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Chapter 1: INTRODUCTORY MACRO ECONOMICS. 
Macro Economics (Birds Eye View) studies aggregate of economic unit. It deals with determination of General Price. level and 

output in the economy. The method of study is called General Equilibrium Analysis. It is also known as Income Theory. Its studies 

Society which is immortal 

SUBJECT MATTER OF MACRO ECONOMICS 

It studies about the level of economic activities, total output, the general price level and overall employment in the country. It studies 

foreign trade and trade balances. It studies the causes of disequilibrium in Balance of Payment (BOP). It studies how Monetary and 

Fiscal Policies effect the Economy. It studies how economic policies can accelerate economic growth 

THE GREAT DEPRESSION of 1930s 

The Great Depression lasted from 1929 to 1939 and was the worst economic downturn in the history of the industrialized world. It 

began after the stock market crash of October 1929, which sent Wall Street into a panic and wiped out millions of investors. 

CAUSES 

1.Stock Market Crash of 1929. Many believe erroneously that the stock market crash that occurred on Black Tuesday, October 29, 

1929 is one and the same with the Great Depression. 2.Bank Failures. 3.Reduction in Purchasing Across the Board 4. Drought 

Conditions. 

The Great Depression challenged American families in major ways, placing great economic, social, and psychological strains and 

demands upon families and their members. Millions of families lost their savings as numerous banks collapsed in the early 1930s 

JOHN MAYNARD KEYNES  

English Economist, Journalist, and Financier, best known for his economic theories (Keynesian Economics) on the causes of 

prolonged unemployment. His most important work, The General Theory of Employment, Interest and Money (1935–36), 

advocated a remedy for economic recession based on a government-sponsored policy of full employment. Other important books 

of J M Keynes are 1. The Economic Consequences of the Peace, 2. A Tract on Monetary Reform and 3. How to Pay for The War 

ECONOMIC AGENTS: 

 By economic units or economic agents, we mean those individuals or institutions which take economic decisions. They can be 

consumers who decide what and how much to consume. They may be producers of goods and services who decide what and how 

much to produce. They may be entities like the government, corporation, banks which also take different economic decisions like 

how much to spend, what interest rate to charge on the credits, how much to tax, etc. 

 

Chapter 2: NATIONAL INCOME ACCOUNTING 
National Income can be viewed in three ways 1. from production point of view, 2. from income point of view, 3. from expenditure 

point of view 

NATIONAL INCOME From Production Point of View 

"National income is the sum total of money value of all the final goods and services produced by normal residents of a country in 

an accounting year”. 

NATIONAL INCOME From Income Point of View 

"National income the sum total of factor incomes earned by normal residents of a country in the form of rent, wages, interest and 

profit in an accounting year." 

NATIONAL INCOME From Expenditure Point of View 

“National product is the net output of commodities and services flowing during the year from the country’s productive system into 

the hands of ultimate consumers or into the addition to the country's capital goods". Y= C+I+G+ (X - M) 

In short, National income is either 

Money Value of all the Final Goods and Services Produced 

Or 

Sum total of all Factor Incomes earned 

Or 

Sum total Final Expenditure 
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(Consumption Expenditure + Investment Expenditure) 

in a year 

BASIC ECONOMIC ACTIVITIES 

1. Production, 2. Consumption, 3. Capital Formation 4. Government Transactions 5. Transactions with the rest of the world 

FINAL GOODS 

All goods which are meant either for final consumption by consumers or for investment by firms are called final goods. 

INTERMEDIATE GOODS 

Goods which are used up during process of production of other goods are called intermediate goods. Such goods always move from 

one stage of production to another in the manufacture of a final product. Example: In manufacturing of biscuits. Biscuits are final 

goods but flour, milk, sugar, salt, fuel etc. used in making biscuits are intermediate goods. 

FINAL EXPENDITURE 

It is the expenditure made on purchase of final goods and services for final consumption and investment. 

INTERMEDIATE EXPENDITURE 

It is the expenditure made by a firm on purchase of goods and services from other firms to be used as raw material or for resale in 

the same year. 

CONSUMPTION GOODS 

Goods which are consumed by the ultimate consumers or meet the immediate needs of the consumer directly are called consumption 

(or consumer) goods. 

DURABLE GOODS 

Durable consumer goods (called consumer durables) have relatively long life and undergo wear and tear with gradual use. Example: 

- Cars, TV sets, Computers, fridge, furniture etc. 

SEMI-DURABLE GOODS 

Semi-durable consumer goods are those goods which can be used for a period of one year or slightly more. Example: - Clothes, 

crockery, electric goods, etc. 

NON-DURABLE GOODS 

Non-Durable Consumer goods are those goods whose lifetime of use is comparatively small and are not of high value. Examples 

Food, vegetables, milk, meat etc. Services such as rendered by hired servants, recreation, medical care, and transport services availed 

by consumers are non-durable/ single use consumer goods. 

SERVICES 

Services are those non-material goods which directly satisfy the wants. A few examples of services are the services of a doctor, 

teacher, lawyer, domestic servant etc. 

CAPITAL GOODS 

Durable goods which are bought not for meeting immediate needs of the consumer but for producing other goods are called capital 

goods. Example: tools, implements, plants, machines, buildings. 

CAPITAL FORMATION (INVESTMENT). 

Capital formation is the important function of an economy. Capital formation is the net addition to the capital stock of an economy 

during a given period 

STOCK AND FLOW VARIABLES 

A stock is a quantity which is measurable at a point of time. Examples of stocks are wealth, foreign debts, loan, inventories (not 

change in inventories), opening stock, money supply (amount of money), population, water in a tank etc. 



gokulnathpn@gmail.com                                                                                                                                                  Page 3 of 24 

 

FLOW VARIABLES 

A flow is a quantity which is measured over a period of time. Thus, flows are defined with reference to a specific period (length 

of time), e.g., hours, days, weeks, months or years. It has time dimension. National income is a flow. 

STOCK AND FLOW VARIABLES 

The distinction between stocks and flows can be easily understood by comparing the actions of a still camera (which records position 

at a point of time) with that of video camera (which records positions during a period of time). 

INVESTMENT 

Investment means addition to the stock of capital goods such as structures, equipment or inventory. It implies creation or addition 

of physical assets which are used to augment the productive capacity of the economy in future. 

GROSS INVESTMENT 

It is addition to the capital stock which also includes replacement cost for the wear and tear that the capital stock undergoes over a 

period of time. Here Investment is expressed as Gross Investment, which includes Depreciation 

NET INVESTMENT 

When we deduct depreciation from Gross Investment, we get net investment. 

NET INVESTMENT = GROSS INVESTMENT – DEPRECIATION 

DEPRECIATION OR CONSUMPTION OF FIXED CAPITAL 

Depreciation means loss in the value of fixed asset due to normal wear and tear and expected obsolescence is called consumption 

of fixed capital. This is sometimes also called Current Replacement Cost. 

NORMAL WEAR AND TEAR 

During production process, capital goods like machines, tools, buildings, trucks, rail engines, roads etc. wear out. This depreciation 

or fall in value due to normal wear and tear is called consumption of fixed Capital 

OBSOLESCENCE 

Obsolescence is another reason for depreciation. Obsolescence refers to the loss of value of a fixed asset due change in technology 

or due to change in demand for goods and services. 

DOMESTIC TERRITORY 

Domestic territory or Economic territory is the geographical territory administered by a government within which persons, goods 

and capital circulate freely 

DOMESTIC TERRITORY 

Domestic Territory Includes 

1.Ships and aircraft owned and operated by the resident between two or more countries. 

2.Fishing vessels, oil and natural gas rigs and floating platforms operated by the residents of a country in the international waters or 

areas where the country has exclusive rights for operation. 

3.Embassies, consulates and military establishments of the country located abroad. 

DOMESTIC TERRITORY 

Domestic Territory does not include. 

1.Territorial enclaves (like embassies) used/ administered by foreign governments. 

2.All International organizations which are physically located within geographical boundaries of a country. Their offices form a part 

of international territory. 

NORMAL RESIDENT 

A normal resident is said to be a person (or an institution) who ordinarily resides in a country and whose center of economic interest 

lies in that country. The period of stay should be at least one year or more 

NORMAL RESIDENTS INCLUDES 

1.Both nationals and non-nationals residing in a country for more than a year. 

2.The staffs of international bodies are treated as normal residents of the country in which the international body operates. 
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3.Local employees working in foreign embassies located in their country are treated as normal residents. 

4.Workers from across the border who cross border in the morning to work in the other country and return in the evening are treated 

as normal resident of the parent country. 

NORMAL RESIDENTS DOES NOT 

Include 

1. International bodies (like World Bank, World Health Organization or International Monetary Fund) are not considered 

residents of the country in which these organizations operate but are treated as residents of international territory. 

2. Students and medical patients staying abroad are treated as normal residents of their home country even if their stay in the 

host country is for more than one year 

NATIONAL INCOME AT CURRENT PRICES 

If goods and services produced in 1 year are valued at current prices, i.e., prices prevailing in that particular year, we get national 

income at current prices. National income at current prices are called Nominal National Income 

NATIONAL INCOME AT CONSTANT PRICES OR REAL NATIONAL INCOME  

If goods and services produced in a year are valued at fixed prices, i.e., prices of the base year, we get national income at constant 

prices. A base year is carefully chosen year which is a normal year free from price fluctuations. (In India now 2011-12 is treated as 

base year) 

MARKET PRICE 

Market Price = Factor Cost + Indirect Taxes – Subsidies 

Or 

= Factor Cost + Net Indirect Taxes (Net Indirect Tax = Indirect Taxes - Subsidies) 

NET FACTOR INCOME FROM ABROAD (NFIA) 

NFIA = factor income earned from abroad by normal residents or country - the factor income earned by nonresidents (foreigners) 

VALUE OF OUTPUT 

Money value of output of an enterprise is obtained by multiplying its physical output of goods and services with its market price 

Symbolically: Value of Output = Quantity of Output x Price or Value of Output = Sales + Change in stock 

VALUE ADDED 

It refers to the addition of value to the raw material (intermediate goods) by a firm by virtue of its productive activities. Symbolically: 

Value Added = Value of output – Intermediate Consumption NVA at FC = Value of output - intermediate consumption - 

depreciation - net indirect taxes 

 

FACTOR PAYMENT (Income) TRANSFER PAYMENT (Income) 

Comprises rent, wages, interest and profit. Comprises gifts, subsidies donations, scholarships etc. 

Received in return for rendering productive services. Received without providing any good or service in return. 

Earned income (earning concept). Unearned income (receipt concept). 

Bilateral payment.  Unilateral 

payment. Included in national income. Not included in nation income 

SOURCES OF DOMESTIC INCOME 

Domestic income is the sum of factor incomes generated by all the producing units located within domestic territory of a country in 

accounting year. Following are the three components of domestic income. 1.Compensation of Employees 2. Operating Surplus 

and 3. Mixed Income of Self-Employed 

COMPENSATION OF EMPLOYEES 

It refers to all payments and other measurable benefits which the employees receive directly and indirectly in return for rendering 

productive services. Example: Wages and salary in cash, Compensation in kind (like rent free quarter, free ration etc.) Employer's 

contribution to social security schemes (like provident fund maternity benefits, Life insurance etc.) 
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OPERATING SURPLUS 

Operating surplus is sum of rent, interest and profit. Alternatively, operating surplus is income from property (rent + interest) and 

income from entrepreneurship (profit). Royalty is also included in rent. 

MIXED INCOME OF SELF-EMPLOYED 

Income of self-employed person and unincorporated enterprises which use their own resources (land labour, capital etc.) is called 

mixed income of self-employed. 

 

CIRCULAR FLOW OF INCOME AND EXPENDITURE 

MAJOR SECTORS OF ECONOMY:  

1. Household,2. Firm or Producer,3. Government Sector and 4. Foreign Trade Sector 

CLOSED ECONOMY & OPEN ECONOMY 

CLOSED ECONOMY OPEN ECONOMY 

A country which has no economic Relations with the rest of the 

world 

A country which has economic relations with the rest of the 

world 

Here Y= C+I+G Here Y=C+I+G+(X-M) 

 

CIRCULAR FLOW OF INCOME and EXPENDITURE 

It refers to flow of money, income or the flow of goods and services across different sectors of the economy in the circular flow 

TWO TYPES OF CIRCULAR FLOW 

1.Real / Product / Physical Flow  

2.Money / Monetary / Nominal Flow 

REAL FLOW 

Real flow of income implies the flow of factors services from household sector to the producing sector in the form of land, labour, 

capital and organisation and Good and services to the household sector  

MONEY FLOW 

Money flow of income implies the flow of factors payments from producing sector to the household sector in the form of rent, 

labour, interest and profit and expenditure to Good and services from household sector 

CIRCULAR FLOW OF INCOME – TWO SECTOR MODEL (WITHOUT SAVINGS) 

Simple model involving two sectors namely -household sector and firm sector 

No Government or foreign sector It is a Closed Economy No saving -No 

investment 

INJECTION &LEAKAGES 

Injection It refers to the additions to the circular flow injections causes 

expansion of the circular flow. Example Government expenditure, export and 

investment 

Leakages It refers to the withdrawals from the circular flow leakages cause 

contraction of the circular flow. Savings is an example of Leakage.  
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CIRCULAR FLOW OF INCOME – TWO SECTOR MODEL (WITH 

SAVINGS)  

Simple model involving two sectors namely - household sector and firm sector No 

Government or foreign sector It is a Closed Economy with Saving & Investment 

 

MEASUREMENT OF NATIONAL INCOME 

1.Product Method, 2. Income Method and 3. Expenditure Method 

PRODUCT METHOD 

Net Value added in primary sector at factor cost + Net value added in secondary sector at factor cost + Net value added in tertiary 

sector at factor cost + Net Factor income from abroad +Net Indirect Taxes + Consumption of fixed capital (Depreciation) = GNP AT 

MARKET PRICES 

INCOME METHOD 

Compensation of Employees + Operating surplus + Mixed income Employed + Net Indirect Taxes + Consumption of fixed capital 

(Depreciation) + Net Factor income from abroad = GNP at MARKET PRICES 

EXPENDITURE METHOD 

Private final consumption expenditure + Govt. final consumption Expenditure + Gross Capital formation+ Net Exports + Change 

in Stock + Net Factor income from abroad = GNP at MARKET PRICES 

ITEMS TO BE INCLUDED 

1. Rent of Owner-occupied houses 

2. Production for self-consumption 

ITEMS TO BE EXCLUDED 

1. All transfer Payments 

2. Illegal Incomes – Smuggling, black Marketing etc. 

3. Corporate taxes 

4. Wind fall gains from lotteries 

5. Income from the sale of secondhand goods. 

6. Service of Housewives 

7. Works done as a hobby 

8. Interest on National Debt 

9. Expenditure on old shares and bonds 

10. All expenditure on intermediate goods and services 

DIFFICULTIES OF NATIONAL INCOME MEASUREMENT 

1. Problem of double counting 

2. Difficulty to convert value of goods and services in terms of money 

3. Problem of measuring Capital Depreciation. 

4. Income earned through illegal Activities 

5. Difficulty of including Transfer Payments 

6. Price Change 

7. Abundance of Public Services 

8. Problem of inventory Adjustments 

DOUBLE COUNTING 

Counting the value of commodities at every stage of production more than one time is called double counting. 
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It can be avoided 

1.By adopting Value Added Method in the calculation of the national income. 

2.By taking the Value of Final Commodity only while calculating national income. 

FORMULAS OF DIFFERENT CONCEPTS OF NI AND RELATED AGGREGATE 

1. NNP at MP = GNP at MP – Depreciation 

2. NDP at MP = NNP at MP - Net Factor Income from Abroad 

3. NNP at FC or National Income = NNP at MP – Net indirect Tax 

PRIVATE INCOME 

Private Income is the total of factor income from all sources including net factor income from abroad and current transfers from the 

government and rest of the world plus interest on national debt accruing to private sector. 

Personal Income = Private income – Corporate taxes - Undistributed profits less of net retained earnings of foreign companies 

PERSONAL DISPOSABLE INCOME 

Personal Disposable Income is defined as the income remaining with individuals after deduction of all taxes levied against their 

income and their property by the government 

Personal Disposable Income = Personal income - Personal taxes - Miscellaneous receipts of the government Consumption + 

Savings 

GNP DEFLATER 

It measures the average level of all prices of goods and services that make GNP 

GREEN GNP 

Green GNP is defined as GNP which would help to attain a sustainable use of natural environment and equitable distribution of 

benefits of developments 

CONSUMER PRICE INDEX (CPI) 

A consumer price index (CPI) measures changes in the price level of market basket of consumer goods and services purchased by 

households. The CPI is a statistical estimate constructed using the prices of a sample of representative items whose prices are 

collected periodically. A consumer price index (CPI) measures changes in the price level of market basket of consumer goods and 

services purchased by households. The CPI is a statistical estimate constructed using the prices of a sample of representative items 

whose prices are collected periodically. 

The Consumer Price Index (CPI) is a measure that examines the weighted average of prices of a basket of consumer goods and 

services, such as transportation, food and medical care. India has adopted new CPI to measure inflation. Consumer Price Index 

(Base: 2012=100) 

WHOLESALE PRICE INDEX (WPI) 

The Wholesale Price Index (WPI) is the price of a representative basket of wholesale goods. Some countries (like the Philippines) 

use WPI changes as a central measure of inflation. But now India has adopted new WPI to measure inflation. Wholesale Price 

Index (Base: 2011-12 = 100) 

GDP and WELFARE 

GDP per capita is the national income per person, the share of national income generated, or goods and services produced by one 

person. It is a direct measure of productivity and an indirect measure of living standards. It is calculated by dividing a country's 

GDP by its total population. The rate of growth of GDP reflects the pace of the economy. 

INDICATORS OF DEVELOPMENT 

Common indicators of development used in Economics 

1. Gross Domestic Product (GDP) ... 

2. Gross National Product (GNP) ... 

3. GNP per capita. ... 

4. Birth and death rates. ... 

5. The Human Development Index (HDI) ... 

6. Infant mortality rate. ... 

7. Literacy rate. ... 
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8. Life expectancy. 

 

Chapter-3 MONEY & BANKING 
BARTER SYSTEM 

System of exchanging goods for good is called Barter System 

DIFFICULTIES OF BARTER SYSTEM 

1. Absence of double Coincidence of wants: 
Two persons can have barter exchange only if their disposable possessions mutually suit each other's needs 

2. Lack of a Common Measure of Value: 

In the absence of a well-defined unit of account, in barter, the values of goods are measured in a relative sense; hence there 

is no absolute measurement of value. 

3. Indivisibility of Certain Goods: 

Barter exchange also suffers from indivisibility of many kinds of goods. For instance, a horse is not divisible and cannot 

be exchanged in parts against different divisible goods like rice, sugar, potatoes, etc. Thus, barter trade between divisible 

and indivisible goods in small values cannot be carried on without a loss of value. 

4. Lack of Standard of Deferred Payments: 

Another drawback of barter is that it lacks a standard of deferred payments. Credit transactions cannot be promoted 

smoothly under barter trading. Chance of controversy about the quality of goods or services to be repaid can arise. 

5. Lack of Efficient Store of Value:  

Major inconvenience of barter is the lack of facility to store value or the lack of existence of a generalized purchasing 

power. People can store value for future use by storing wealth, but the difficulty arises when wealth consists of perishable 

goods. 

MEANING OF MONEY 

According to Crowther, "Anything that is generally acceptable as a means of exchange and which at the same time acts as a measure 

and store of value." 

Thus, anything is Money, which is generally acceptable as a medium of exchange, and at the same time it must act as a measure and 

a store of value. Anything implies a thing to be used as money need not be necessarily composed of any precious metal. The only 

necessary condition is that, it should be universally accepted by people as a medium of exchange 

FUNCTIONS OF MONEY 

1. Primary Function: Medium of Exchange, Measure of Value 

2. Secondary Function: Unit of Account, Standard of Deferred payments, Store of Value and Transfer of Value 

3. Contingent Functions: Distribution of National Income, Maximization of Satisfaction, Basis of Credit System and 

Liquidity to Wealth 

EVOLUTION OF MONEY 

1. Commodity Money: In olden days various commodities are used as money. Cow, Seashells, hides, leather, precious stones, 

etc. were used. 

2. Metallic Money: Precious metals like gold & silver were used as Money 

3. Paper Money: In order to avoid the inconvenience of Metallic Money Paper Money is introduced. 

4. Deposit or Bank or Credit Money: Plastic money like ATM Card, Debit Cards, Credit Cards, Purchase Vouchers etc. are 

the new form of money. 

SUPPLY OF MONEY 

It refers to the stock of Money held by the public at a particular point of time for transaction and store of wealth. 

COMPONENTS OF MONEY 

1.Currency held with Public 2. Demand Deposits with the Banks 

THE INDIA MONETARY SYSTEM 

The present currency system in India is managed by the Reserve Bank of India and is based on inconvertible paper currency system. 
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The present system of issuing notes in India is based on the MINIMUM RESERVE METHOD. Minimum Reserve to be maintained 

by the Reserve Bank is Rs. 200 cores, of which not less than Rs 115 crores should be kept in gold coins and bullion. 

MONEY SUPPLY IN INDIA 

 It refers to total volume of money held by public at a particular point of time in an economy 

M1 = Currency held by public + Demand deposits + other deposits with Reserve Bank of India. 

M2 = M1+ Saving deposits with post office saving bank 

M3 =M1+Net time deposit with the bank 
M4 = M3 + Total deposits with post office saving bank excluding national saving certificate 

LEGAL TENDER 

Legal tender refers to the money which can be legally used to make payment of debts or other obligations. 

FIAT MONEY 

Fiat money refers to the money which is backed with order of the government under law. It must be accepted for all debts. 

HIGH POWERED MONEY 

High powered money is the total liability of the monetary authority of the country. This is also called the monetary base and is 

created by the RBI. High powered money includes currency (notes and coins), deposits with the government and reserves of 

commercial banks with RBI. So, to sum up, high powered money is 

H = C + R, Where 

H = High powered money 

C = Currency 

R = Cash Reserves of commercial banks 

LIQUIDITY PREFERENCE 

Money is the most liquid assets. Money commands universal acceptability. Everybody likes to hold assets in form of cash money. 

If at all they surrender this liquidity they must be paid interest. The preference of investors for holding liquid assets rather than 

securities or long-term interest-bearing investments is called Liquidity Preference 

DEMAND FOR MONEY 

1. Transaction Motive: Individual demand money for his day-to-day transaction 

2. Precautionary Motive: People demand to hold money with them to meet the unforeseen contingencies. 

3. Speculative Motive: People want to keep Money with them to take advantage of the charges in the price of bonds and 

securities. 

SUPPLY MONEY 

The aggregate supply of money in a community at any time is the sum of money stock of all the members of the society. 

EQUILIBRIUM RATE OF INTEREST 

The rate of interest is determined by the demand for money and supply of money. The equilibrium rate of interest is fixed at that 

point where supply of and demands for money are equal. If the rate of interest is high peoples demand for money (liquidity 

preference) is low. The liquidity preference function or demand curve states that when interest rate falls, the demand to hold money 

increases and when interest rate raises the demand for money diminishes. 

 

 

SPECULATIVE DEMAND FOR MONEY AND RATE OF INTEREST 
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Where r = market rate of interest,  

r max = upper limit of market rate of interest,  

r min = lower limit of market rate of interest 

 

LIQUIDITY TRAP 

Liquidity trap is a situation where market rate of interest reaches r minimum the speculative demand curve will be parallel to x axis 

 

COMMERCIAL BANKS 

The commercial banks serve as the king pin of the financial system of the country. They render many valuable services. 

FUNCTION of COMMERCIAL BANKS 

PRIMARY FUNCTION 

ACCEPTANCE OF DEPOSITS 

Time Deposits: These are deposits repayable after a certain fixed period. These deposits are not withdrawn able by cheque, 

draft or by other means. Example: Fixed Deposits, Recurring Deposits and Cash Certificates: 

Demand Deposits: These are the deposits which may be withdrawn by the depositor at any time without previous notice. 

It is withdrawable by cheque/draft. Example: Savings Deposits and Current Account Deposits 

ADVANCING OF LOANS 

The commercial banks provide loans and advances in various forms. They are given below 

1. Overdraft 

2. Cash Credit 

3. Discounting of Bills and Loans and Advances 

4. Housing Finance, 

5. Educational Loan Scheme 

6. Loans against Shares/Securities, Loans against Savings 

7. Certificates 

8. Consumer Loans and Advances 

CREDIT CREATION 

Credit creation is one of the primary functions of commercial banks. When a bank sanctions a loan to the customer, it does 

not give cash to him. But the amount is credited to his account. He can withdraw the money whenever he needs. Thus, 

whenever a bank sanctions a loan it creates a deposit. In this way the bank increases the money supply of the economy. Such 

functions are known as credit creation. 

SECONDARY FUNCTION 

AGENCY FUNCTIONS 

1. Collection of cheques, dividends, and interests 

2. Payment of rent, insurance premiums 

3. Dealing in foreign exchange 

4. Purchase and sale of securities 

5. Act as trustee, executor, attorney, etc. 

6. Act as correspondent 

7. Preparations of Income-Tax returns 
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GENERAL UTILITY SERVICES 

1. Safety Locker facility 

2. Payment Mechanism or Money Transfer 

3. Circular Notes or Circular Letters of Credit 

4. Traveler’s Cheques and Credit cards 

5. Letters of Credit 

6. Acting as Referees 

7. Provides Trade Information 

8. ATM facilities 

9. Gift Cheques 

10. Accepting Bills 

11. Merchant Banking 

12. Advice on Financial Matters 

CENTRAL BANK 

An apex body that controls, operates, regulates and directs the entire banking and monetary structure of the country is called 

Central Bank of the Country. In India RESERVE BANK OF INDIA (RBI) is the Central Bank of India. 

FUNCTIONS OF CENTRAL BANK 

1. Currency Authority or Bank of Issue: Central bank is a sole authority to issue currency in the country. Central 

Bank is obliged to back the currency with assets of equal value (usually gold coins, gold bullions, foreign securities 

etc.) 

2. Banker to the Government: As a banker it carries out all banking business of the Government and maintains 

current account for keeping cash balances of the Government. Accepts receipts and makes payments for the 

Government. It also gives loans and advances to the Government 

3. Banker’s Bank and Supervisor: Acts as a banker to other banks in the country and control the working of other 

banks. It also checks the accounts of other banks and give suggestions for the smooth functioning of banking sector of 

the country. 

4. Lender of Last Resort: When commercial banks fail to need their financial requirements from other sources, they 

approach Central Bank which gives loans and advances. 

5. Clearing House: Since the Central Bank holds the cash reserves of commercial banks it is easier and more 

convenient to act as clearing house of commercial banks 

6. Custodian of Foreign Exchange Reserves: Another important function of Central Bank is the custodian of 

foreign exchange reserves. Central Bank acts as custodian of country’s stock of gold and foreign exchange reserves.  

It helps in stabilizing the external value of money and maintaining favorable balance of payments in the economy. 

7. Controller of Money Supply and Credit: Central Bank or RBI plays an important role during the times of 

economic fluctuations. It influences the money supply through quantitative and qualitative instruments. Former refers 

to the volume of credit and the latter refers to regulate the direction of credit. 

RESERVE BANK OF INDIA 

The Reserve Bank of India Act of 1934 established the Reserve Bank. Since then, the Reserve Bank’s role and functions have 

undergone numerous changes, as the nature of the Indian economy and financial sector changed. 

STERILISATION BY RBI 

Intervention by the monetary authority of a country (RBI) in the money market to keep money supply stable against external 

shocks (such as increasing foreign exchange inflow or outflow) is known as sterilisation. When foreign exchange comes into 

an economy the supply of money will increase. At this time RBI will engage in open market operations and will sell bonds 

worth the value of foreign exchange inflow. Thus, by this process RBI will keep the supply of money in the economy constant 

and control inflation. This process is known as sterilization by RBI. 

VARIOUS RATIOS 
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CURRENCY DEPOSIT RATIO (CDR): It is the ratio of money held by the public in currency to that they hold 

in bank deposits. 

 

RESERVE DEPOSIT RATIO (RDR): It is the proportion of the total deposits Commercial Banks keep as 

reserves. 

 

MONEY MULTIPLIER: Money multiplier may be defined as the ratio of the stock of money to the stock of 

high-powered money in an economy. 

 

 

 

 

 

 

REPO RATE 

 Repo rate is the rate at which the central bank of a country (Reserve Bank of India in case of India) lends money to 

 commercial banks in the event of any shortfall of funds. Repo rate is used by monetary authorities to control inflation. 

REVERSE REPO RATE 

 Reverse Repo rate is the rate at which the central bank of a country (Reserve Bank of India in case of India) borrows money 

 from commercial banks within the country. It is a monetary policy instrument which can be used to control the money 

 supply in the country. 

RELATIONSHIP BETWEEN INTEREST RATE AND BOND PRICE 

 The Relationship between interest rate and bond price is negative. When the market rate of 

 interest is high the bond price will be low. Therefore, there is a negative relationship between the 

 market rate of interest and speculative demand for money the speculative demand for money can  be 

 written as 

We Will Have Two Extreme Conditions 

 

 

 

 

 

 

MONETARY POLICY of RBI (QUANTITATIVE INSTRUMENTS) 

BANK RATE 

 It refers to the rate at which the central bank lends money to commercial banks as a lender of the last resort. Central Bank 

 increases the bank rate during inflation (excess demand) and reduces the same in times of deflation (deficient demand) 

OPEN MARKET OPERATIONS 

 It refers to the buying and selling of securities by the Central Bank from/ to the public and commercial banks. It sells 

 government securities during inflation/excess demand and buys the securities during deflation/deficient demand. 

LEGAL RESERVE RATIO:  

 R.B.I. can influence the credit creation power of commercial banks by making changes in CRR and SLR 

CASH RESERVE RATIO (CRR):  
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 It refers to the minimum percentage of net demand and time liabilities to be kept by commercial banks with central bank. 

 Reserve Bank increases CRR during inflation and decreases the same during deflation 

STATUTORY LIQUIDITY RATIO (SLR): 

  It refers to minimum percentage of net demand and time liabilities which commercial banks required to maintain with 

 themselves. SLR is increased during inflation or excess demand and decreased during deflation or deficient demand. 

 

MONETARY POLICY of RBI (QUALITATIVE INSTRUMENTS) 

MARGIN REQUIREMENTS: 

 It is the difference between the amount of loan and market value of the security offered by the borrower against the loan. 

 Margin requirements are increased during inflation and decreased during deflation. 

MORAL SUASION: 

 It is a combination of persuasion and pressure that Central Bank applies on other banks in order to get them act in a manner 

 in line with its policy. 

SELECTIVE CREDIT CONTROLS:  

 Central Bank gives direction to other banks to give or not to give credit for certain purposes to particular sectors. 

DEMONETISATION 
Demonetization was a new initiative taken by the Government of India in 8th November 2016 to tackle the problem of corruption, 

black money, terrorism and circulation of fake currency in the economy. Old currency notes of Rs 500, and Rs 1000 were no 

longer legal tender. New currency notes in the denomination of Rs 500 and Rs 2000 were launched. The public were advised to 

deposit old currency notes in their bank account till 31 December 2016 without any declaration and up to 31March 2017 with the 

RBI with declaration. Further to avoid a complete breakdown and cash crunch, notes government had allowed exchange of Rs 4000 

old currency the by new currency per person and per day. Old currency notes were acceptable as legal tender at petrol pumps, 

government hospitals and for payment of government dues, like taxes, power bills, etc. This move received both appreciation and 

criticism.  

MERITS  

1. Large number of people were bought in the tax ambit. 

2. Major achievement of Demonetisation has been that it has helped the government in tracking black money.  

3. Demonetisation is an effective countermeasure against illegal activities such as funding terrorism, gambling, in 

inflating the price of major assets classes like real estate, gold and other social evils.  

4. Another benefit of Demonetisation is that people disclosed their income by depositing money in their bank accounts. 

As a result, the government received good amount of tax revenue which can be used for the betterment of society by 

providing good infrastructure, hospitals, educational institutions, roads and many facilities for poor and needy sections 

of society. 

5. Another major achievement of Demonetisation is Indian economy became cashless Economy to a great extent. The 

government succeeded in encouraging people to use digital means for making transactions. 

6. Economy has witnessed close to 20% decline in currency in circulation, number of taxpayers has considerably 

increased, and a large number of shell companies have been identified 

Disadvantages of Demonetisation 

1. Demonetisation has created chaos and frenzy among common people initially.  

2. Destruction of old currency units and printing of new currency units involve costs which has to be borne by the government 

and if the costs are higher than benefits then there is no use of Demonetisation. 

3. Many people kept cash as their black money converted into other asset classes like real estate, gold and so on were not 

affected by Demonetisation. So, we can conclude that Demonetisation has both advantages and disadvantages.  
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Chapter-4 INCOME DETERMINATION 
SAYS LAW OF MARKET 

The Classical and Neoclassical Economists believed that there would be always Full Employment in the economy. The assumption 

of Full Employment was based on “Says Law of Market.” Says Law of Market states that “Supply Creates its Own Demand” that is, 

all that is supplied in the market must be equal to all that is demanded. John Maynard Keynes rejected the following argument of 

Classical and Neoclassical Economists in his book General Theory of Employment, Interest, and Money, (popularly known as 

General Theory) published in 1936. 

How Keynes Rejected Classical & Neo- Classical Economists 

 

 

 

 

 

 

 

 

 

 

Keynes says 

1. There could not be equality between Aggregate demand and Aggregate Supply automatically and hence no chance of Full 

Employment. 

2. The situation of Full Employment rarely exists. That is, Aggregate Demand could fall in short of Aggregate Supply, so the 

situation of Full Employment is disturbed. 

3. This is the situation of involuntary unemployment where person willing to work at the prevailing wage rate finds no 

employment  

According to Keynesian Theory, Employment Depends on Effective Demand. Effective Demand Results in Output. Output Creates 

Income. Income Provides Employment.  Employment Generates Effective Demand. Thus, larger volume of the employment larger 

will be the national income. To Keynes only increasing employment can raise income. 

EFFECTIVE DEMAND 

The core of Keynesian theory is that the volume of employment in an economy depends on the level of Effective Demand. Effective 

Demand is determined at the point where Aggregate Demand is equal to Aggregate Supply  

AGGREGATE DEMAND AND ITS COMPONENTS 

Aggregate demand is the total demand for the existing output at prevailing prices. That is, Aggregate Demand is the total demand 

or the total expenditure of the community on goods and services purchased. Aggregate demand consists of 

1.Household Consumption Demand 

2.Investment demand 

3.Government Demand for Goods and Services 

4.Net foreign demand 

AD = C+I+G+ (X - M) 

PRIVATE CONSUMPTION DEMAND (C) 

It is defined as the value of all goods and services that household are willing or planning to buy. Alternatively, it refers to ex-ante 

(planned) Consumption Expenditure to be incurred by all households on purchase of goods and services. 

PRIVATE INVESTMEN DEMAND (I) 

It refers to planned (ex-ante) expenditure on creation of new capital assets like machines, buildings, raw materials by private 

entrepreneur. It comprises of expenditure on 

1.Fixed Assets 

2.Inventories 

3.Residential Constructions 
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GOVERNMENT DEMAND (G) 

It refers to government planned (ex-ante) expenditure on purchase of consumers and capital goods to fulfil common needs of the 

society like schools, transports, hospitals, roads, power and health. 

NET FOREIGN DEMAND (X-M) 

Net Export demand is defined as aggregate of all demand for our goods and services by foreign countries' goods and services. Net 

Exports = Exports(X) - Imports (M) 

HOUSEHOLD CONSUMPTION DEMAND (CONSUMPTION FUNCTION) 

The level of Household Consumption Demand depends on the level of disposable income of the household. The Relationship 

Between Level of Disposable Income and Level of Consumption Is Called Propensity to Consume. 

Total Disposable Income = Total Personal Income – Total Direct Taxes 

There is direct relationship between the level of disposable income and level of consumption. As disposable income increases, total 

consumption expenditure also increases. Thus, we can say that consumption is a function of income. C= f (Y) 

Psychological Law of Consumption is that the rate of increase in consumption expenditure is less than the rate of increase in 

disposable income.  

Even at zero level of income, there is consumption because individual and community cannot survive without minimum level of 

consumption. Consumption at zero level of income is called Autonomous Consumption. 
 

Propensity to Consume does not mean desire to consume. It means actual expenditure on consumption.  

Consumption above the autonomous consumption is called Induced Consumption.  

Propensity to Consume is more with the poor people than with the rich people. (Due to their lower income, poor people spent their 

whole income for consumption as their income increases.) 

AVERAGE PROPENSITY TO CONSUME (APC) 

Average Propensity to Consume (APC) is the total consumption expenditure of the people 

divided by the total income of the people.  

For example: total income 1000 Crs, Total consumption is 800 Crs. Then APC = C/Y = 

800/1000= 0.8 That is, 80% of the income is spending on consumption. 

 

Marginal Propensity to Consume (MPC) 

Marginal Propensity to Consume is Increase in the consumption expenditure due to increase 

in income. In other words, it is the ratio between change in consumption and change in 

income. For example; change in consumption is `. 300Crs. Change in Income is 500 Crs. 

Then MPC = ΔC/ ΔY =300/500 = 0.6 That is, 60 % of the additional income is spent on 

consumption.  

PROPENSITY TO SAVE 

A corollary to the concept of Propensity to Consume is the Propensity to Save. Disposable income may be either saved or consumed. 

As income increases the savings also increases. The relationship between level of disposable income and level of savings is called 

Propensity to save or Saving Function. 

Average Propensity to Save (APS) 

Average Propensity to Save (APS) is the total savings of the people divided by the total 

income of the people. For example: total income is Rs.700 Crs. Total Savings is Rs 100 Crs. 

Then APS=S/Y =100/700= 0.14. That is, 14% of the income is saved 

MARGINAL PROPENSITY TO SAVE (MPS) 
Marginal Propensity to save is Increase in the savings due to increase in income. In other 

words, it is the ratio between change i n savings and change in income. For example; change 

in savings is RS. 300 Crs. Changes in Income is Rs. 500 Crs. Then MPS = ΔS/ΔY = 300/500 

= 0.6 That is, 60 % of the additional income is saves  
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At zero level of income, autonomous consumption is Rs.100crs. This consumption is made from the past savings; borrowing etc. 

Therefore, savings is negative as consumption exceeds disposable income until disposable income reaches Rs. 300crs. When 

disposable income reaches Rs. 300 Crs, it will be equal to consumption. This is the Break-Even Point. Beyond the breakeven point 

people starts saving as disposable income increases. 

KEYNESIAN INVESTMENT MULTIPLIER 

Multiplier implies the cumulative effect of investment upon income. Keynes borrowed this concept from R.F. Khan. Investment 

Multiplier is the ratio of total change in income due to initial change in investment.  

 

RELATIONSHIP BETWEEN MPC AND MPS 

Propensity to Consume need not be constant 

throughout. It usually declines as the disposable 

income increases. Hence, MPC declines as the 

disposable income increases 

 

 

Multiplier, MPC, and MPS 

The value of the multiplier is determined by MPC. 

Whether the multiplier is large or small depends on the 

size of MPS. Multiplier can work in the reverse 

direction depending on the direction of initial 

investment. 

RELATIONSHIP BETWEEN MPC AND MPS 

Propensity to Consume need not be constant throughout. It usually 

declines as the disposable income increases. Hence, MPC declines as the 

disposable income increases. 
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INVESTMENT FUNCTION 

Investment means the expenditure to make manmade investment of production like, machines, equipments, buildings etc. to increase 

the productive capacity of an economy. Investments are of two types: 

Autonomous Investment 

Autonomous investment is the expenditure on capital formation, which is not influenced by the level of income and rate of interest. 

The level of income and rate of interest does not change the level of autonomous investment. Government expenditure on public 

utilities such as roads, railways communication etc. are the examples of Autonomous investment. 

INDUCED INVESTMENT 

Production in a capitalist economy is profit oriented. Sine profit is the prime goal of the entrepreneur they are induced to invest only 

when they expect to get profit. To examine the profitability of an investment Keynes introduced the concept of Marginal Efficiency 

of Capital (MEC) 

MARGINAL EFFICIENCY OF CAPITAL (MEC) 

Marginal Efficiency of Capital (MEC) refers to the expected rate of return or expected profitability. According to Kenneth Kunihara, 

marginal efficiency of capital is the ratio between prospective yield of additional capital asset and their Supply price. 

That is, e =Q/P 

Where e is MEC, Q is prospective yield of additional capital asset and P is the supply price. MEC depend on two factors. They are 

Prospective Yield of Additional Capital Asset and Supply Price. 

Investment Demand Schedule 

Investment demand schedule shows the functional relationship between MEC and the amount of capital invested. 

MEC AND RATE OF INTEREST 

MEC and Rate of Interest are the two factors determining the volume of 

investment. The factors are determined beforehand independently of each other. 

Marginal efficiency of capital is the ratio between prospective yield of additional 

capital asset and their Supply price while rate of interest is determined by 

liquidity preference and supply of money. A prospective investor will make 

investment only when Marginal Efficiency of Capital (MEC) is greater than the 

rate of interest. The volume of investment will continue as long as Marginal 

Efficiency of Capital (MEC) and rate of interest is equalised. 

GOVERNMENT DEMAND 

Present day government believe in the concept of welfare state. It undertakes productive and unproductive expenditure. Marginal 

Efficiency of Capital (MEC) and rate of interest do not guide the Government investment. 

NET FOREIGN DEMAND 

The balance of export over import is called net foreign demand. Net foreign demand depends on factors like income, price elasticity 

of demand, foreign trade policy, foreign exchange rate etc. 

DETERMINATION OF INCOME IN TWO-SECTOR MODEL 

In two sector economy (household and Firm) ex-ante aggregated demand AD for final goods is the sum total of ex-ante consumption 

expenditure (C) and ex-ante investment expenditure (I) 

Thus AD = C + I 

EX-ANTE CONSUMPTION EXPENDITURE (C) 

Ex-ante consumption expenditure (C) can be represented by C = � +bY where � indicates autonomous consumption, b shows 

marginal propensity to consume (MPC) and Y stands for level of income. 
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EX-ANTE INVESTMENT EXPENDITURE (I) 

Ex-ante investment expenditure (I) can be represented by I = � where � indicates autonomous investment. 

EQUILIBRIUM CONDITION 

An economy is in equilibrium when Aggregate Demand is equal to Aggregate Supply (AD = AS). AD consist of Consumption 

Expenditure (C) and investment expenditure (I).  So, AD = C + I. Aggregate supply AS or total output represent national income 

(Y) 

Thus AS = AD or Y = C + I 

= � + bY + �   (Because C = � + By and I = �) 

= �  �  � � ��  

Y = 	 + bY where 	 = �  �  � showing total autonomous expenditure  

Thus, equilibrium Ex- ante (Planned) supply of final goods (Y) = Ex-ante (Planned) demand for final goods 	 + bY 

 

IMPACT OF DEFICIENT AND EXCESS DEMAND ON OUTPUT EMPLOYMENT AND PRICES 

Full Employment equilibrium: an economy is said to be in Full Employment equilibrium when Aggregate demand and Aggregate 

Supply are in equilibrium at Full Employment level. In other words, Full Employment is a situation free from involuntary 

unemployment. Involuntary unemployment exists when those who are able and willing to work at the prevailing rate of wage are 

not able to find job. 

EXCESS DEMAND OR INFLATIONARY GAP 

Excess Demand refers to a situation in which Aggregate Demand exceeds 

Aggregate Supply at Full Employment level. The difference between Aggregate 

Demand and Aggregate Supply at Full Employment level is called inflationary 

gap. Inflationary gap in an economy exist when planned expenditure is more 

than the value of available output produced by making use of available 

resources. An increase in demand beyond the equilibrium level of Full 

Employment does not increase the output and employment. Hence, increase in 

demand would result in rise in prices. 

 

Deficient Demand or Deflationary Gap 

Deficient Demand or Deflationary Gap is the situation where Aggregate demand falls short of Aggregate Supply. The difference 

between Aggregate Demand and Aggregate Supply at Full Employment level is called Deflationary Gap. A fall in demand beyond 

the equilibrium level of Full Employment is insufficient to eliminate involuntary unemployment. Hence, fall in prices. 

Impact of Deficient and Excess Demand and Business Cycle 

Business cycle-refers to alternating periods of rising and falling levels of economic activity. business cycle has four phases. They 

are Boom, recession, depression, and recovery. Boom represents the peak level of economic activity and depression represents the 

lowest level of economic activity. A boom is followed by recession unless checked leads to depression. Recovery picks up the 

economy from depression and takes it again to boom. Thus, the cycle is complete. 

RECESSION & DEPRESSION 

Deficiencies in demand give rise to recession, unless checked leads 

to depression. Recession and depression are characterised by increase 

in unemployment, fall in output, fall in prices, etc. Excess demand on 

the other hand brings about boom. Boom is characterised by increase 

in employment, rise in output, rise in prices, etc. 
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MEASURES TO CORRECT EXCESS DEMAND AND DEFICIENT DEMAND 

 
 

ADDITIONAL INFORMATION 

Ex-ante Saving: - it is what the savers plan to save at different levels of income in the economy. 

Ex-ante Investment: - It is what the investors plan or intends to invest at different levels of income in the economy. 

Ex-post Saving and Investment: - They refer to realised saving and investment in the economy. 

Ex-post saving is always equal to ex-post investment. 

 

FULL EMPLOYMENT EQUILIBRIUM AND UNDER EMPLOYMENT EQUILIBRIUM 

Full Employment Equilibrium: It refers to that situation in the economy when AD = AS along with fuller utilisation of labour force. 

Under Employment Equilibrium: It refers to that situation in the economy when AS = AD but without the fuller utilisation of labour 

force. 

PARADOX OF THRIFT 

There is an assumption that as the saving of the people increases, the total saving of the economy will Increase. If all the people of 

the economy increase the proportion of income they save, the total value of savings in the economy will not increase. It will either 

decline or remain unchanged. This is known as the Paradox of Thrift. 

REASON FOR PARADOX OF THRIFT 

The Reason for this is that, increase in saving decreases the Consumption, which will decrease the demand for final goods. This 

results in excess supply. So, the firms reduce the production of final goods and as a result the income and saving also decrease. In 

other words, the paradox of thrift occurs due to the increase in marginal propensity to save (MPS) i.e. The value of MPC decreases. 

So, it eliminates the effect of multiplier. It reduces the increase in income 

 

  

 

 

 

 

 

 

1.  

 

Numerical Example 

In an economy C= 100 + .7Y, I = 500. Calculate 1. Equilibrium 

level of income 2. Consumption expenditure at equilibrium 

level of income  

1. For equilibrium level of income  

Y= C + I,  

Y = 100 + .7Y+ 500,  

Y- .7Y = 600 

.3Y = 600 

Y = 600/0.3 = 2000 

2. Consumption expenditure at equilibrium level of income  

C = 100 + 0.7 Y 

C = 100 + 0.7 x 2000 

C = 100 + 1400 

C = 1500 
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Chapter-5 GOVERNMENT BUDGET & THE ECONOMY 
BUDGET 

It is an annual statement of the estimated Receipts and Expenditures of the Government over the fiscal year which runs from April 

1st to March 31st. 

GOVERNMENT BUDGET is divided in to two 1. Revenue Budget and 2. Capital Budget 

1. Revenue Budget is divided in to two 1. Revenue Receipts and 2. Revenue Expenditure 

2. Revenue Receipts is divided into Tax Revenue and 2 Non-Tax Revenue 

REVENUE RECEIPTS 

Any receipt, which does not either, creates a liability or lead to the reduction in assets is called a revenue receipt. IT INCLUDES 

TAX AND NON-TAX REVENUE Tax Revenue includes direct and indirect tax. Non-Tax Revenue includes receipts from 

Commercial revenue, administrative revenue, interest, dividend, profit, and external grants. 

Tax Revenue includes Direct Tax (e.g. Income Tax, Interest Tax, Wealth Tax, Estate Duty) and 2. Indirect Tax Revenue (e.g. 

Goods and Service Tax (GST), Customs Duties, Excise Duties, Sales Tax) 

Non-Tax Revenue Includes 1. Receipts from Commercial Revenue 2. Administrative Revenue,3. Interest,4. Dividend, Profit 

and 5. External Grants. 

Examples of Non-Tax Revenue  

1.Commercial Revenue Examples-Payments for postage, toll, and interest on funds borrowed from government credit corporations, 

electricity, Railway services. 

2.Administrative Revenue Examples: Fees, fines, penalties etc.  

3.Gifts and Grants 

REVENUE EXPENDITURE 

An expenditure that does not result in creation of assets or reduction of liability is treated as Revenue Expenditure. Such 

expenditure is incurred for the normal running of the government. For example: expenditure such as salaries, pensions, interest, 

subsidies, etc. 

CAPITAL BUDGET is divided in to two 1. Capital Receipts and 2. Capital Expenditure 

Capital Receipts: - Any receipt, which either creates a liability or lead to the reduction in assets, is called a capital receipt.  

Recoveries from Loans: - It includes recovery of loans granted by the central Government to the state Government. It is a capital 

receipts because it reduces the financial assets of the Government. 

Borrowing and Other Liability: -The funds raised from borrowings are treated as capital receipts. 

Other Receipts: - Other receipts include capital receipts from disinvestments of Government shares of a public sector unit. 

Capital Expenditure  

 An expenditure that leads to creation of assets or reduction of liability is treated as capital Expenditure. Purchases of land, 

building, machines, etc. are the examples of capital expenditure. It includes Plan Expenditure and Non Plan Expenditure 

Developmental and Non-Developmental Expenditure 

 Expenditure on activities, which are directly related to economic and social development of a country is called 

Developmental Expenditure. Expenditures on industry, agriculture, education, health, social welfare, etc. are the examples of 

Developmental Expenditure. 

 Expenditure on essential general service of the Government is called Non-Developmental Expenditure. Expenditure on 

defense and administration are the examples of non–developmental expenditure. Non-developmental expenditure is an essential part 

of the development process. 
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Balanced, Surplus and Deficit Budgets. 

1. Balanced Budget: - It is one where the estimated revenue equals the estimated expenditure. 

2. Surplus Budget: - It is one where the estimated revenue is greater than the estimated expenditures. 

3. Deficit Budget: - It is one where the estimated revenue is less than the estimated expenditure 

DIFFERENT CONCEPTS OF BUDGET DEFICIT 

1. Budgetary Deficit: -It is the total receipts minus total expenditure of Government on both revenue and capital accounts 

Budgetary Deficit = Total Budget Receipts – Total Budget Expenditure 

2. Revenue Deficit: - Revenue deficit is the excess of Government’s revenue expenditure over revenue receipts. 

Revenue Deficit = Revenue Receipts – Revenue Expenditure 

3. Fiscal Deficit: - is the Budgetary Deficit plus borrowing and other liability. Significance of fiscal deficit is that it is a 

measure of total borrowing requirements of the Government. 

4. Primary Deficit: -it is the difference between fiscal deficit and interest payments 

FISCAL DEFICIT AND ITS PROBLEMS 

Fiscal deficit creates many problems in the economy. Government liability in future increases because it as to pay the interest and 

repay the loan. Payment of interest increases revenue expenditure Increases revenue expenditure may lead to revenue deficit. This 

may further lead to more borrowing and more interest payments. This creates a vicious circle. The Government should try to reduce 

the Fiscal Deficit. 

THREE LEVELS BUDGET IMPACTS ON THE ECONOMY 

1. Aggregate Fiscal Discipline: -This means having control over expenditures, given the quantum of revenues. This is 

necessary for proper macro-economic performance. 

2. Allocation of Resources: -The allocation of resources based on social priorities. 

3. Effective and Efficient Provision of Programmes: - Effectiveness measures the extent to which goods and services the 

government provides its goals. 

BALANCED BUDGET MULTIPLIER 

Balanced budget means change in government expenditure (ΔG) is exactly matched by a change in taxes (ΔT). The expansionary 

effect of a balanced budget is called the balanced budget multiplier or unit multiplier. Here an increase in government spending 

matched by an increase in taxes results in a net increase in income by the same amount. ΔY = ΔT = ΔG 

TAX MULTIPLIER 

The tax multiplier is the ratio between changes in income to change in tax. The tax multiplier 

is a negative multiplier. If the amount of lump sum tax decreases equilibrium income will 

increase. If the lump sum tax increases equilibrium income will decrease. 

 

Chapter-6 OPEN ECONOMY 
BALANCE OF TRADE 

Balance of trade is the difference between the money value of exports and imports of material goods (visible item) 

BALANCE OF PAYMENTS 

Balance of payments is a systematic record of all economic transactions between residents of a country and the residents of foreign 

countries during a given period of time. It includes both visible and invisible items. Balance of Payments gives a good 

picture of a country’s economic transactions with the rest of the world than the balance of trade 
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Accounts of Balance of Payments: 

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

2. Capital Account: It records of all such transactions between normal residents of a country and rest of the world which relates to 

sale and purchase of foreign assets and liabilities during an accounting year. 

Components of Current Account Components of Capital Account 

1. Visible items (import and export of goods). 1. Foreign Direct investment. 

2. Invisible items (import and export of services). 2. Loans. 

3. Unilateral transfers. 3. Portfolio investment. 

4.Income receipts and payments from and to abroad. 4. Banking capital transactions. 

5. These are the transactions which do not affect the assets 

or liabilities position of the country. 

5. These are the transactions which affect assets or liabilities position of the 

country. 

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

Autonomous items are those items of balance of payment which is related to such transaction as are determined by the motive of 

profit maximisation and not to maintain equilibrium in balance of payments. These items are recorded as a first items before 

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

payment. 

Accommodating item refers to transactions that take place because of other activity in Balance of Payment. These transactions are 

meant to restore the Balance of Payment identity. These items are generally called ‘Below the Line items. 

Deficit of Bop Account: When total inflows of foreign exchange on account of autonomous transactions are less than total outflows 

on account such transaction then there is a deficit in Bop. 

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

currency of another country. In simple words, we can say that the price of one currency in terms of other currency is known as 

foreign exchange rate or exchange rate. 

System of Exchange Rate: 

1. Fixed exchange rate 

2. Flexible exchange rate. 

In fixed exchange rate system, the rate of exchange is officially determined by Government or Monetary Authority of the country. 

Merits of Fixed Exchange Rate 

(i) Stability in exchange rate 

(ii) Promotes capital movement and international trade. 

(iii) No scope for speculation 

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

(v) Attracts foreign capital. 

Demerits of Fixed Exchange Rate 

(i) Need to hold foreign exchange reserves. 

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

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

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

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

market demand and supply of foreign exchange. 

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

of foreign exchange falls. Vice versa. 

Sources of Demand for Foreign Exchange 
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(a) To purchase goods and services from the rest of world. 

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

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

(d) To send gifts and grants to abroad. 

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

(f) To undertake foreign tours. 

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

foreign exchange also rises and vice versa. 

Sources of Supply of Foreign Exchange 

(i) Direct purchase by foreigners in domestic market. 

(ii) Direct investment by foreigners in domestic market. 

(iii) Remittances by non-residents living abroad. 

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

(v) Exports of goods and services. 

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

 

Merits of Flexible Exchange Rate 

(i) No need to hold foreign exchange reserves 

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

(iii) To enhances efficiency in resources allocation. 

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

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

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

Demerits of Flexible Exchange Rate 

(i) Fluctuations in future exchange rate. 

(ii) Encourages speculation. 

(iii) Discourages international trade and investment. 

(iv) It creates a situation of market instability. 

Determination of Equilibrium Foreign Exchange Rate: Equilibrium FER is the rate at which demand for and supply of foreign 

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

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

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

Graphically intersection of demand Curve and supply curve determines the equilibrium foreign exchange rate. 

 

Devaluation of a currency: When government or monetary authority of a country officially lowers the external value of its domestic 

currency (in respect of all other foreign currency) is called devaluation of a currency. It takes place by government order under fixed 

exchange rate system. 
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Revaluation of a currency: When government or monetary authority of a country officially raises the external value of its domestic 

currency is called revaluation. It takes place by government order under fixed exchange rates system. 

In currency depreciation there is a fall in the value of domestic currency, in term of foreign currency due to change in demand 

and supply of the currency under flexible exchange rate system. 

In currency appreciation, there is a rise in the value of domestic currency in terms of foreign currency due to change in demand 

and supply of the currency under flexible exchange rate system. 

Managed floating system is a system in which the central bank allows the exchange rate to be determined by market forces but 

intervenes at times to influence the rate. When central bank finds the rate is too high, it starts selling foreign exchange from its 

reserve to bring down it. When it finds the rate is too low. It starts buying to raise the rate. 

lump-sum tax  

A tax paid as one single amount which does not vary. Such a tax has no effect on consumers’ choice patterns. 

Ricardian equivalence  

Ricardo’s tentative theory that private individuals see the effect of government borrowing as a question of future taxation, which 

therefore has the same effect as if the government were to impose taxes instead of borrowing 

 

 

 

 

 


