In other words, they should be transferred to capital projects such as irrigation, drainage, roads, railways, houses, factories, and so on. The question is, from where would the capital be mobilized to undertake the capital projects mentioned above.
Nurkse is of the view that the less developed countries cannot raise adequate resources for capital projects from taxes and domestic savings. So he suggests that these countries should rely on foreign capital. But this may prove to be a burden for the state.
Resources required for absorbing surplus labor transferred from agriculture to capital projects can be obtained from the agricultural sector itself. To illustrate, a household consisting of five members, having a tiny holding, work and produce 20 quintals of wheat. If only three persons work, the output does not decline. However, if one more person is withdrawn, the output declines to 16 quintals. This implies that the productivity of the 4th and 5th persons is nil. We can call them unproductive workers and the other three productive workers.
If the unproductive members of the household are transferred to some new capital project, while the productive members continue to support them by sparing them the food which they were consuming in the past, then the unproductive members would get transformed into productive workers and the virtual saving of the productive laborers which was earlier wasted would become effective saving. Though the amount of consumption would be the same as before, the unproductive workers in the agricultural sector would have been converted into productive labor. This would not only raise the national output, but would also increase the volume of saving.
The only thing expected of the productive workers is that they maintain their earlier consumption level and continue to support the unproductive members of the family who leave the rural area to accept work on capital projects. In this scheme of realizing concealed saving potential, no one has to cut down on consumption yet capital accumulation becomes possible as a result of reallocation of labor.
Nurkse's scheme for realizing the saving potential of disguised unemployment is a compromise between classical and Keynesian approaches. While classical economists gave importance to the reduction of consumption for increasing investment, Keynes recommended a simultaneous increase in both consumption and investment. Nurkse neither suggests reduction in consumption for raising investment, nor an increase in both consumption and investment simultaneously.
Practical difficulties in the implementation of this program 

It is doubtful whether Nurkse's scheme for transferring surplus labor from the agricultural sector to other sectors would work in India.
It may not be possible to successfully implement this program because of the following reasons:
i. It is possible that when the surplus labor is transferred from agriculture to other sectors, persons who stay back may in fact increase their consumption. Thus, saving potential will not be realized to the extent because the consumption level rises.  

ii. Persons who are transferred to the non-agricultural sector might start earning independently and increase their consumption of food and other things. Further, basic amenities have to be provided where labor is transferred. This may also involve considerable expenditure.

iii. Transfer of food for feeding the transferred laborers would also involve some cost. 

iv. If surplus agricultural labor is to be employed on new capital projects, reallocation of capital would be necessary. 

Therefore, the implementation of such a scheme in India would run into practical difficulties. Moreover, identifying the sectors and projects to which surplus labor has to be transferred would itself be a problem.
In the early sixties, AM Khusro observed that the Indian economy did not provide any scope for inter-sectoral transfer of population. Moreover, the inadequate growth of the service sector made it difficult to transfer the surplus labor from agriculture to some other sector of the economy. 

7.10. Summary
A business cycle is a swing in total national output, income and employment. It usually has two phases: recession and expansion. It is difficult to predict the duration and timing of business cycles. During expansion, production increases in all sectors of the economy and so do employment opportunities. Some of the forces that come into play during expansion leads to recession. The general rise in costs relative to prices is an important factor leading to recession. Recession ultimately leads to depression and there is substantial fall in the production of goods and services and the level of employment.
During recovery, there will be more employment opportunities and income will go up which in turn will lead to more demand for goods and service. There will be an upward movement in the price, thus encouraging investment and growth in the economy. 
There are many theories which explain the cyclical behavior of the economy. One of the earliest such theories is the multiplier and accelerator theory. Aggregate demand and aggregate supply curves explain business cycles better. Shifts in aggregate demand causes business cycle fluctuations in output, employment and prices. The economy suffers recession or even depression when shifts in aggregate demand cause downturns in business. When there is an upturn in economic activities, it would lead to inflation. Other theories concentrate on the behavior of investors, cycles in public expenditure and the behavior of money supply. But no single theory has successfully explained and predicted business cycles.
Economic fluctuations can be now predicted with the help of econometric forecasting models. The model builders use their judgment to find out whether the results obtained are theoretically strong. There are a number of indicators which show cyclical movements in an industrial economy. Business forecasters in developed economies keep a close watch on these indicators.
The rate of unemployment is one of the key indicators of the economic conditions prevailing in an economy. Unemployment arises from a deficiency in effective demand. Unemployment is considered a sign of economic inefficiency. Employment level must be raised to increase the output and give a boost to the economy. Unemployment can be of three types: frictional, structural and cyclical.
Full employment does not mean zero unemployment. It is the level of employment that results when the rate of unemployment is normal. Full employment incorporates the idea that at a given time there is some natural rate of unemployment in an economy. 
The nature of unemployment in India is mostly structural and disguised. Structural unemployment can be eliminated only by introducing certain radical measures. In less developed countries, there is widespread disguised unemployment. Disguised unemployment can be tackled by transferring surplus labor from one sector to some other sector. This will lead to an increase in national output and the country's capacity to save would also increase. 

Test your Understanding

Q.N.1.  What is Business Cycle?

Q.N.2.  Explain behavior of any three macro variables during recession phase of business cycle.

Q.N.3.  What is disguised unemployment?

Q.N.4. Explain the concept of “Full Employment”.

Notes
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CHAPTER 8

INTERNATIONAL ASPECTS OF MACRO ECONOMICS
8.1. Introduction

In this chapter we will discuss:

· Basis of International Trade 

· Barriers to International Trade 

· Trends in International Trade 

· Balance of Payment (BoP) and its Components 

· Causes and Types of Disequilibrium in BoP 

· Methods of Correcting Disequilibrium 

· India's Balance of Payment and Trade Policy 

So far, we have discussed various issues relating to macroeconomics assuming a closed economy. In reality, most modern economies are open. Interaction with other economies of the world widens choice in three broad ways; 

a) Consumers and firms have the opportunity to choose between domestic and foreign goods. This is the product market linkage, which occurs through international trade. 

b) Investors have the opportunity to choose between domestic and foreign assets. This constitutes the financial market linkage. 

c) Firms can choose where to locate production and workers to choose where to work. This is the factor market linkage. Labour market linkages have been relatively less due to various restrictions on the movement of people through immigration laws.

International trade plays a major role in deciding the economic and financial strength of a country. Countries can exploit their natural resources and gain competitive advantage through trade. They can export anything they have in surplus and at the same time import what they lack. International trade enables a country to obtain the benefits of specialization. It results in an increase in the rate of economic growth of both the countries involved in trade as both can use resources more productively.
There are two schools of thought on international trade. One school favors free trade while the other advocates protectionism. Advocates of protectionism argue that it is necessary to protect the home industry from foreign competition. Under protection, it would be easy to establish an industry in a country. If the industry is at an infant stage, it needs to be protected from well-established competitors who are already producing on a large scale. But, according to free trade advocates, free trade allows the growth of exports in a country. Though countries like India and China were reluctant to open their economy in the early days of globalization and liberalization, they slowly opened their economy to the world. 

Government imposes restrictions on international trade by putting up tariff and non tariff barriers. By imposing quantitative and qualitative restrictions government controls trade between nations. 

An open economy is one that trades with other nations in goods and services and, most often, also in financial assets. Indians, for instance, enjoy using products produced around the world and some of our production is exported to foreign countries. Foreign trade, therefore, influences Indian aggregate demand in two ways. First, when Indians buy foreign goods, this spending escapes as a leakage from the circular flow of income decreasing aggregate demand. Second, our exports to foreigners enter as an injection into the circular flow, increasing aggregate demand for domestically produced goods. Total foreign trade (exports + imports) as a proportion of GDP is a common measure of the degree of openness of an economy. In 2006-2007, this was 34.9 per cent for the Indian economy (imports constituted 20.9 per cent and exports 14 per cent of GDP). This is substantially higher than a total of 14.6 per cent that prevailed in 1990-91.

8.2. Basis of International Trade

There are various theories of international trade: Theory of Absolute Advantage, Theory of Comparative Advantage, Heckscher-Ohlin Theory and International Product Life Cycle Theory. We discuss each of them in brief.
8.2.1. The Theory of Absolute Advantage

The Theory of Absolute Advantage was proposed by Adam Smith in the year 1776.  The theory says that a country should produce only those goods which can be produced at a low cost. The country should have an absolute advantage in producing the particular product. The theory suggests that the surplus production should be exported and the country should buy whatever is needed. Adam Smith was of the opinion that this would result in specialization and would increase the productivity.

Table 8.1. Absolute Advantage
	Country
	Electronic Watch
	Shoes

	USA
	8
	10

	India
	20
	5


(Figures indicate number of man-hours required to produce one unit of output)

In the above two countries & two goods example, USA has absolute advantage in production of electronic watch and India has absolute advantage in production of shoes. Therefore, USA should produce electronic watch and India should produce shoes and both countries should trade to import the other good.

There are certain assumptions that are made in this theory. A country excels in producing only one commodity and the transportation cost are insignificant. The third assumption made is that prices are comparable across countries.
8.2.2. Theory of comparative advantage

Theory of comparative advantage was proposed by David Ricardo. He was of the opinion that two countries would trade to increase the national welfare provided each has a comparative advantage in the production of one good over the other. The theory suggests that a country can be better off by concentrating on the production of goods in which it has the lower relative labour costs or higher relative labor productivity.
Suppose India and USA produce electronic watches and shoes.  From Table 8.2 it can be seen that the production cost of electronic watches is lower in USA when compared to India. According to the Theory of Comparative Advantage, USA should specialize in production of electronic watches and exchange them for Indian tea.  From doing so, it can obtain one unit of tea powder from India for eight hours of labor instead of ten hours that it would require at USA. Similarly, India can obtain electronic watches from USA for 15 hours of labor instead of 20 hours of labor that would be required to produce at home.

Table 8.2. Absolute Advantage
	Country
	Electronic Watch
	Shoes

	USA
	8
	10

	India
	20
	15


8.2.3. Hecksher-Ohlin Theory

Ricardo’s theory was criticized because of its concentration only towards labor, other factors of production were completely ignored. The Hecksher-Ohlin theory aimed to remedy this deficiency by explaining trade in terms of relative factor intensities. The theory looks at the possibilities of two nations operating at the same level of efficiency, getting benefited by trading with each other. The theory makes certain assumptions. The first assumption made is that there are no obstructions to trade. Second, both commodity and factor markets are perfectly competitive. The third assumption is that the there exist constant returns to scale. The fourth assumption is that the countries have the same technology and operate at the same level of efficiency. The fifth assumption is that the there exist only two factors of production-labor and capital. Both are perfectly immobile in inter-country transfers, but perfectly mobile in inter-sector transfers.
The theory suggests that there are two type of products: Labor intensive and capital intensive. A country rich in capital would produce the capital intensive products. Whereas, a labor intensive country would prefer producing labor intensive products. The theory then suggests that both the countries would engage in trading their products with each other.
There are certain limitations to this theory as well.  It assumes that factor endowments remain constant, but in reality it can be changed through innovation.  With countries imposing minimum wage laws, producing labor intensive products is becoming costlier.  Hence, these countries prefer to import the product rather than producing it. 
The conclusion is that labor rich country would produce labor intensive goods and a capital rich country would produce capital intensive goods. It is not always right. US, being a capital intensive country produces and exports labor intensive products as well. This completely contradicts the theory.
8.2.4. International Product life Cycle Theory 
The International Product Life-cycle (IPCL) theory was proposed by Vernon. The theory explains the various stages in life of a product and the international trade as a result of this. The factors that are crucial to this theory are technological innovation and the market structure.  
The two important principles of the theory are:
· New products are developed as a result of technological innovations.
· Market structure and the life cycle of the new product determines the trade patterns. 

The theory is based on the premise that the innovation is more common in developed and rich countries.
In the early stages of a new product's life cycle, it is produced and exported by the country which introduced the innovation. In the second stage of the life of the product, production may shift to other developed countries, where the factors of production are available in abundance and thus offer a cost advantage. In the third and the final stage, production shifts to less developed countries and the country that originally exported the goods now becomes the importer.
There are two reasons for innovations being largely confined to the capital-rich countries. First, the environment in these countries is conducive to research and development, which is essential for innovations. Second, consumers in these countries generally have high incomes and are ready to try new products.
When a product is in its initial stage, it is beneficial, even essential, to have the production centers located close to the ultimate consumer. This is another factor that favours the production of innovative products in capital -rich countries. Initially, these goods are produced for local consumption and due to price inelasticity, the producers earn high profits. The high profits encourage increased production, and as supply starts outstripping demand, the country starts exporting these products to the rest of the world.
As the product enters the maturity stage, the center of production shifts from the country which initially introduced the product to other developed countries which may offer a cost advantage due to lower factor prices.
8.3. Barriers to International Trade 
To protect the domestic industry from the foreign competition, many countries impose barriers to the international trade. These barriers can be broadly classified into Tariff and Non Tariff barriers.
8.3.1. Tariffs
Tariffs are considered to be the most blatant way of creating barriers for international trade. It makes the imports more expensive. There are three types of tariffs. They are Ad valorem duties, specific duties and compound duties. Ad valorem duties are collected as a percentage of the value of the product. Specific duties are fixed on per unit of good traded regardless of the value of the individual unit. It does not take into account the value of the product. Compound duties are a mix of both Ad valorem duties and specific duties. 

8.3.2. Non Tariff Barriers 
Quotas
Quotas are the most commonly used non tariff barrier. Import quotas reduce the quantity of imports. This protects the interests of domestic producers. Export quotas reduce the excessive exports of any particular good.
Subsidies
If the governments find any domestic industry to be globally competitive, it provides subsidies to give boost to that sector. Increased foreign exchange earnings and the subsequent tax revenues are favourable for the government. But the subsidies are given out of taxes on individuals. The subsequent increased revenue for the government has to be utilized for the development of the economy as a whole. 

Licensing 
Licensing makes the process of imports or exports much longer. Licensing requires taking license from the government to import or export any particular product.
Administered Protection
Government regulates the trade by bringing in various regulations, like health standards, safety standards, environment protection, etc. This proves to be a hindrance in international trade.
Health and Safety Standards
Governments of various countries under the influence of different international agencies are coming out with various standards pertaining to health and safety.  Bureau of International standards is making efforts to bring the Indian standards to international levels.
8.4. Trends in International Trade

There is a growing integration among the world markets. Companies adapting and showing the willingness to change on a continuous basis are surviving and growing. The change in the political equations and the shift in the balances of power have also played an important role in the business. The fall of communism has transformed the economies of many countries. Countries that once had closed economies have opened their doors to the world. As a result, these countries are among the top traders in the world.
In order to promote the trade, many countries have entered into bilateral and multilateral trade agreements with each other. The agreements are aimed at removing the tariff and non-tariff barriers, so that circulation of goods and services becomes easier. The General Agreement on Tariff and Trade (GATT) was initiated in 1947 by industrialized countries to remove trade barriers. The objectives of GATT were to allow full use of resources, expand world production and international trade, ensure full employment and raise the standard of living. As GATT was not completely equipped to handle issues like non tariff barriers, in 1986 it was decided to transform GATT into WTO.  
WTO came into existence in 1995 with 128 members. By 2007 the members increased to 151. WTO agreements are permanent and supersede the existing domestic legislation of member countries. The dispute settlement mechanism of WTO is more efficient. 

8.5. Trading Blocks 
With the growth of the trade among nations, many countries came closer to form the trading ties with each other. These trading ties were given a formal shape and are often referred as trading blocks. Based on the degree and the nature of co-operation trading blocks can be categorized into different types.
(a) Free Trade Area: In free trade area, there are no barriers to trade among the member countries. With regards to trading with non members, each member nation is free to frame its policies.
(b) Customs Union: In a customs union, there are no internal trade barriers among the member nations, and the external barriers exist for non-members.
(c )Common Market: In a common market free flow of goods takes place. It also allows free flow of factors of production (labor and capital) and services, among members.
(e) Economic Union: The economic policies of the member countries are well coordinated. Countries have one common central bank and share a common currency. European Union is the best example of an economic union. 

8.6. Existing Trade Blocks 
Some of the existing trading blocks are as follows:
(a) North American Free Trade Area (NAFTA)
America and Canada entered into a free trade agreement in 1988. Later, Mexico too joined the group. The aim of the NAFTA is to reduce the barriers to flow of goods, services and investments between the member countries.
(b) Association of South East Asian Nations (ASEAN)
ASEAN was formed in 1967. The members of the block were Brunei, Indonesia, Malaysia, Philippines, Singapore and Thailand. Later Myanmar and Vietnam too joined the group. The aim of the ASEAN is to become a free trade area.
(c ) Southern cone common market (MERCOSUR)
In March 1991, Argentina, Brazil, Paraguay and Uruguay decided to set up MERCOSUR - a common market for goods, services, capital and labor. They also agreed to follow common trade, agriculture, transport and communications policies.
(d) The European Union
It is one of the most important trading blocks in the world.  It was established in 1957. Initially, EU operated as a custom union. With a common Central bank, this union is now known as the European Union. It launched a common currency (the Euro) on January 1, 1999.
(e) South Asian Free Trade Area (SAFTA)
SAARC was established in the year 1985 by the countries of the South Asia. The objectives of the SAARC were to accelerate the economic growth and strengthen the cooperation among member countries. In May 1995, the members of the SAARC agreed to establish the South Asian Free Trade Area (SAFTA). The objective was to improve the then intra-regional trade ties. But the persistent tensions between the member countries, particularly between India and Pakistan proved to be a hindrance in the setting up of SAFTA. 
8.7. Balance of Payments and its Component 

Balance of Payments can be defined as a systematic record of all economic transactions between the residents of the reporting country and the residents of the rest of the world, for a specified period of time. 

BoP is maintained as an accounting statement based on the double-entry book-keeping. Transactions are recorded as credits and debits. Foreign exchange receipts are recorded as credits and the loss in the foreign exchange is recorded as debits. If the credit entries are more than the debit, country has a favorable balance. If the debit entries are more than the credit, a country is said to have an unfavorable or negative BoP situation.
Following are the examples of credit transactions that result in receipt of payment (foreign currency) from abroad:

· Merchandise exports

· Transportation and travel receipts

· Income received from investments abroad

· Gifts received from foreign residents

· Aid received from foreign governments

· Local investments by overseas residents
Following are the examples of debit transactions that result in outflow of foreign currency:

· Merchandise imports
· Transportation and travel expenditures

· Income paid on investments of foreigners

· Gifts to foreign residents
· Aid given by home government
· Overseas investments by home country residents

Each credit transaction has a balancing debit transaction, and vice versa, so the overall balance of payments is always in balance.

BoP consists of two accounts current account and capital account. Current account has the details of trade in merchandise and services like travel, insurance and transfer payments. The capital account comprise of transactions relating to inflow and outflow of short and long-term capital. Short-term capital instruments have a maturity less than one year, whereas, long term capital flows can be in the form of portfolio investment (FII), direct investment (FDI), foreign institutional government loans.  

8.8. Causes and Types of Disequilibrium in BoP 

The surpluses and deficits in the BoP are the disequilibrium in the BoP. There are various reasons for the disequilibrium in the BoP. The reasons for disequilibrium can be explained by classifying the different equilibriums. Disequilibrium in the BoP can be of three types. They are:

· Cyclical disequilibrium 

· Secular disequilibrium 

· Structural disequilibrium 

Cyclical disequilibrium results due to cyclical fluctuations in the BoP as a result of the changes in trade cycle, stabilization policies in various countries, and varying income and price elasticities of exports and imports in different countries. 

Secular disequilibrium is a result of long term disequilibrium, due to continuous deep rooted dynamic changes taking place in the country. 

Structural disequilibrium results from the investments made by the government for developing the economy. 
8.9. Measures to Correct Disequilibrium 

Measures to check the inflation can be broadly classified as Monetary and non Monetary. Monetary measures include deflation, exchange rate depreciation, devaluation and exchange control.  
Deflation: Deflation can be defined as the reduction in the quantity of money to reduce prices and incomes. Deflation of currency results in reduction of prices of goods, leading to growth in the exports.
Exchange Rate Depreciation:
Exchange rate depreciation reduces the value of the home currency. This result in costlier imports and exports become cheaper. Before taking the decision to devalue the currency, government should analyze the elasticity of demand.
Devaluation
Devaluation can be defined as the lowering of the exchange value of the official currency. A clear distinction has to be made between depreciation and devaluation.  Depreciation, results in lowering of the exchange rate due to market forces, whereas, devaluation is lowering of exchange rates by governments.
Exchange Control
Exchange control is the most effective way to correct any disequilibrium in the BoP. All exporters are directed by the monetary authority of the country to surrender their foreign exchange earnings, and the total available foreign exchange is rationed among the licensed importers. The license-holder can import any good but the amount he can import is fixed by the monetary authority of the country.
Non-monetary measures include tariffs, import quotas and export promotion policies and programs. Import duties are levied on certain imported items so that the variations in the price may not affect the BoP of the country. In the quotas system, government fixes the maximum quantify of the value of goods and services that can be imported during a particular period of time.  
8.10. India’s Balance of Payment and Trade Policy 
In 1990s there were major changes in the BoP position of India. There was a major BoP crisis in India in the early 1990s. As a result of the external shocks, India’s foreign exchange reserves declined considerably in the 1980s. From $5.97 billion in 1985-86 it declined to $4.23 billion in 1988-89 and it further declined to $3.37 in 1989-90. There was a huge increase in the trade deficit. Current account deficit also increased sharply.
The reasons for the crisis were increased interest burden. Further, the Gulf war resulted in sharp rise in the crude oil prices. The condition got worsened with the outflow of deposits held by Non–resident Indians during 1990-91. Foreign exchange reserves declined to a low of $0.9 billion in January 1991. The current account deficit as a percent of GDP also increased to 3.24.
Government’s initial response to the crisis was to cut the imports and control on consumption of petroleum products. Various confidence building measures were taken up by the new government. Currency was devalued. The rupee was partially freed in February 1992. Import restrictions on capital goods, raw materials and components were virtually eliminated. Moreover, the cash margins and interest surcharge on import credit was abolished. As a result of these measures, international community started regaining the faith in the Indian economy.
8.11. Trade Policy
The trade policy of India after independence was focused on self-sufficiency over foreign trade. More emphasis was given to develop local manufacturing. As India was isolated in the international trade, its share in the international trade fell drastically in 1960s. In 1970s, the rise in the oil prices made the situation worse. This trend continued till 1980s, where the share of India in international trade was as low as 0.4 percent.
The late 1980s, witnessed a change in the government policies, where the emphasis on liberalization was felt. The 1991 economic reform package gave a further fillip to the liberalization process. In the late 1990s, the government continued with its liberalization policy and in 2001, to meet WTO commitments, India eliminated import restrictions on more than 700 products ranging from automobiles to watches. India's foreign trade in 2007 was 35% of the GDP (in rupee terms), up from 14.6 percent in 1990-91. 

8.12. Summary
International trade plays a major role in the economic development of a country. There are two schools of thought as regards trade. One school favors free trade while the other advocates protectionism. According to the theory of absolute advantage, if a country can produce a good cheaper than other countries, it would have absolute advantage in the production of that good. Countries should produce and export surpluses of goods in which it has absolute advantage and buy whatever else they need from other countries. According to the theory of comparative advantage, each country should produce a good in which it has a comparative advantage. The Heckscher-Ohlin model states that there are two types of products – labor intensive and capital intensive. The labor-rich country is likely to produce labor-intensive goods, while the country rich in capital is likely to produce capital-intensive goods. The two countries will then trade in these goods and reap the benefits of international trade. The International Product Life-Cycle (IPLC) theory, explains various stages in the life of a product and the resultant international trade.
To protect domestic industries from competition, government imposes barriers. The barriers can be both tariff and non-tariff. Tariff barriers include advalorem duties, specific duties and compound duties. Non-tariff barriers include quotas, subsidies, licensing, administered protection, and health and safety standards. The world is becoming an integrated market place and trade equations are changing rapidly. Realizing the importance of private capital inflow for the development of a country, many countries are taking numerous measures to attract foreign investors.
Balance of Payment (BoP) can be defined as a systematic record of all economic transactions between the residents of the reporting country and the residents of the rest of the world.
Disequilibrium in the BoP can be corrected with the help of both monetary and non-monetary measures. Monetary measures include deflation, exchange rate depreciation, devaluation and exchange control. Non-monetary measures include tariffs (import duties), import quotas and export promotion polices and programmes.
Test your Understanding

Q.N.1.  Differentiate between balance of trade and current account balance.

Q.N.2. Explain the concept of barriers to trade.

Q.N.3.  Distinguish between the nominal exchange rate and the real exchange rate. If you were to decide whether to buy domestic goods or foreign goods, which rate would be more relevant? Explain.

Q.N.4 How is the exchange rate determined under a flexible exchange rate regime?
Notes
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